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Box 7. Factors Contributing to the 1998 Downturn 

 
Various factors gave rise to the sharp downturn in Argentina that began in mid-1998, including a cyclical 
correction following rapid growth in 1996 and 1997, a sharp downward adjustment in purchases of durables, an 
increase in political uncertainty, and dipping consumer confidence. Annex I indicates that various measures of 
potential output yield an excess demand gap of about 3 percent of GDP in 1998. Moreover, while automobile 
consumption rose rapidly in 1993 and 1994, and again in 1996 and 1997, in response to the stable inflationary 
environment, a sharp downward adjustment took place in 1999 and 2000, associated with the fact that 
purchasers of automobiles had by then upgraded their stock. The sharp decline in durables consumption had a 
noticeable effect on total private consumption. 
 
One of the trigger for the growth slowdown was the increase in political uncertainty associated with President 
Menem’s desire to remain in power for an unprecedented third term. In recent years, a number of researchers 
have considered the relationship between political instability and growth arguing that political instability 
increases uncertainty and thereby, has negative effects on productive economic decisions such as investment and 
saving, and ultimately on growth (Alesina et al. 1996, Alesina and Perotti 1995). To quantify such an impact, the 
Ghosh-Phillips (1998) growth model was re-estimated with the addition of a variable incorporating the number 
of government crises in each country based on Burns’ dataset.  Argentina has had many political crises over the 
past 30 years, and including separate political crisis coefficients for Argentina and for the rest of the world 
yields significant differences. Indeed, the  estimates reveal that a political crisis would lower per capita growth 
by 2 percentage points in Argentina compared with only ¾ percentage point in the rest of the world. Of course, 
these calibrations make no allowance for the severity of different political crises, and to the extent that the 1998 
crisis was comparatively mild, its isolated impact on GDP growth would be smaller. 
 
Another trigger for the slowdown was the effect of the Russian default on emerging market bond prices which 
affected not only private investment in Argentina, through higher financing costs, but also consumption, in the 
context of a close relationship between consumer confidence and the sovereign debt spread (see Figure). 
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Figure 9. Argentina: Contributions to Output Growth, 1998-2001

Sources: Authorities, Fund staff estimates.
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estimated 3 percentage points above its full employment level in early 1998. A related 
cyclical factor was the unwinding of adjustments in the stock of durables.  

38.      The proximate trigger for the downturn was financial contagion from the Russian 
crisis in August 1998. Beginning in the fourth quarter of 1998, private debt-creating capital 
inflows, which had averaged more than 2 percent of GDP in 1996-97, turned negative 
(Figure 10).26 At the same time, spreads on Argentine sovereign bonds rose from about 500 
basis points in July to 750 basis points in December. This had repercussions for domestic 
interest rates. Between the first half of 1998 and early 1999, prime lending rates on both 
U.S. dollar- and peso-denominated loans rose by 2-3 percentage points (to 10 percent and 
12 percent respectively), implying an increase in real interest rates by some 5 percentage 
points to 13 percent (11 percent on dollar loans). The currency board arrangement, however, 
muted the impact of the external shock on the domestic economy. Argentina’s spreads rose 
by less than half of the average increase in emerging market bond spreads (EMBI), and the 
increase in real domestic lending rates was significantly lower than in Mexico, for example, 
though comparable with that in Chile.27  

39.      Heightened political uncertainty was an important additional factor that contributed to 
puncturing consumer confidence and dampening private sector spending. Historically, 
political crises in Argentina have had a significant impact on economic growth.28 Although 
President Menem’s ascendancy to power in 1989 brought some political stability, the 
situation became more uncertain in the course of 1998 with his attempts to remain in power 
for an unprecedented third term, despite an explicit constitutional prohibition and public 
opinion polls indicating widespread opposition. The success of the Alianza party—an 
electoral coalition between the two main opposition parties—in the congressional elections 
of 1997 (winning 46 percent of the vote compared to the Peronists’ 36 percent) was a threat 
to the ruling party. Indeed, the opposition’s success was a key factor in Menem’s decision to 
rule himself out of the race for the Peronist leadership in July 1998, when it became clear that 
his re-election proposal risked splitting the party. This contributed to a further weakening of 
the government’s command of the country’s political and economic affairs.  

