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ECONOMISTS CAN BE HAZARDOUS TO YOUR WEALTH

IN LATE 1998, ARGENTINA ENTERED AN ECONOMIC DECLINE
that was to last until 2002. The decline deepened after Brazil, Argentina’s
largest trading partner, devalued its currency substantially in January 1999.
Argentina could not devalue under the monetary system it then had, known
locally as “convertibility;” the system maintained an exchange rate of one
Argentine peso per U.S. dollar. As time passed, what started as a recession
turned into a depression. At the end of 2001, a political upheaval resulted.
In the space of two weeks Argentina had five presidents, one of whom
defaulted on the government’s foreign debt. Eduardo Duhalde, the last of
the five presidents, came to power at the start of 2002. He made extensive
changes in economic policy, including devaluing the peso, abandoning the
“convertibility” system, and “pesifying” dollar assets and liabilities (forcibly

* U.S. Treasury Department.

I did most of the research and writing of this article before assuming my current job. It
expresses my personal views, which are not likely those of the U.S. Treasury Department. I
thank Matt Sekerke for research assistance at an early stage, and Steve H. Hanke and Martin
Krause for comments.
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converting them into pesos at rates involving substantial losses for
creditors). Argentina’s economy declined further, suffering its two worst
quarters on record. It finally hit bottom around August 2002. From 1998 to
2002, Argentina’s real gross domestic product fell 18 percent.!

There was no shortage of advice about how to reverse Argentina’s
decline. The advice of economists in the United States particularly merits
attention. The United States has the most prominent economists, the most
renowned graduate programs in economics, and the most powerful national
bureaucracy in international financial matters. It is also home to the three
international financial institutions that have the most influence in
Argentina: the International Monetary Fund (IMF), World Bank, and Inter-
American Development Bank. Economists in the United States hence had
more chance to influence policy in Argentina than their counterparts
anywhere, except perhaps in Argentina itself. There arose a consensus,
bridging the usual ideological divides, about what had caused Argentina’s
problems and how to overcome them; indeed, the consensus among
economists reached beyond the United States and was nearly worldwide.
Economists whose work in other areas I admire failed to do the research
necessaty for understanding Argentina’s situation accurately. As a result,
their analysis was faulty. When Argentina followed the main
recommendations of the consensus, the economy’s rate of decline
accelerated.

Commentators on Argentina’s crisis have suggested a number of
causes for it. A nearly exhaustive list is: (1) the effect of the convertibility
system on the real exchange rate, competitiveness, and willingness to issue
dollar-denominated debt (bearing in mind that most obsetvers considered
the convertibility system to be a currency board); (2) external shocks, such
as the reduced inflow of foreign capital; (3) budget deficits and their effect
on the sustainability of the government debt; (4) inflexible labor markets;
(5) three big tax increases the Argentine government imposed from January
2000 to August 2001; (6) mistakes by the IMF; and (7) political blunders by
the Argentine government that reduced confidence in the economy, such as
by upsetting established property rights. Almost all commentators agreed
that the convertibility system lacked credibility by the last several months of
its existence. Recommendations for replacing the system fell into two major
groups. A majority favored a floating exchange rate, heavily managed if
necessary and possibly supported by extensive exchange controls and
forced conversion of dollar assets into pesos. A significant minority favored

1 For longer accounts of these events, see Daseking and others (2004) and Schuler (2003).
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official dollarization at one peso per dollar, at least before the government
devalued in early 2002. A few remaining commentators held intermediate
positions, such as favoring dollarization combined with a one-shot
devaluation.

I will examine economists’ views and the supporting evidence on
four questions that were central to analysis of what caused Argentina’s crisis
and what might have cured it:

1. Was the convertibility system a currency board?
2. Was the peso overvalued, at least from 1999 onward?
3. Were Argentina’s exports uncompetitive?

4. Was dollarization technically possible in late 2001 to early 2002?

The consensus on all questions was “yes.” I will argue that only on
the fourth question and possibly on the second was the consensus correct.
Mistaken impressions that the convertibility system was a currency board
and that Argentina’s exports were uncompetitive made the case for
abandoning the exchange-rate link to the dollar seem much stronger than it
really was.

This study is not an explanation of why Argentina’s crisis occurred
and how it might have been avoided; I have already written on those topics
elsewhere (including Hanke and Schuler 1999b, 2002; Schuler 2001b, 2003;
Schuler and Hanke 2001/2002). Instead, the focus is on what U.S.
economists said about the crisis and whether they knew what they were
talking about. Business publications monitor how accurately forecasters
predict the numbers in preliminary releases of macroeconomic statistics.
Thorough reviews of the qualitative analysis of economists on important
policy issues, though, are rare.2 A review of what U.S. economists said
about Argentina shows that many failed to define key terms in their
arguments; most ignored readily available data that contradicted the
consensus view about Argentina’s economy; and nearly all neglected to
examine the legal and statistical material, available for free online, necessary
for understanding how Argentina’s monetary system worked. The episode
is important because it raises the question of whether the public can trust

2 Terence Hutchison (1977, 98-143) and Alan Walters (1993) surveyed the opinions of their
fellow British economists on two crises of the pound sterling. The Argentine historian
Ricardo Salvatore (2002) made a short survey of some views on Argentina among U.S.
economists.
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economists who claim expertise on controversial issues of economic policy.
I hope that the failures I catalog will goad more economists to do serious
research and thinking before commenting on matters that can affect the
well-being of millions of people.

Table 1: Views of 100 U.S. Economists on Argentina
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 uncompetitiver?
3b. Did the economist offer a definition of uncompetitiveness?
4. Was dollarization technically feasible in late 2001 to early 20027

la b 2a 2b 3a 3b 4
Proper No Yes Yes or Yes | No Yes | Yes
response No
Actual response
Yes 91 56 72 50 52 44 27
Yes, but bad NA 11 | NA 10 |NA 2 |NA

definition

No 3 27 3 15 6 12 4
Did not discuss 6 6 25 25 42 42 69

Notes: NA = not applicable. Yes and No responses include both those that were explicit and
those I classified as strongly implied; for the detailed views of each economist, see Table 2.
Source: Table 2.

METHODS OF THIS STUDY

Table 1 summarizes the views of 100 U.S. economists or groups of
coauthors who were active in offering public commentary on Argentina in
the last several years. Table 2 shows the views of each economist on each
question. Appendix 1 lists each economist’s relevant writings and
statements on Argentina. It also contains citations to over 100 other, less
active or less prominent commentators. That group includes, for example,
economists whose only discussions of Argentina were in textbooks and

3 All appendixes can be accessed as attachments at the end of the article.
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were therefore unlikely to influence the policy debates of the moment.
Appendix 2 contains quotations by all of the 100 most active economists
and many of the less active ones.

Table 2:

Detailed Views of 100 U.S. Economists on Argentina
Key 10 headings of columns 1-5
Proper responses are indicated in bold within parentheses.
la. Was Argentina’s monetary system a currency board? (No)
1b. Did the economist offer a definition of a currency board? (Yes)
2a. Was the peso overvalued, at least 1999 onward? (Yes or No)
2b. Did the economist offer a definition of overvaluation? (Yes)
3a. Were Argentina’s exports uncompetitive? (INo)
3b. Did the economist offer a definition of uncompetitiveness? (Yes)
4. Was dollarization technically feasible late 2001-eatly 2002? (Yes)
5. Other.
Key o codes in columms 14 (see end of table for column 5)
¥ = Proper response (#- if only implied).
B = Proper response, but bad definition (columns 1b, 2b, 3b only).
O = Improper response (O- if only implied).
— = Did not discuss.
Name
Mark Allen
Altig, Humpage
Werner Baer
Robert Barro
Gary Becker
Andrew Berg
C. Fred Bergsten
Nancy Birdsall
Olivier Blanchard
Robert Blecker
Michael Bordo
Eduardo Borensztein
Ricardo Caballero
Charles Calomiris
Guillermo Calvo
Roberto Chang
William Cline
Benjamin J. Cohen
W. Max Corden
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Daseking and others
Augusto de la Torre
J. Bradford DeLong
David DeRosa
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 Hale

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 Meltzer
Frederic Mishkin
Ramon Moreno
Robert Mundell
Michael Mussa
Maurice Obstfeld
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Scott Pardee O-
M. Pastor, C. Wise
Guillermo Perry
Michael Pettis
Edmund Phelps
Arturo Porzecanski
M. Quispe-Agnoli
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
Velde, Veracierto
G. von Furstenberg
Sidney Weintraub
Mark Weisbrot
Onno Wijnholds
Thomas Willett
John Williamson
Carlos Zarazaga

Key to letter codes in colunmn 5:

a = Occasionally mentioned that the convertibility system was not an orthodox

currency board, but on balance seemed to consider the system a currency board.

b = Considered the peso overvalued, but did not think overvaluation was an

important cause of Argentina’s crisis.
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¢ = 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 dollatization with a one-shot devaluation.

g = Seemingly contradictory passages on whether exports were competitive.