                                                 
26Total capital inflows remained positive, albeit declining, until 2001. This mainly reflects 
large foreign direct investment projects that were already in the pipeline.  

27 Lending rates in Mexico increased from 22 to 35 percent (12 percentage points in real 
terms) while Chile’s rates rose from 17 percent to 24 percent (5 percentage points in real 
terms). 

28 Also, according to data collected by Burns on political crises across the world, Argentina 
averaged a major government crisis each year over the 1970-90 period compared to a world-
wide average of one crisis every 5 years.  
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Sources: IMF, Balance of Payment Statistics, International Financial Statistics ;  JP Morgan; Fund staff 
estimates.
1/ On 30 day loans to prime customers.
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40.      The adverse consequences of political uncertainty and financial contagion were 
compounded by a series of external shocks. These included the decline in demand for 
Argentina’s exports associated with Brazil’s 1998-99 crisis; the effect on competitiveness of 
the depreciation of the real; and a 6 percent terms-of-trade deterioration—stemming, in part, 
from a sharp decline in world prices for Argentina’s commodity exports. As a result, 
Argentina’s export earnings fell by 10 percent in the second half of 1998 (relative to the first 
half), while growth in volume terms was reduced to less than 2 percent from 15 percent 
in 1997.  

41.      While the direct impact on output growth of the slowdown of exports was limited by 
the low share of exports in the economy, the combination of shocks heightened concerns 
about the resilience of the Argentine economy in general. With exports comprising only one-
tenth of the economy, their weakening had little direct effect on real GDP growth. 
Nevertheless, to the extent that the external shocks contributed to rising real interest rates and 
a weakening in confidence, they played an important role in the sharp contraction in domestic 
demand. More specifically, the external shocks and subsequent real effective appreciation of 
the peso following the devaluation of the real in early 1999 (over 14 percent in real terms, 
both CPI and ULC based) threw into sharper relief the precariousness of the public sector and 
external indebtedness, and the trap the economy had fallen into. As long as the nominal 
exchange rate remained strong in effective terms (reflecting both the peg to an appreciating 
U.S. dollar and the depreciation of the Brazilian real), restoring competitiveness would 
require price deflation. This, of course, would weaken economic activity to the extent that 
nominal wages and prices in the economy were downward inflexible (Box 8). Moreover, as 
elaborated in the following section, a real depreciation, whether through an exchange rate 
adjustment or price deflation, would have likely worsened the debt ratios. Such concerns 
were one factor behind the persistence of the increase in spreads on Argentine bonds, even as 
spreads to other emerging market countries in the region began to decline in mid-1999. In 
turn, these wider spreads and higher interest rates contributed to the continuing economic 
malaise.  

B.   Deepening Depression and Policy Dilemma—1999–2000 
 
42.      Once the economy entered depression, it seemed unable to escape. Output shrank by 
3½ percent in 1999 and by a further 1 percent in 2000, with deflationary pressures leading 
consumer prices to fall by some 1 to 2 percent both in 1999 and in 2000. Reflecting labor 
market rigidities, real wages rose by 2½ percent in 1999 despite the economic downturn and 
by a further 2 percent in 2000. Unemployment increased from 12½ percent in the second half 
of 1998 (its lowest level since the Tequila crisis) to 14½ percent in the first half of 1999, and 
15 percent by 2000. At the same time, the public sector deficit rose to more than 4 percent of 
GDP in 1999, and 3½ percent in 2000, while the public debt ratio increased by 10 percentage  
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Box 8: Deflation and Depression 