Sources: Appendixes 1 and 2.

The economists listed in Table 2 ate the cream of the crop. More
than half are or have been full professors at leading universities, while many
of the rest hold research positions of comparable rank at international
financial institutions, think tanks, or the Federal Reserve System. Seven
have won the Nobel Memorial Prize in economics. At least 15 have held
top policy-making positions at the IMF, World Bank, Inter-American
Development Bank, Council of Economic Advisers, or U.S. Treasury
Department, and at least 15 more have held other upper-level positions.*
Appendixes 1 and 2 list the affiliations of all commentators.

To gather material, I searched the Library of Congtess, EconlLit,
Nexis, and the Internet. The commentators are mainly academic
economists, because it was their ideas that set the terms of debate on
Argentina’s crisis. The study omits a number of business economists,

4 The winners of the Nobel Memorial Prize are Gary Becker, Milton Friedman, Finn
Kydland, Robert Mundell, Paul Samuelson, Joseph Stiglitz, and James Tobin. Economists
who have held top policy-making positions include, at the IMF, Stanley Fischer (first deputy
director and later acting managing director, 1994-August 2001), Anne Krueger (first deputy
managing director since September 2001), Michael Mussa (director of research, 1991-2001),
and Onno Wijnholds (executive director, 1994-2002); at the World Bank, Stanley Fischer
(chief economist, 1988-1990) and Joseph Stiglitz (chief economist, 1997-February 2000); at
the Council of Economic Advisers, Martin Feldstein (chairman, 1982-1984), R. Glenn
Hubbard (chairman, May 2001-February 2003), Joseph Stiglitz (member and later chairman,
1993-1997), Kristin Forbes (member, November 2003-June 2005), and Jeffrey Frankel
(member, 1997-March 1999); at the Inter-American Development Bank, Guillermo Calvo
(chief economist since June 2001) and Ricardo Hausmann (chief economist, 1994-2000); at
the U.S. Treasury, Lawrence Summers (under secretary for international affairs, 1993-July
1999, and Secretary of the Treasury, July 1999-January 2001), John Taylor (under secretary
for international affairs, June 2001-April 2005), C. Fred Bergsten (assistant secretary for
international affairs, 1977-1981), and Edwin Truman (assistant secretary for international
affairs, December 1998-January 2001). Kristin Forbes held another upper-level position at
the U.S. Treasury that included responsibility for Argentina (deputy assistant secretary for
quantitative policy analysis, Latin America, and Caribbean nations, 2001-2002).
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economic journalists, political scientists, historians, and others who offered
interesting commentary but were more repeaters than originators of
economic analysis. (It is worth noting that the business economists, in this
case mainly analysts for investment banks, were generally better informed
about the facts than academic economists. Investment bank newsletters
consist mainly of analysts’ remarks on news and statistics, so as part of their
job, analysts were required to follow the data more closely than academic
economists did.) The selection is sufficiently broad to include the major
currents and many minor currents of opinion about Argentina among U.S.
economists. The material selected is mainly from 1999, when Brazil’s
devaluation focused attention on Argentina, to 2002, when Argentina
abandoned the convertibility system near the start of the year. However, the
material extends as far back as 1991 for a few economists who wrote about
Argentina’s convertibility system before 1999, and as recently as early 2005
for some major postmortem analyses.

I tried to find everything important that all commentators listed said
or wrote about Argentina. Where an economist expressed opinions about
Argentina in different formats, I usually preferred books to journal articles
and other essays, essays to newspaper op-eds, and newspaper op-eds to
newspaper interviews. Newspaper articles are often edited by persons who
have no expertise about the topics being discussed, and it is almost always
editors rather than authors who choose the titles. The chance of getting the
undiluted flavor of a writer’s ideas is greatest in longer writings. I also bore
in mind that economists who work in high-level positions in governments
or international organizations sometimes consider it inappropriate to
express their personal views candidly (as Stanley Fischer 2004, 224, remarks
about some statements he made on Argentina when he worked at the IMF).
I was able to contact almost all of the economists in Table 2 by electronic
mail to ask if they had publications relevant to Argentina, and I thank those
who supplied me with publications I had missed. In many cases, the table
pieces together economists’ views from multiple writings, on the
assumption that except where a change of opinion is obvious, the views
remained the same.

The selection of U.S. economists includes foreigners who live in the
United States. Widening the pool in this way extends membership to
expatriate Latin Americans, who may understand Argentina’s economy and
history better than most economists born and raised in the United States.
International organizations employ a number of such foreign nationals.

I am not an impartial spectator. I have been writing about
Argentina’s monetary system since 1990, and have expressed views few

ECON JOURNAL WATCH 242



ECONOMISTS ON ARGENTINA

economists share. However, I admire informed analysis from other
perspectives, and will mention examples of good scholarship from those
perspectives.

WAS THE CONVERTIBILITY SYSTEM
A CURRENCY BOARD? NO

Argentina’s “convertibility” monetary system began on April 1, 1991.
It attempted to end Argentina’s problems with chronically high inflation by
linking Argentina’s currency, the austral, to the U.S. dollar at a selling rate of
10,000 australes per dollar. The law set no buying rate, allowing in principle
for an appreciation against the dollar. On January 1, 1992, the peso,
Argentina’s present currency, replaced the austral at 1 peso = 10,000
australes = US$1.

Table 1 shows that among the 100 most active commentators on
Argentina, 91 of 94 who mentioned the topic called the convertibility
system a currency board. Yet examination reveals important differences
between the convertibility system and an orthodox currency board. The
system was a central bank that mimicked some currency board features; it is
perhaps best termed a currency board-like system, or even a pseudo
cutrency boatd.

An orthodox currency board is a monetary authority that issues notes
and coins (and deposits, if any) fully backed by foreign reserves and fully
convertible at a fixed exchange rate into an anchor currency. In
combination, these characteristics imply that a currency board has no room
for discretionary monetary policy. In particular, a currency board has not
only a minimum ratio of 100 percent net reserves, held exclusively in
foreign assets, but a maximum ratio. Historically, the maximum ratio has
often been 100 percent; if higher, it has typically been 110 percent. When a
cutrency board accumulates reserves in excess of the maximum, it
periodically pays them out as profits (seigniorage). The purpose of the
reserves in excess of 100 percent, if they exist, is to provide a cushion
against losses in the capital value of assets, so that the reserve ratio always
remains at least 100 percent.

An orthodox currency board does not hold significant domestic
assets; does not engage in sterilized intervention (buying or selling domestic
assets to offset the effects on the money supply of gaining or losing foreign
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reserves); does not lend to the government; and does not act as a lender of
last resort to banks. Acceptance of this definition extends to a number of
economists, mentioned below, who ate critical of currency boards. The
definition has a background in economic theory stretching back about 180
years, and dozens of countries have in fact had currency boards that have fit
the definition (Schuler 1992).

Argentina’s convertibility system maintained a rigid exchange rate
with the U.S. dollar and for most of its life imposed no restrictions on
converting local currency into dollars, but in other respects it was unlike a
currency board. Argentina never established a separate body to act as a
currency board, nor did it establish a separate division within its central
bank or even a separate balance sheet. Instead, the central bank retained its
previous organizational structure, but was subjected to some new rules. The
main legal basis of the convertibility system, the Convertibility Law of 1991
(Law 23.928), explicitly allowed the central bank to count Argentine
government bonds payable in foreign currency as reserves, setting no limit
on the extent of the practice. Later laws reduced the sized of this loophole,
ultimately imposing a minimum foreign reserve requirement of 66-2/3
percent against the monetary base (Law 24.144, Article 1, [sublarticles 20,
33, and 60). No maximum existed. Foreign reserves could be held in assets
payable in precious metals or currencies including the dollar, but no
requirement existed that reserves be held in any particular currency.

Table 3: Argentina’s Central Bank During “Convertibility”
(percentages; expected ratios for a currency board: 100 percent)

Median monthly ratio of foreign assets to total assets 34

Median monthly ratio of net foreign assets to monetary base 76

Correlation of monthly change in net foreign assets and 47
change in monetary base

Median monthly reserve pass-through (ratio of change in 31
monetaty base to change in net foreign reserves)

Total reserve pass-through (sum for whole period) 241

Source: Appendix 3. Underlying data are from IMF, International Financial Statistics database,
November 2004, lines 11-17, for the period April 1991-December 2001.

If one is looking at balance sheet figures of an orthodox currency
board, there are several ratios that should be near or equal to 100 percent.
Table 3 shows that for Argentina’s central bank during the convertibility
system, the ratios were far from 100 percent. More detailed data, in
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Appendix 3, indicate no tendency for the system to become more like a
currency board over time. For instance, the central bank’s claims on the
Argentine government, which are a type of domestic asset, ballooned from
roughly 20 percent of total assets at the end of 2000 to 50 percent at the
end of 2001. A currency board would have held no such assets. The central
bank at some times engaged in sterilized intervention and at other times the
opposite practice, namely, amplifying the effect on the monetary base of
changes in foreign reserves. That is why the correlation figure and the
reserve pass-through figures are far from 100 percent. The central bank
sterilized through a number of channels, including lending to commercial
banks through repurchase (repo) and swap arrangements.>

This review of the workings of the convertibility system, though
brief, is already as long as many newspaper articles. It is not surprising,
then, that many short popular writings by economists contained no
definition of a currency board. Newspaper editors are prone to cutting
technical discussions as a way of fitting articles into the limited space of a
newspaper page. In longer writings, though, economists should define
important terms that are open to differing interpretations. (The same
considerations apply to the other questions of definition discussed below.)
Economists who wrote longer pieces but failed to define what they meant
by calling Argentina a currency board included many current or recent staff
of international financial institutions.o

A number of economists offered definitions of a currency board that
were incomplete or otherwise bad. Mortis Goldstein (2002a, 21) wrote, “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.” Goldstein included Argentina in his

5 For mote details of the qualitative features of the convertibility system, see Schuler (2004a).
Appendix 3 compares IMF data with central bank data, which use different accounting
conventions but yield broadly similar results. It also includes IMF data on Bosnia, to show
what the numbers look like for a system that is closer to an orthodox currency board.
Finally, it includes IMF data on Brazil’s Rea/ Plan, which operated alongside Argentina’s
convertibility system. Everyone acknowledges that Brazil was then and is now a central
banking system. Whether assessed qualitatively or quantitatively, the convertibility system
looks more like Brazil than like Bosnia. Hanke (2002x, 205-11) reached similar conclusions.

6 Namely, Mark Allen (2003, 121); Guillermo Calvo, Alejandro Izquierdo, and Ernesto Talvi
(2002, 35); Christina Daseking, Atish Ghosh, Timothy Lane, and Alun Thomas (2004, 1); Jiri
Jonas (2002a, 1); Anne Krueger (2002c); Michael Mussa (2002d, 1—he termed the
convertibility system “cutrency board like,” with no elaboration); and Guillermo Petry and
Luis Servén (2003, working paper version, 2).
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list of currency boards. His definition fails to specify the minimum foreign
reserve ratio of 100 percent, and the maximum of 100 to 115 percent, that
prevent an orthodox cutrency board from undertaking sterilized
intervention. Joseph Stiglitz and Carl Walsh (2002, 420) remarked, “Under a
currency board the exchange rate between the local currency and, say, the
dollar is fixed by law. The central bank holds enough foreign currency to
back all the domestic currency and [commercial bank]| reserves it has
issued.” Their definition is incomplete because it fails to add that an
orthodox currency board holds no domestic assets, thus precluding
sterilized intervention.

Scores of economists offered correct definitions but applied them
wrongly to Argentina. Thomas Willett (2002b, 52-53) noted that “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,” but nevertheless
termed Argentina a currency board.” In a comparison of stabilization
programs in Argentina and Turkey, Barry Eichengreen (2002b, 111-112, n
22) commented, “the parallels [of Turkey’s monetary reform| 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.” More than two dozen textbooks, including those
by David Beim and Chatles Calomiris (2001, 241), J. Bradford DelLong
(2002, 4306, 489-90), and Rudiger Dornbusch, Stanley Fischer, and Richard
Startz (2004, 512 n. 12, 533), defined cutrency boards as lacking the ability
to engage in sterilized intervention or other forms of discretionary
monetary policy, yet still called Argentina a currency board. Milton
Friedman (1998b) did likewise.

Lee Alston and Andrés Gallo (2002, 3) and Steve Hanke and I (for
example, Hanke, Jonung, and Schuler 1993, 73-4) were the only economists
in Table 2 who gave clear evidence of having looked at the legal framework
of the convertibility system ourselves, rather than relying on summaries
provided by others. Failure to read the Convertibility Law led to many
muddled statements about its content, such as the claim by Sergio

7 Willett also railed against unnamed “fixed-rate fundamentalists,” while neglecting his own
assessment of a few years carlier that despite some problems, “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” (Martin,
Westbrook and Willett 1999, 151).
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Schmukler and Luis Servén (2002, 15 n13) that “The [Convertibility] 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.” As we have seen, the
reserves were not required to be in dollars, though in practice most were,
and the proportion of reserves against the monetary base that could be held
in domestic government bonds was initially unlimited.

Many economists at some point acknowledged the differences
between the convertibility system and a currency board, then proceeded as
if the differences had no importance. An extreme case was Sebastian
Edwards: in 1999 he described Argentina as a “(quasi)-currency board
arrangement,” distinguishing it from a pure currency board (Edwards and
Savastano 1999, 7), but three years later he heaped scorn on others for
making the same distinction (Edwards 2002e, published version, 24). Four
IMF economists (Daseking and others 2004, 1, 18-22, 27 n4) referred
repeatedly to the convertibility system as a currency board, despite
observing in a well-buried footnote that the correlation between the net
foreign assets of the central bank and reserve money as they measured it
was only 0.08, rather than 1.00 as would have been the case for a currency
board. In other words, by that measure the convertibility system was 92
percent nof a currency board. Economists should have paid far more
attention to the particulars of the convertibility system, analyzing its
potential to operate differently from an orthodox currency board, the
extent to which it actually did so, and the effects on Argentina’s economy.

How did the idea that the convertibility system was a currency board
originate and spread? The first article in Nexis that describes Argentina as a
currency board without qualification is a survey of Argentina on May 14,
1992 in the Financial Times (Fidler 1992). It states, “The convertibility law
turned the central bank into a currency board. It fixed the Argentine
currency to the US dollar and only allows the central bank to issue local
currency when backed by inflows of dollars to the central bank.” Anna
Schwartz (1992, 17) seems to have been the first U.S. academic to associate
the convertibility system with a currency board: she wrote that Argentina
“possibly represents a currency board approach.” By the mid 1990s, it had
become commonplace to call the convertibility system a curtency boatd, in
the business press, articles written by economists mainly for other
economists, and in textbooks (for instance, Economist 1994; Bennett 1994;
McCallum 1996, 222). Schwartz’s cautious “possibly” was neglected by later
commentators, almost none of whom consulted the balance-sheet statistics
of Argentina’s central bank. When the IMF revised its classifications of
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exchange rate regimes in 1999, it classified Argentina as a “currency board
arrangement.” It defined a currency board arrangement as “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, 3). These vague criteria do not suffice to distinguish
currency boards from cases that everyone would agree are central banks,
such as the U.S. Federal Reserve System and the Bank of England for much
of the time they adhered to the gold standard. Later, the IMF (2003a, 2)
added to its definition, specifying that in a currency board arrangement,
“domestic currency will be issued only against foreign exchange and that it
remains fully backed by foreign assets.”” But by then the convertibility
system was dead, and the belief that it had been a currency board was a
firmly entrenched part of conventional wisdom.