 
As discussed in the text, it is difficult to pinpoint the precise mechanisms through which the currency board may 
have contributed to the recession—the behavior of real interest rates or monetary aggregates, for instance, seems 
to provide only a peripheral explanation. Nevertheless, the fixed exchange rate regime implied that corrections 
to the real exchange rate could only take place through price deflation. One hypothesis, therefore, is that since a 
little inflation may help “grease the wheels” of the economy, the deflation itself contributed to weakness in 
economic activity. Consistent with this, Ghosh and Phillips (1998) find that, while high inflation is associated 
with poor growth performance, at very low inflation rates, increases in the rate are associated with higher output 
growth. They estimate a “kink” at around 2½ percent per year. An alternative formulation puts the kink at 
negative inflation rates. Using an annual cross-country panel dataset, these two models are estimated 
 

Constant 0.006 1.38 0.006 1.36
Pegged 0.002 0.60 0.002 0.56
Intermediate 0.007 2.66 *** 0.007 2.68 ***

Investment ratio 0.033 1.50 0.034 1.53
Openness ratio 0.010 3.38 *** 0.010 3.39 ***

Terms of trade 0.031 2.36 ** 0.031 2.34 **

Years of schooling 0.002 3.55 *** 0.002 3.47 ***

Tax ratio -0.018 -1.77 * -0.020 -1.89 *

Budget balance 0.003 0.12 0.003 0.13
Initial income -0.028 -5.06 *** -0.028 -5.10 ***

Population growth -0.579 -5.29 *** -0.582 -5.33 ***

Population size 0.004 4.85 *** 0.004 4.85 ***

Inflation -0.053 -4.99 *** -0.053 -5.02 ***

Inflation (below 2.5 percent per year) 0.165 1.53
Inflation (below 0 percent per year) 0.706 2.55 **

Number of observations, R2 1763 0.19 1763 0.19

 
The standard growth determinants are generally of the expected signs. Intermediate exchange rate regimes are 
associated with higher growth, as is a higher investment ratio, greater trade openness, positive terms of trade 
shocks, a higher human capital stock (as measured by the average number of years of schooling), a lower 
average tax ratio, lower initial income (due to “convergence”), lower population growth, and larger economic 
size (as proxied by population). Higher inflation is associated with lower growth, but deflation is also associated 
with lower growth (model 2), with the deleterious effect stronger the higher the deflation rate. 
 
Since Argentina experienced deflation of (at most) 2 percent per year, these estimates suggest that due to the 
deflation, real GDP growth was between ½ and 1½ percent per year lower than it otherwise would have been. 
However, some caution is required in applying these estimates. Since the regression co-mingles all the effects 
that tight monetary policy might have, including for instance through high real interest rates, this effect should 
not be added to other effects. 
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points to more than 50 percent of GDP. However, in contrast to earlier years, when off-
budget expenditures had played a major role, the debt dynamics were now mainly driven by 
an adverse differential between interest rates and growth.  

43.      The government’s initial attempts at curbing its growing deficit were at best timid, 
and the fiscal policy stance became clearly contractionary only in 2000. Public expenditure 
grew by some 4¼ percent in real terms in 1999 and by more than 5 percent at the provincial 
level. Helped by a rise in the revenue ratio, the fiscal impulse was mildly contractionary, but 
due to the operation of automatic stabilizers the primary balance deteriorated by 
1¼ percentage points to a deficit of ¾ percent of GDP. Along with rising interest payments, 
the overall deficit doubled to more than 4 percent of GDP—a slippage of 2½ percentage 
points relative to the program target (Table 4). In light of the fiscal deterioration in 1999, 
the 2000 Fund-supported program sought to reduce the overall public sector deficit to 
2¼ percent of GDP (and 1½ percent of GDP in 2001). However, despite a sizeable structural 
tightening of 2 percentage points of GDP, in line with the program target, the deficit fell by 
merely ½ percentage point of GDP, and the government’s gross financing needs rose to 
US$26 billion, or more than 9 percent of GDP.29  