Calling the convertibility system a currency board was like calling a
mule a horse, then wondering why it did not win the Kentucky Derby. The
only economists in Table 2 who consistently stressed that the convertibility
system was not a currency board, and frequently explained in some detail
why, were Steve Hanke and I, in numerous writings.®

WAS THE PESO OVERVALUED?
THE CASE NEEDED TO BE ARGUED, NOT ASSUMED

Especially after Brazil’s currency devaluation of January 1999, the
view was widespread that the Argentine peso was overvalued. In an article
perhaps written before Brazil devalued but not published until afterwards,

8 Hanke (1991) was apparently the first article by a U.S. economist on the convertibility
system. The title of the article was “Argentina Should Abolish Its Central Bank,” and its
thrust was that the central bank should be converted into the currency board it was not at
the time. Hanke and I subsequently issued writings in almost every year of the convertibility
system emphasizing that it was not a currency board. They included Hanke, Jonung, and
Schuler (1993, 72-4, 77); Hanke and Schuler (1994a, 47-8); Hanke (1995m); Hanke (1996c,
19); Schuler (1996, 15); Hanke (1997a); Schuler (1997, 103); Schuler (1998); Hanke and
Schuler (1999b, 8-9); Hanke (2000a, 51); Hanke (2001r); Schuler (2001b, section “Spillover
from debt problems to the currency”); and Hanke and Schuler (2002, 43-44). At times (for
example, Hanke 1998a), we neglected or editors suppressed the distinction between currency
boards and hybrid, currency board-like systems, but in general we were consistent about the
distinction.
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Martin Feldstein (1999, 98-99) said Argentina had “maintained its
‘overvalued’ fixed dollar-peso exchange rate during the past decade [he
should have said ‘the past eight years’| and stayed competitive because its
domestic producers lowered the cost of Argentine goods by increasing
productivity.” A few years later, though, he thought “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” (Feldstein 2002a, 8).
Impressions that the Argentine peso was overvalued came from
various sources. One source was the bilateral real exchange rate of the
Argentine peso against the U.S. dollar, based on consumer price indexes.
Setting the index number of the real exchange rate at 100 in March 1991,
just before the convertibility system began, the index peaked at 137 in
January 1995; in December 2001 it was still 114. (The index is constructed
so that higher numbers indicate appreciation relative to the base period.)
Using producer ot wholesale price indexes, though, the bilateral real exchange
rate peaked in April and October 1996 at just 105; from May 1999, it fell
and stayed below 100, and in December 2001 it was 94.9 Real exchange
rates calculated multilaterally rather than against the United States alone
show that under the convertibility system, measures based on producer
prices remained much closer to 100 than did measures based on consumer
prices (Figure 1). For gauging the effect of the real exchange rate on the
competitiveness of exporters, the measure based on wholesale prices is
presumably more relevant than the measure based on consumer prices,
since exporters more often deal in wholesale markets than in retail markets
(as Steve Hanke [1999a, 359-361] implied in an argument he made).
Another possible measure is the real exchange rate based on unit labor
costs. Some IMF economists (Daskeing and others 2004, 15; Jonas 2002a,
26) and I (Schuler 2003, 26) were apparently the only ones to refer to
calculations of unit labor costs. Because labor productivity rose faster than
wages, this measure of the real exchange rate depreciated substantially,
except for a sharp but temporary reversal centered approximately on
Brazil’s January 1999 currency devaluation. The growth of labor

9 Data are from the CEI, an Argentine government office dealing with international

economic issues (http://www.cei.gov.ar/estadistica/mercosur/cuadro32.xls and

http://www.cei.gov.at/estadistica/mercosur/cuadro33.xls). For clatity, I have inverted and
rebased the original numbers.

249 VOLUME 2, NUMBER 2, AUGUST 2005



KURT SCHULER

productivity under the convertibility system contrasts with the near
stagnation in productivity from 1980 to 1990.10

Yet another way of trying to measure overvaluation is through
economic models that estimate whether a country’s foreign-exchange
earnings seem sufficient to pay its foreign debt, or whether the inflows of
foreign capital a country can plausibly attract seem sufficient to finance
continuing deficits in its current account. When the models indicate
insufficient foreign-exchange earnings or inflows of capital, economists
often interpret the results as indicating that the currency should be
devalued. Another possibility, which economists often neglect, is that the
government should restructure its foreign debt but not necessarily devalue.

Several commentators based their case for overvaluation mainly on
models (Calvo, Izquierdo, and Talvi 2002, 10-16; Perry and Servén 2003,
working paper version, 17-25). Willilam Cline (2003, 22) made simple
calculations himself and cited the more complex calculations of Perry and
Servén just mentioned. Jan Kregel (2003, working paper version, 5n-6n)
also cited Perry and Servén’s calculations, and briefly discussed their
importance. Too many economists, however, took overvaluation as self-
evident. They did not discuss different possible measures of overvaluation
or even specify any measure according to which the peso was overvalued. It
was not necessary that they should have made the measurements
themselves; referring to the work of others would have sufficed. In early
2002, after seeing writings by half a dozen well-known economists asserting
that the peso had been overvalued, I wrote to them asking what measure of
overvaluation they were using. Sebastian Edwards immediately replied in
exemplary fashion, citing two models by investment banks published in the
banks’ market letters. The other economists failed to respond or replied
that in fact they had no specific measure in mind. Because the
communications were private, I will not list names.

10 There seems to be no long series of consistent statistics of unit labor costs in Argentina,
hence long-term estimates of labor productivity are subject to unusual uncertainty.
Unpublished calculations by the Argentine economist Marcos Buscaglia (2002) indicate that
unit labor costs increased 21 percent from March 1991 to December 1992, and peaked in
February 1993 at 39 percent above their level of March 1991. A country report by the IMF
(2001, 10) contains a graph of unit labor costs from 1993 to 2001. Daseking and others
(2004, 19) have graphs showing stagnant or falling productivity from 1995.
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Figure 1: Argentina’s Real Multilateral Exchange Rates, 1980-2004
(light line = consumer price-based; dark line = wholesale price-
based; March 1991 = 100; higher numbers indicate appreciation)
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Noftes: 1 = High and variable inflation of the 1980s.

2 = Convertibility system begins, April 1991.

3 = Tequila crisis begins, December 1994.

4 = Brazil devalues, January 1999.

5 = Convertibility system ends in devaluation, January 2002.
Source: CEI (http://www.cei.gov.ar/estadistica/mercosur/cuadro37.xls
and http://www.cei.gov.ar/estadistica/mercosur/cuadro38.xls). For clarity, I have inverted
and rebased the original numbers. Calculations from the IME’s International Financial Statistics
database yield similar results, but as of the April 2005 release, the database no longer shows

the wholesale price index for Argentina, and its coverage of the producer price index begins
only with January 1994.
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WERE ARGENTINE EXPORTS UNCOMPETITIVE? NO

Whether one thinks Argentine exports were uncompetitive follows
closely from whether one thinks the peso was overvalued. Under the
convertibility system, Argentina often had deficits in both its trade account
and current account. Some obsetrvers took the deficits as indications that
the Argentine exporters were uncompetitive because the peso was
overvalued.

Table 4 shows some pertinent facts about Argentina’s trade under the
convertibility system. The dollar value of exports grew every year except
1991 and 1999. In 1991, exports fell enough in the first quarter, before the
convertibility system began, to cause shrinkage for the year as a whole. In
1998, exports rose, but the rise was minuscule. In 1999, falling prices for
commodities and the effect of Brazil’s currency devaluation in January
caused exports to shrink.

Because the convertibility system began in April 1991, Table 4 uses
1990 as the base year. From 1990 to 2001, exports, measured in current
U.S. dollars, grew an average of 7.2 percent a yeat. In comparison, exports
grew an average of only 4.0 percent a year from 1980 to 1990. Industrial
exports grew an average of 8.6 percent a year from 1990 to 2001, versus 7.3
percent a year from 1980 to 1990. Argentina was not just relying on farm
products, its export mainstay since the 1800s. Adjusted for inflation, export
performance under the convertibility system looks even better, because
inflation in the dollar was lower in the 1990s than in the 1980s.1" Despite a
setback in 1999, the trend under the convertibility system was for Argentine
exports to become more rather than less competitive. In 2000 and 2001,
exports were among the few growing sectors of the economy.

Many economists failed to define what they meant when they called
Argentine exports, or the Argentine economy, uncompetitive. Because a
notion of uncompetitiveness follows from the idea of overvaluation, it is
understandable that economists who had already defined in what sense they
considered the Argentine peso overvalued should not have offered a further
definition of uncompetitiveness. Still, in light of the statistics, it is worth

11 For example, the U.S. producer price index for finished goods rose an average of 1.5
percent a year from 1990 to 2001, versus 2.8 percent a year from 1980 to 1990. Figures here
and in the main text are from the Web sites of INDEC (Argentina’s statistical agency) and
the U.S. Bureau of Labor Statistics. Averages, here and elsewhere in the text, are compound
annual figures calculated from the endpoints of each period.
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asking why exports were growing at a respectable pace if the peso was
overvalued.

Some economists assumed that the fall in exports in 1999, resulting
from Brazil’s devaluation, had continued into 2000 and 2001. C. Fred
Bergsten (2001) claimed in an interview that “with the rigid exchange rate
relationship, Argentine products became increasingly overpriced in world
markets. They lost export sales.” Bergsten’s remark implies that Argentina’s
exports were falling at the time he spoke, which was not the case. It is hard
to give an interview and hunt though statistics simultaneously, though, so
Bergsten’s comments may have been nothing more than a slip of the
tongue. Martin Feldstein (2003, 6—written in October 2001), stated,
“Brazil, Argentina’s largest competitor, has a floating exchange rate [since
January 1999] that has made the Brazilian rea/ increasingly competitive and
the Argentine peso increasingly uncompetitive. The result has been to
create a growing trade deficit in Argentina.” Several lines later, he claimed
that “the sharp decline of the Brazilian real has caused a major increase in
Argentina’s current account deficit.” Paul Krugman (2004a), in an article
focusing on U.S. budget deficits, remarked in passing that “Argentina
retained the confidence of international investors almost to the end of the
1990’s. Analysts shrugged off its large budget and trade deficits.” Krugman
and Maurice Obstfeld (2003, 694) contended that after Brazil’s devaluation,
“the country’s current account deficit remained high,” although they did
not define what they meant by “high.” In their textbooks, Olivier Blanchard
(2003, 454) and David Colander (2004, 788) implied that following Brazil’s
devaluation of January 1999, Argentina’s trade deficits increased. Robert
Blecker (2003) also claimed that “Argentina developed a huge trade deficit”
by the late 1990s.

Had these economists looked at the statistics, they would have seen
that at its peak of the late 1990s, in 1998, the trade deficit was only 1.6
percent of GDP. The current-account deficit was much larger, at 4.8
percent of GDP. The trade deficit shrank in 1999 and turned to surplus in
2000 and 2001. On a year-over-year basis, the current-account deficit
shrank every quarter from the first quarter of 1999 until turning to surplus
in the last quarter of 2001. (Incidentally, if current-account deficits indicate
an overvalued currency, it is hard to explain why Argentina had them every
year from 1979 to 2001 except 1990, despite currency depreciations that at
times made the real exchange rate undervalued according to calculations
such as those of Figure 1.)

253 VOLUME 2, NUMBER 2, AUGUST 2005



KURT SCHULER

Table 4: Argentina’s Foreign Trade
(in billions of U.S. dollars unless indicated)
1990 1991 1992 1993 1994 1995

Exportts 12.4 12.0 124 13.3 16.0 21.2
Trade balance 8.3 3.9 -2.6 -3.7 -5.8 0.8

—with Brazil 0.9 0.4 -14 -0.5 -0.3 2.1

Current account 4.6 -0.6 -5.7 -8.2 -111 -5.2
Capital account -5.9 0.2 7.6 20.3 11.4 5.0

Nominal GDP 141 190 229 237 258 258
Share of wotld

0 0.36 0.34 0.32 0.35 0.37 0.41
exports (%o)

Export volume

(1990 = 100) 100 98 97 104 122 152
Export prices
(1990 = 100 100 98 102 102 105 111
1996 1997 1998 1999 2000 2001
Exports 24.0 26.4 26.4 23.3 26.3 26.5
Trade balance 0.0 -4.0 -4.9 2.2 1.1 6.2
—with Brazil 2.1 2.1 1.7 0.8 1.0 1.5
Current account -6.8 -12.2 -14.5 -11.9 -9.0 -3.9
Capital account 11.8 16.8 19.0 14.6 8.0 -14.8
Nominal GDP 272 293 299 284 284 269
Share of world

0 0.44 0.47 0.49 0.41 0.41 0.43
exports (%o)

Export volume

162 187 208 207 212 221

(1990 = 100)
Export prices
(1990 = 100) 119 115 103 91 100 97

Notes: The table uses 1990 as the base year because it was the last full year before the
convertibility system began. The trade balance uses cost, insurance, and freight (c.i.f)
numbers for imports rather than lower free on board (f.o.b.) numbers. The trade balance
with Brazil is calculated from each country’s statistics for imports from the other.

Sources: IMF, Direction of Trade Statistics database, August 2004 (trade balance with Brazil);
International Financial Statistics database, August 2004 (other statistics).
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Taking a longer-term view, Sebastian Edwards (20022) commented,
“During the last decade two factors have contributed to Argentina’s poor
export performance and [poor] productivity growth: an overvalued
exchange rate; and membership in Mercosur, the regional trading bloc that
includes Chile, Bolivia, Brazil, Paraguay and Uruguay.” Anne Krueger
(2002c¢) likewise spoke of Argentina’s “weak export growth relative to other
Latin American countries.” The fact is that under the convertibility system,
Argentina’s share of world exports of goods made its first sustained rise
since the 1940s. From 1990 to 2001, exports in current U.S. dollars rose
115 percent. Argentina’s growth in exports was close to Chile’s 118 percent
and Peru’s 117 percent. Mexico was the only major Latin American
economy where exports rose substantially faster: 289 percent, as a result of
the North American Free Trade Agreement. Argentina outperformed
Brazil, Colombia, and Venezuela, as well as Canada and the United States.!2
A look at the destination of Argentina’s exports suggests that Mercosur did
not artificially inflate overall exports. Mercosur came into effect at the start
of 1995. The annual rate of growth of exports to the Mercosur bloc was
much higher from 1990 to 1994 than from 1994 to 2001, while combined
exports to other countries showed the opposite pattern.'?

In summary, economists who criticized the convertibility system for
making Argentina uncompetitive neglected the supporting data on trade.
The enormous nominal and real depreciation of the peso since January
2002 has not resulted in unusually high growth, measured in dollars. The
value of exports grew 9.1 percent a year from 2001 to 2004, versus 7.2
percent a year under the convertibility system. However, most of the recent
growth was the result of higher world prices for Argentina’s agricultural

12 Statistics are from the IME’s International Financial Statistics database, August 2004. Data for
exports of goods and services (rather than goods alone) yield similar results. Perry and
Servén (2003, working paper version, 19) purport to show that Argentina’s export
performance was mediocre by using data on exports expressed in constant 1995 U.S. dollars,
from the World Bank’s World Development Indicators database. They compare Argentina with a
group of seven other major Latin American economies. Group exportts are simply the sum
of each country’s exports. The group looks as if it performed strongly, growing an average
of 9.1 percent a year for the years 1992-2001, versus 7.6 percent a year for Argentina.
However, the result is driven by Mexico, which had 36 percent of the group’s exports in
1991 and 48 percent in 2001. Giving equal weighting to each country instead of to each
dollar of exports, the seven major economies grew an average of 7.3 percent a year. (Servén
kindly provided me with a spreadsheet copy of the source data and calculations.)