44.      Against this background, the government faced a harsh policy dilemma, as the 
buildup of debt in the earlier years had eliminated any room for stimulating the economy 
through fiscal expansion. From a cyclical perspective, fiscal and monetary expansion would 
clearly have been appropriate, but the former would have been associated with a larger fiscal 
financing requirement that would have driven up interest rates even further, while the latter  

                                                 
29 The calibrated fiscal impulse (i.e., the structural fiscal adjustment), while sensitive to 
uncertain potential output growth assumptions, provides a more appropriate assessment of 
policies than developments in the actual balance which were dominated by the economic 
downturn. The impulse estimates in Table 4 are based on potential output growth of about 
2½ percent (see Appendix I) and would be some ¼ percentage point higher (i.e., a smaller 
withdrawal) or lower, respectively, for every 1 percentage point reduction or increase in 
assumed potential output growth.  
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Public Real GDP Implied
Federal Provincial Total Federal Provincial Total Debt Growth Impulse Impulse 2/

(in percent)

1999
Second Review (Feb. 1999) 1/ -1.0 -0.5 -1.5 1.5 -0.1 1.4 43.0 2.5 -0.8 -2.6
Third Review EFF (May 1999) 1/ -1.8 -0.6 -2.4 1.1 -0.2 0.9 46.1 -1.5 -1.3 -1.8
Actual -2.5 -1.6 -4.1 0.4 -1.1 -0.7 47.6 -3.4 -0.2 -0.2

2000
Original program (Feb. 2000) -1.6 -0.7 -2.3 1.6 -0.2 1.3 47.7 3.4 -1.8 -3.2
First Review (Sept. 2000) -1.9 -1.0 -2.9 1.4 -0.4 1.0 49.4 0.9 -2.0 -2.6
Actual -2.5 -1.2 -3.6 0.9 -0.5 0.4 50.9 -0.8 -1.9 -1.9

2001
Orig prog (Feb 2000) -0.9 -0.5 -1.4 ... ... 2.7 47.3 3.7 -1.1 3/ -3.4
First Rev (Sept 2000) -1.4 -0.6 -2.0 ... ... 2.4 49.6 3.7 -1.1 3/ -3.4
Second Rev (Jan 2001) -2.2 -0.9 -3.1 1.7 -0.1 1.5 52.5 2.5 -1.1 -3.0
Third Rev (May 2001) -2.2 -0.9 -3.2 1.7 -0.1 1.6 53.4 2.0 -1.3 -3.0
Fourth Review (August 2001) -2.4 -1.0 -3.3 1.6 0.0 1.5 56.9 -1.4 -2.0 -2.8
Actual -4.4 -1.9 -6.3 0.1 -1.5 -1.4 62.2 -4.5 0.1 0.1

1/ Figures in percent of GDP deviate from those in staff reports due to a subsequent revisions in GDP data.
2/ Impulse that would have resulted if the program balance had been achieved (through expenditure adjustments) with the actual growth outcome.
3/ As a breakdown between revenue and expenditure is not available, the impulse is estimated by assuming that the revenue ratio in 2001 is the same as the projected ratio for 2000. 

Fiscal Balance Primary Fiscal Balance

Table 4. Argentina: Programmed and Actual Fiscal Balances and Impulses, 1999-2001
(In percent of GDP, unless otherwise indicated)

 

 

 



 - 46 - 

 

was limited by the currency board arrangement.30 Indeed, even without such a rise in interest 
rates, and the optimistic assumption of a large fiscal multiplier effect on output, a wider 
deficit would almost surely have increased not just the overall level of public debt but also its 
ratio to GDP (Box 9). In the event, Fund-supported programs in 1999-2001 targeted primary 
surpluses in the range of 1–2¾ percent of GDP, though actual outcomes fell far short of these 
targets. The result was perhaps the worst of both worlds: fiscal policy failed to provide a 
decisive positive impulse to the economy, while confidence was probably undermined by the 
continual slippages of fiscal targets resulting in rising public sector indebtedness and higher 
interest rate premiums.  