13 See CEI statistics (http://www.cei.gov.ar/estadistica/mercosur/cuadrol4.xls). Chile
became an associate member of Mercosur in October 1996. The statements in the main text
hold whether or not one counts it as part of Mercosur. Argentina had a prior trade
agreement with Brazil, ratified in 1989 (Law 23.695).
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exports. The volume (quantity) of exports grew only 4.1 percent a year from
2001 to 2004, versus 7.5 percent a year under the convertibility system.
Argentina’s share of world exports of goods has fallen every year since the
convertibility system ended. Official projections for 2005 indicate a further
decline, to 0.36 percent, although if the rapid pace of growth in the first
four months of the year continues, Argentina’s share will remain neatly
unchanged at 0.39 percent. Argentina’s trade balance with Brazil was in
deficit in 2004 and will probably remain so in 2005, compared to surpluses
from 1995 to 2003.14

Only a handful of economists who commented on the
competitiveness of exports showed signs of having examined the trade data
in some detail. I noted the growth of exports under the convertibility
system (Schuler 2001b, section “Is the peso overvalued?”). David Feldman
(20022) considered the peso overvalued, but remarked that Argentina’s
exports had been growing. (Feldman 2002b, however, called Argentine
goods “overpriced.”) Feldman correctly understood that uncompetitiveness
does not follow automatically from overvaluation. Eatlier, Feldman (2001b)
had advocated dollarization at one peso per dollar as preferable to
devaluation. After Argentina devalued, Feldman was again notable for his
correct minority view that Argentina’s competitiveness, as measured by
exports, was unlikely to improve substantially. Jiri Jonas (2002a, 26-27)
analyzed import and export data and mentioned the changes in Argentina’s
share of world exports. Carolina Diaz Bonilla and others (2004, 7-8) noted
the growth in Argentina’s share of world exports under the convertibility
system. Like Feldman, they distinguished between export competitiveness
and what they considered to be an overvalued peso. Steve Hanke (2002f, 5)
made the same distinction, though he did not consider the peso
overvalued.!®

14 Historical statistics are calculations from data on INDEC’s Web site. The conjecture
about the trade balance with Brazil in 2005 is based on the same source. The official
projections underlying my calculation of Argentina’s share of world exports in 2005 are a
forecast of Argentina’s exports by its Ministry of Economy (reported in Quiroga 2005) and a
forecast of world exports of goods by the IMF (2005, 230).

15 An anonymous referee has suggested a more charitable interpretation of claims by many
U.S. economists that a devaluation of the peso was advisable to restore Argentina’s export
competitiveness. He has proposed that the claims were a shorthand for addressing the
divergence between the prices of tradable goods, which rose little under the convertibility
system, and prices of nontradable goods, which rose substantially. Inefficient government
and government-granted monopoly privileges to some privatized government agencies, such
as telephone companies, hindered competitiveness insofar as even tradable goods have some
nontradable inputs. It can be argued that devaluation was a blunt but necessary tool for
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WAS DOLLARIZATION TECHNICALLY FEASIBLE? YES

On January 15, 1999, during Brazil’s currency crisis, a key staff
official working for Argentine president Carlos Menem announced that
Menem was considering replacing the peso with the dollar. Dollarization
had been suggested for Argentina before: economy minister Domingo
Cavallo had mentioned it in March 1995, during a previous currency crisis.
Never had it received such favorable consideration at the highest level,
though. After the announcement of Menem’s interest in dollarization, a
number of economists analyzed the desirability and feasibility of
dollarization in Argentina. Most who expressed an opinion considered
dollarization feasible, but the doubters included some economists who were
in or had only recently left key policy-making positions. I will leave the
reader to decide the question of desirability. The question of technical
feasibility is less a matter of judgment and more a matter of fact.

One question is whether dollarization would have been feasible at the
rate of one peso per dollar that prevailed under the convertibility system.
An important factor was the availability of foreign reserves. In an article
published on November 12, 2001, Michael Mussa (2001), former director
of research at the IMF, claimed that “the resources necessaty 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 balance sheet of the Argentine central bank from
Friday, November 9, the last date Mussa could have seen, indicated that
foreign reserves were 17.583 billion pesos, while monetary liabilities were
16.030 billion pesos and the monetary base was 11.858 billion pesos.
Months later, Kristin Forbes (2002) similarly claimed that before the
devaluation of the peso, there were not enough reserves to dollarize. Mussa
and Forbes seem to have relied on figures from the IMF, which are
compiled using accounting conventions different from those of the central
bank. According to IMF statistics, gross foreign reserves exceeded the

overcoming nominal rigidities in the prices of nontradable goods. Argentine economists
debated these ideas, especially in 2001, when minister of economy Domingo Cavallo
proposed measures to attack the “Argentine premium” in prices (costo argenting). My
discussion reflects the crude treatment most U.S. economists offered, rather than the more
subtle points Argentine economists considered.
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monetary base in September and October 2001, the last of the IMF’s
monthly figures Mussa could have seen. Nez foreign reserves (foreign assets
minus foreign liabilities) were below the monetary base, according to the
IMF, but that need not prevent dollarization.

In a press conference of January 2002 shortly after Argentina
abandoned the convertibility system, a questioner asked Anne Krueger, the
IMF’s first deputy managing director, “What about dollarization, is that
included or excluded?” Krueger (2002a) replied, “Well, my understanding at
the moment is that that is technically unfeasible. So I don’t think the
authorities are thinking about it, I don’t think we are thinking about it. They
have already said they are going to a floating rate regime, and we are just
accepting that” An advisory panel of former central bank officials sent by
the IMF to Argentina in July 2002 also discouraged dollarization without
serious analysis (see Alejandra Gallo 2002). Even after abandoning the
convertibility system, Argentina could have dollarized at one peso per dollar
as long as it had or could obtain gross reserves (not necessarily net reserves)
equal to the monetary base.

Another question is whether dollarization was feasible at a rate other
than one peso per dollar. Even with small reserves, at a suitably depreciated
exchange rate, dollarization is a/lways technically feasible. At a rate of a
billion pesos per dollar, the dollars many an Argentine carries in his wallet
would have been more than sufficient for dollarization. Steve Hanke
(2002¢) requested that Krueger and the IMF reveal their reasoning for
calling dollarization technically infeasible, but no IMF official ever
responded. Hanke and I (for example, Schuler and Hanke 2001/2002, 13)
were the only economists who made explicit reference to the balance sheet
of Argentina’s central bank, as posted on its Web site, in discussions of the
feasibility of dollarization. Although I consider that in this case the majority
view was correct, few U.S. economists who held it referred to data that
might have supported that view.
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A CASE STUDY IN CARELESSNESS:
PAUL KRUGMAN

The case of Paul Krugman illustrates in detail how U.S. economists
failed to do the work necessary for understanding Argentina’s situation
accurately. Krugman is one of the best-known active economists. His twice-
weekly column in the New York Times is read across the United States and,
through syndication and translation, around the world. He specializes in
international economics and is highly regarded by many economists. He
wrote more than a dozen articles on Argentina’s economic crisis.

In his book Pop Internationalism, Krugman (1996b, vii-ix, 118-19)
decried people who comment publicly on international economic affairs
without even knowing the basic ideas to be found in textbooks on
international economics. But perhaps people do not consult the textbooks
because textbook writers too often fail to check their assertions against the
“book of the world.” A reader of the widely used undergraduate textbook
on international economics that Krugman wrote with Maurice Obstfeld will
find this about currency boatds:

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. . . .

In a currency board regime, a note-issuing authority
announces an exchange rate against some foreign currency
and, at that rate, simply 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 all 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 in the colonial territories

of European powers. By adopting a currency board
system, the colony effectively let its imperial ruler run its
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monetary policy, at the same time handing the ruling
country all seigniorage coming from the colony’s demand
for money. . ..

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. . ..

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). . . .