45.      A key aspect underlying the fiscal underperformance was the disappointing outturn of 
both real GDP growth and inflation relative to projections. Both program projections and 
consensus forecasts in 1999-2001 repeatedly assumed that growth would recover and that 
there would be some positive inflation (Figure 11). Had it been known that growth and 
inflation were going to be lower, the need for fiscal adjustment might have been clearer since 
the projected debt ratio (given the lower nominal GDP) would have been correspondingly 
higher. Conversely, to the extent that a prolonged recession was projected, there would have 
been more calls for providing a fiscal stimulus to boost activity. Thus, whether more accurate 
projections would have resulted in a very different policy stance is debatable. That said, the 
continued fiscal underperformance probably undermined confidence in the authorities’ ability 
to deliver on agreed targets.31 The error in projecting positive inflation may have been of 
even greater consequence given that, under the program, nominal wages were supposed to 
adjust downward to restore external competitiveness. Inasmuch as positive inflation was 
projected for 2000 and 2001 by both Fund staff and private forecasters, workers were likely 
to hold similar expectations, making them less willing to accept lower nominal wages.  

                                                 
30 In fact, the design of the Argentine exchange rate regime allowed for greater leeway in 
altering monetary policy than would have been possible under a “pure” currency board 
arrangement (where changes in base money can only occur through movements of the central 
bank’s foreign exchange reserves). In Argentina, the central bank (BCRA) could engage in 
currency and bond swap operations as well as repos and reverse repos with banks. In 
addition, a discounting facility, whereby the BCRA rediscounted securities and commercial 
paper from banks at interest rates above the repo rate, served as a limited LOLR function. 
Reflecting the leeway under Argentina’s currency board arrangement, the correlation (over 
the period 1993:1 – 2001:4) between net foreign assets of the central bank and reserve money 
was only 0.08 and the correlation between the changes in these variables was only 0.45 
(instead of unity). 

31 This may be contrasted to the experience in East Asia, where sustainability of the public 
finances was much less of a concern, and where fiscal targets were rapidly loosened as it 
became clear that activity was going to be much weaker than originally projected. See Lane et 
al. (1999).  
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Box 9: Could Expansionary Fiscal Policy Have Stabilized the Debt Dynamics? 

Some commentators have claimed that fiscal tightening, by further weakening activity, exacerbated Argentina’s debt 
dynamics, hastening the onset of the crisis.1 To assess this claim, it is useful to consider under what circumstances a widening 
of the deficit could reduce the debt ratio. Starting from the standard expression for debt dynamics:  

( )d r g d p
•

= − +  

where d is the debt-to-GDP ratio, r is the real interest rate, g is the real growth rate of the economy, and p is the primary 
deficit, a larger primary deficit reduces the debt-to-GDP ratio if: 

( ) / 0 ( ) 1 0p pd p r g d
•

∂ ∂ < ⇒ − + < . 

A key parameter is the response of interest rates to the wider deficit. Assuming that there is no response, the above 
condition reduces to: (1/ )pg d> . That is, the response of output growth to a larger primary deficit must be greater 
than the reciprocal of the debt ratio; at end-1999, the latter was 1/0.47 = 2.12. 

The most generous framework to the case for a fiscal expansion is a Keynesian model in which output is fully demand-
determined. While such a framework does not lend itself easily to addressing output growth, by evaluating the policy 
around an initial growth rate of zero (a reasonable assumption for this exercise), it is possible to interpret the increase in 
output from the boost to aggregate demand as the change in the growth rate.  

Under a Keynesian model, the output response to an increase in government spending is given by 
1

1
dy dg
y c m y
=

− +
 

where c is the marginal propensity to consume and m is the marginal propensity to import.2 Point estimates for the 
marginal propensities to consume and import (estimated over the period 1991-2001) are 0.657 and 0.187 respectively, 

yielding 
1 1 1.88

1 1 0.657 0.187c m
= =

− + − +
— shy of the critical value of 2.12.  

In other words, even in the most favorable circumstances, a fiscal expansion would not have helped stabilize the debt 
ratio. Moreover, to the extent that the recession was not purely an aggregate demand shock, but also reflected slower 
growth of potential output, the response to the fiscal expansion would have been smaller.  
 
The above calculation is also predicated on the larger fiscal deficit not triggering a rise in interest rates. Although 
effective interest rates on government debt rose steadily from 6.3 percent per year in 1997 when the public sector deficit 
was 2 percent of GDP to 9.0 percent per year by 2001 when the public sector deficit reached almost 7 pecent of GDP, it 
is difficult to distinguish the impact on interest rates of the widening deficit from the effects on confidence of the general 
deterioration of macroeconomic conditions. In particular, it is at least theoretically possible that the announcement of a 
wider deficit—by presaging a stimulus to economic activity—would boost confidence so much that interest rates would 
fall. Conversely, the wider deficit might erode confidence further, implying higher interest rates. While the evidence is 
equivocal, an “event study” analysis suggests that Argentina’s spreads relative to benchmark U.S. bonds increased in 
response to news of wider fiscal deficits (see Figure), although the pattern of Argentina’s spreads relative to the 
emerging bond index (EMBI) is more supportive of the opposite conclusion (arguably, however, the latter spread is of 
less relevance for the evolution of Argentina’s debt dynamics).  
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As is readily verified, to the extent that the wider deficit elicits higher interest rates, 0pr > , the condition for an 
expansionary fiscal policy to stabilize the debt ratio becomes more difficult to satisfy.  
________________________ 
1/ See Stiglitz (2002). 
2/ If there are income taxes, the multiplier is smaller: 1/ (1 (1 ) )dy dg c mτ −= − − + . 
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Figure 11. Evolution of Forecasts for Real GDP Growth and Consumer Price Inflation:
Program Projections and Consensus Forecasts, 1998-2001

(in percent per year)

Sources: IMF, World Economic Outlook ; Consensus Forecast; and Fund staff estimates.
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46.      Other than the fiscal stance, the key decision facing the authorities was whether to 
abandon the currency board and adopt an alternative monetary and exchange rate regime. 
Clearly, the authorities’ ability to address the crisis would have been greater in the absence of 
a currency board i.e., if it had taken the opportunity to exit in non-crises times earlier in the 
decade. Moreover, given that the currency board was ultimately abandoned, it is not clear that 
there was any benefit from delaying the exit. But by the time the recession was underway 
changing the currency regime would, by itself, have given little relief from the crushing debt 
dynamics; on the contrary, it would have immediately worsened the situation given the 
foreign-currency exposures of public and private balance sheets.  

47.      Abandoning the currency board in 1999/2000 would have provided little relief on 
financing costs, and would have been unlikely to rescue the economy from the slump. A 
convenient way of characterizing the monetary policy stance as constrained by the currency 
board is through the use of a monetary conditions index which is a weighted average of real 
exchange rate and real interest rate movements relative to a base period when the economy is 
in internal equilibrium at full employment (Box 10). The first panel in this box presents this 
index for Argentina and shows that it has a close relationship with the output gap. Indeed, the 
fit is remarkably strong and swift so that sudden movements in the monetary policy stance are 
rapidly mirrored in output movements. The procylical tightening of monetary conditions 
during the recession is illustrated by the substantial rise in the MCI beginning in 1998, with 
an even sharper rise during 2001. The second panel qualifies this result, comparing MCI 
indices for Argentina, Chile, and Mexico; here, it is noteworthy that in Mexico, with a 
flexible exchange rate, monetary conditions also tightened from 1998 through end-2000, 
although they did not mirror Argentina’s sharp tightening during 2001; this suggests that the 
tightening Argentina experienced during the recession was not solely a reflection of the 
currency board but also, in part, of the broader environment facing emerging markets. 
Moreover, it is unclear to what extent Argentina could have engineered substantial easing in 
its monetary stance in 1999-2000, even if it had abandoned the currency board. Already at 
this stage, an orderly exit from the currency board would have been very difficult to achieve, 
and would have required, at a minimum, significantly higher interest rates to curb capital 
outflows, suggesting little chance for monetary easing.  