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). (Krugman and Obstfeld
2003, 695-696)

Krugman and Obstfeld’s theoretical definition of a currency board is
reasonably accurate, and in a footnote, they observe, “Strictly speaking,
Argentina’s currency board involved a slight fudge. A limited fraction of the
monetary base could be held in the form of U.S. dollar-denominated
Argentine government debt.” On most other points of fact they are wrong.
As we have seen, the Convertibility Law (presumably the “1991 monetary
law” they mention) allowed reserves to consist entirely of Argentine
government bonds denominated in foreign currency, although later
legislation imposed restrictions. The central bank engaged in sterilized
intervention, held extensive domestic assets, lent to domestic banks, and
acquired government debt. By Krugman and Obstfeld’s own definition,
then, the convertibility system lacked the automatic, vending machine
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quality they correctly understand as being characteristic of cutrrency
boards.1¢

In a section of their textbook called “Argentina’s 2001-2002 crisis,”
Krugman and Obstfeld (2003, 694) write, “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 page 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.” The graph shows data only through 1999. The notes to the
graph explain that the real exchange rate is based on the “domestic price
level”—apparently the consumer price index at the end of each year—
calculated bilaterally against the United States. As has been mentioned, the
bilateral real exchange rate based on consumer price indexes peaked in 1995
and was falling thereafter. Calculations based instead on wholesale or
producer prices and updated to 2001 would show that in 2000 and 2001 the
real exchange rate was perhaps wndervalued (below the levels existing shortly
before the convertibility system began). Making a plausible argument that
the peso was overvalued according to Krugman and Obstfeld’s criteria
requires referring to the multilateral real exchange rate, which they do not
discuss, rather than to the bilateral rate with the United States. Even then,
only the multilateral real exchange rate based on consumer prices offers much
support for the claim of overvaluation.

16 Krugman and Obstfeld’s summary of cutrency boards is defective in other respects as
well. Currency boards arose specifically in British colonies; there are only isolated instances of
currency boards among colonies of other countries. Colonial currency boards did not hand
seigniorage to “the ruling country,” but to the local colonial administration, which in many
cases had elements of local representation. Nor were currency boards in British colonies a
completely captive market for British government securities, because they were typically
allowed to hold securities issued by other colonies and sometimes by independent countries
within the sterling area. Krugman and Obstfeld claim that “Hong Kong has a currency
board” and that “Similarly [to Argentina’s lack of monetary credibility in the early 1990s],
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.” None of these systems fits their definition of a currency board. The
Hong Kong Monetary Authority in August 1998 went so far as to buy about US$15 billion
of equities in the local stock market, an unorthodox operation even for a central bank. Its
purchases of equities exceeded the monetary base. Krugman and Obstfeld confuse Latvia
with Lithuania. The Estonian and Lithuanian central banks hold little in domestic assets, but
their foreign assets considerably exceed 100 percent of the monetary base and hence give
them freedom for discretionary monetary policy that an orthodox currency board would not
have.
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While Argentina’s crisis was unfolding, Krugman used his New York
Times columns to castigate the supposed currency board as the main
problem: “So why is Argentina’s economy depressed? Basically it comes
down to the cutrency 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” (Krugman 2001a). But it is hardly a technicality to
observe that the convertibility system differed from Krugman’s textbook
description of a currency board not just on one or two points, but on most
points. Nor does the record support Krugman’s claim that “Argentina was
an experiment in doing away with monetary activism. After generations of
mismanagement, Argentina returned to a colonial-era monetary system, a
‘currency board, which took government out of the loop” (Krugman
2001f). A quick look at the central bank’s Web site reveals that the central
bank issued 210 regulations of a supposedly durable character in 2001
alone; they touched all aspects of the financial system.!” Steve Hanke
(2002x, 212) identifies eight of these as being among 24 important policy
decisions by Argentina’s government in 2001 (and another three in early
2002) that contributed to the undoing of the convertibility system. The
government was firmly in the loop.

Krugman termed the peso “severely overvalued” as eatly as 1995
(Krugman 1995a) and claimed after Brazil’s devaluation of January 1999
that “Argentine producers find themselves priced out of world markets”
(Krugman 2000b). Despite his skepticism about the exchange rate of one
peso per dollar, in June 2000 he thought that persisting with it was the
lesser of two evils (Krugman 2000a). By July 2001, though, the continuing
contraction had changed the balance for Krugman, who wrote, “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” (Krugman 2001a). He suggested
pesifying dollar assets and liabilities: “Simply issue a decree canceling the
indexation” in dollars (Krugman 2001c).

When Argentina’s economic decline accelerated in 2002 after the
government did what Krugman had proposed, he fell silent. To date (July
2005), he has published no analysis of why the decline was so severe,
though he has restated some earlier points in Krugman (2003a).

17 Banco Central de la Republica Argentina (http://www.bcra.gov.ar>Enter>Regulations>
Communications). The figure of 210 refers to the “A” communications issued (though not
all published) in 2001, numbered 3208 to 3417. Over the whole life of the convertibility
system there were 1596 such communications, numbered 1822 to 3417. There wete also
thousands of “B” and “C” communications, which were generally less important.
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ARGENTINA LISTENS TO THE ECONOMISTS
—AND SUFFERS

The consensus view among economists about the convertibility
system and its effects on Argentina influenced the policy of the IMF and
U.S. Treasury Department. During the crisis and afterwards, officials or
former officials of both institutions made a number of statements repeating
elements of the consensus view. Many of the officials were economists, and
some of their statements appear in Appendix 2. Shapers of opinion in other
professions have since faithfully repeated the consensus view among
economists. For example, in an article that is in effect a supplementary
chapter to his standard history of Argentina, David Rock (2002, 79), a
professor of history at the University of California-Santa Barbara, identified
the convertibility system as currency board. In a book looking back at
Argentina’s crisis, Paul Blustein (2005, 20), a business reporter for the
Washington Post, did likewise. Moisés Naim (2005), the editor of Foreign Policy
magazine and a former Venezuelan minister of trade and industry, claimed
in a review of Blustein’s book that the peso was not maintained “at a level
that would stimulate exports.” Electronic searches readily yield many similar
instances.

In early 2002, the new government of president Eduardo Duhalde
did what the consensus view recommended. Effective January 6, the
government devalued the peso from the previous rate of one per dollar to
1.40 per dollar and ended the convertibility system. On January 9, the
government “pesified” dollar assets and liabilities, forcibly converting them
at 1 peso per dollar. On February 9 it floated the peso. These measures
were part of a package that included other steps not necessarily urged by
the consensus, such as converting dollar bank deposits into pesos at a
differential rate of 1.40 pesos per dollar; confiscating the dollar reserves of
banks and paying them only 1 peso per dollar; suspending bankruptcy
proceedings; and doubling penalties for employers who dismissed workers.

The peso depreciated to neatly 4 per dollar in April 2003 before
recovering somewhat. (Sebastian Edwards 2001 and David Hale 2001 were
notable for correctly predicting a much larger depreciation of the peso than
most observers expected.) As of July 2005, the central bank is managing the
exchange rate to remain close to 2.90 pesos per dollar. For the year 2002,
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the dollar value of exports fell 4.5 percent, though volume (quantity
exported) rose 0.7 percent. Real GDP, which had fallen 5.5 percent in 2001,
fell a record 16.3 percent in the first quarter of 2002 and 13.5 percent in the
second quarter, on a year-over-year basis. The fall in real GDP for 2002 as a
whole was 10.9 percent, the worst in more than a century. The
unemployment rate rose to 23.6 percent in 2002 from 18.3 percent the year
before, and the proportion of Argentines below the officially defined
poverty line jumped to 57.5 percent from 38.3 percent the year before.!s
Since 2002 the economy has recovered, though GDP per person is still
below the earlier peak. 1

In an economy supposedly being depressed by a currency board
maintaining an overvalued currency, one would have expected a rapid
increase in exports, and a rebound or at least a slowing rather than an
acceleration of economic decline in 2002. To my knowledge, no advocate
of devaluation or pesification before the fact has explained why Argentina’s
economy shrank so much in 2002 after devaluing, or why Argentina’s share
of world exports has been lower since the convertibility system ended than
it was during the last seven years of the system. A possible explanation is
that the Duhalde government was clumsy. Still, advocates of the consensus

18 Statistics are from INDEC’s Web site.

19 U.S. economists have written little on Argentina’s recovery; Forbes (2005) is among the
few exceptions. One reason for the silence is that the recovery is still in progress; another is
that economists have moved on to other subjects now that Argentina no longer so regularly
appears on the front pages of U.S. newspapers. In my view, the recovery results from four
factors. (1) It started from a low base because the policies of the Duhalde government in
early 2002 destroyed considerable wealth. After some months, though, the destruction
ceased and the economy bottomed out. (2) The big depreciation of the peso in nominal and
real terms in early 2002 made import-competing industries more competitive, though not
necessarily more efficient. Imports fell from US$20.3 billion in 2001 to $9.0 billion in 2002;
in 2005, at the year-over-year growth rate of the first four months, they will be about $30
billion, while exports will be $40 billion. (3) Government finances have improved. Inflation
and default on foreign debt reduced federal spending as defined by the IMF from 17.8
percent of GDP in 2001 to 14.6 percent in 2002. Higher revenues from the economic
recovery sent the government budget into surplus in 2003, for the first time since current
IMF statistics began in 1973. The budget has remained in surplus since, so deficits no longer
create political pressure for policies that discourage growth, such as the three big tax
increases the De la Rua government imposed. (4) International conditions have been very
favorable. The world economy has grown fast, world interest rates have been low, and
commodity prices have risen sharply. Such major Argentine export commodities as
petroleum, soybeans, beef, and wheat rose more than 50 percent in dollar terms from 1999
to 2004. The depreciation of the peso approximately tripled the weight of the export sector
in the economy, to about 23 percent of GDP, and amplified the effect of the rise in
commodity prices.
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view should have considered the possibility that the cures they were
proposing might be administered so clumsily as to cause great harm.
Ricardo Hausmann (2001, 2002c), after first proposing to upend contracts
on a massive scale by forcibly converting dollar-denominated claims into
pesos, later implied his disapproval of Argentina’s implementation of the
idea by calling it a violation of property rights.

ONE SWALLOW DOES NOT MAKE A SUMMER

Argentina’s economic crisis has led to the search, typical of such
spectacular cases, for the supposed lessons of its experience. Among the
conclusions that some writers have drawn are that “neoliberal” reforms
were disastrous (DelLong 2002a), that allowing extensive foreign
participation in the banking system was inadvisable (Stiglitz 2002a), and that
currency boards and fixed exchange rates are very risky (Daseking and
others 2004, 43-4; Edwards 2002e, 241). Forget for a moment that
Argentina grew fastest when it undertook free-market policies most
vigorously, in the early 1990s; that when banks in Argentina were almost all
locally owned, the country suffered one of the most expensive banking
crises on record, costing an estimated 55 percent of GDP from 1980-82;
that the convertibility system was not a currency board; and that the
exchange rate was not a fixed rate (in the sense Milton Friedman, Robert
Mundell, and some other economists quoted in Appendix 2 use the term, to
mean a rigid rate lacking sterilized intervention). The broader point is that
where a large body of relevant experience exists, generalizing from a single
case is supremely unscientific.

In the period 1999-2001, when analysis placing Argentina’s crisis
within a wider historical, political, or cross-country context could have done
the most good, only two U.S. economists provided it. One was Manuel
Pastor, Jr.: with Carol Wise, a specialist in international relations, he wrote a
long article that discussed the roots of Argentina’s political and economic
deadlock (Pastor and Wise 2001b). The other was Steve Hanke, who
provided a running commentary on events in a series of articles in the U.S.
and Argentine press. Since the start of 2002 there have been many analyses
that have brought historical and political insights to bear on analysis of the
crisis, but they were too late to be of use in preventing the crisis. (One of
my own efforts [Schuler 2003] falls into this category.)
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CONCLUSIONS

Economics 1is often derided as mere armchair analysis. Today,
though, armchair analysis need not mean uninformed commentary.
Through the Internet, researchers can gain instant access to official
statistics, read local newspapers, and correspond easily with local contacts.
The gap between the knowledge available to somebody on the scene and
somebody thousands of miles away has greatly diminished. By 2001,
extensive official information on Argentina was available for free.
Argentina’s central bank had on its Web site the texts of the Convertibility
Law, the law of the central bank, recent balance sheets, annual reports
stretching back a few years, and monetary statistics back to 1989. Most of
that material was available in English translation as well as in Spanish. The
texts of laws and decrees relevant to the convertibility system were available
in Spanish on the Web site of Infoleg, a service of the Ministry of
Economy. INDEC, Argentina’s national statistical agency, had extensive
statistics on its site, though at the time only in Spanish. The IMF also made
available considerable information. Its country reports were available for
free on its Web site. The published volumes and database of the IME’s
International Financial Statistics were available only by subscription, but could
be found in many university libraries.

Almost no U.S. economists showed signs of having researched the
relevant legal and statistical information in depth. Jan Kregel (2003, 21 n27)
and Steve Hanke and I (for instance, Hanke and Schuler 1999b, 3) were
apparently the only economists who cited any Argentine law or decree by
number. A handful of economists, including Michael Mussa (2002d, 46-47),
examined data from the central bank, though apparently not the whole
range available. A somewhat larger group, including Mark Weisbrot and
Dean Baker (2002a) and Werner Baer, Pedro Elosegui, and Andrés Gallo
(2001), used data from the national statistical agency and other parts of the
Ministry of Economy. Many economists seem to have looked at International
Financial Statistics, but several made statements that revealed they had
consulted no statistics.

Mistakes can arise from many sources: reliance on inaccurate data,
our incomplete understanding of complex situations, even something as
elementary as errors of transcription. In my own writings I have at times
committed each of these kinds of error, so I do not criticize my fellow
economists simply for having made mistakes. My criticism is that as a
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group, economists were slaves to assumptions that they failed to check
against readily available facts. Scattered individual errors would have been
regrettable, but unimportant. The problem was systemic: economists failed
to exercise the individual diligence and mutual scrutiny that is supposed to
prevent elementary errors from becoming conventional wisdom. The
“experts” assumed that the consensus of opinion was correct and did not
bother to spend a few minutes checking the sources that would have
confirmed or rejected it.20

Failure to check the facts resulted in egregious errors by many of the
most prominent economists in the United States. I have already mentioned
some choice examples, but the prize goes to Maurice Obstfeld (2000, 21).
In the quarterly review of the National Bureau of Economic Research, he
wrote, “Argentina, in the wake of hyperinflation in 1991, wrote into its
constitution a currency board system under which all base money is backed
by foreign reserves and domestic pesos are convertible into dollars at a 1:1
rate.” Obstfeld packed three major errors into one sentence: the
convertibility system was part of statutory law, rather than being written
into Argentina’s constitution; the system was not a currency board by the
definition Obstfeld himself has offered in various editions of his textbook
with Paul Krugman (for instance, Krugman and Obstfeld 2003, 695); and
all base money was not necessarily backed by foreign reserves.

Too often, economists also failed to define the terms they were using.
They proceeded as if it were obvious what was meant by a currency board,
or an overvalued exchange rate, or uncompetitive exports. Even where they
did offer definitions, in many cases the definitions were bad or cursory. Few
discussions went below the surface to explore, for example, whether
different measures of overvaluation yielded different results, and what the
differences might imply about Argentina’s situation.

The Argentine episode, though but a few years old, has already
passed from current events into mythology, skipping the intermediate stage,
history. The bald one- or two-page summaries of Argentina’s experience
found in textbooks bid fair to make immortal the errors of analysis we have
reviewed. Argentines paid a high price for following the consensus of U.S.
and other economists: deepening depression; unemployment among nearly
a quarter of its working population; and poverty among more than half its
people. Let us hope that the next time scores of economists offer advice to
a country in trouble, they will first seek a solid body of facts instead of
basing their analysis mainly on unfounded assumptions.

20 Zarazaga (2003) also explores flaws of the consensus view.
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Appendix 1:

Link to full references.

Appendix 2:
Link to detailed quotations.

Appendix 3:
Link to spreadsheet of central bank balance sheet data.
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