48.      The stance of monetary policy during this period can also be viewed in relation to the 
behavior of money and credit aggregates: the growth of both broad money and credit to the 
economy in real terms decelerated substantially in 1998-2000, with real credit expansion 
becoming negative from mid-1999 through 2001 (Figure 12). Estimates suggest that this 
credit contraction was not a classic “credit crunch”, but reflected in large part the negative 
effects on credit demand of the rising cost of funds and the shrinking economy (Box 11).  
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Box 10. Monetary Conditions Indices for Argentina, Chile, and Mexico 
 
A number of central banks have derived monetary conditions indices (MCI) to help represent the stance of 
monetary policy. The basic premise of the MCI is that it captures the effects of changes in monetary policy on 
real output through the real interest rate and real exchange rate channels. The concept was initially developed at 
the Bank of Canada with weights of 3:1 attached to the real interest rate (lending rate) and the real exchange rate 
(CPI based), corresponding to the relative impact of these variables on the Canadian economy.1/  The relative 
weights approximate the ratio of exports and imports to output, measured in real terms. Since Argentina is 
considerably more closed to trade than Canada, a ratio of 9:1 was chosen as the relative weights for the 
Argentine MCI, broadly corresponding to its export ratio at 10 percent of GDP; for Chile and Mexico, relative 
weights of 2.5:1 were chosen, corresponding to export ratios for these two countries of about 30 percent of 
GDP. To smooth out movements in the real lending rate, a four-quarter moving average was used.  
 
The MCI is presented relative to a baseline value when the monetary policy stance is neutral, defined as a point 
at which the economy is operating at its full potential. Since the Tequila crisis in 1995 created considerable 
disruption to these economies, it seems appropriate to consider a more recent period as the reference point. A 
standard HP filter revealed that each economy was operating at its full employment level in the first two quarters 
of 1997 and therefore this date was chosen as the reference point. This definition of a neutral policy stance is not 
without caveats, since a zero output gap does not necessarily imply that the real interest rate and the real 
exchange rate are at their long-term equilibrium levels. Moreover, to the extent that equilibrium rates change, 
movements in the MCI do not always correspond to shifts in the policy stance. 
 
With the above caveats in mind, Panel 1 shows the close relationship between the MCI and the output gap in 
Argentina, with the tightening of the monetary policy stance in early 1995 associated with a sharp output decline 
later in the year. Similarly, the easing of monetary conditions over the period 1996-98 was associated with a 
booming economy which got reversed in late 1998. Of course, it could be argued that the close relationship 
between the MCI and growth highlights the cost for Argentina of not being in control of monetary policy over 
this period 
 
Panel 2 shows a comparison of the monetary condition indices for Argentina, Chile and Mexico, all presented 
relative to the common baseline. The chart shows that monetary conditions in Mexico were  tight in late 1994, 
immediately prior to the devaluation, and that monetary conditions were similarly tight in Argentina in 1995 
following the Tequila crisis. However, by early 1997, monetary conditions were comparable in the three 
countries (by assumption), and these conditions did not diverge until early 1999 when monetary conditions in 
Argentina tightened considerably relative to Mexico, and especially Chile. By early 2000 the MCI in Mexico 
had risen to Argentina’s level and it was not until early 2002, that Argentina diverged again significantly. 
 
While it could be argued that Argentina should have adopted a floating exchange rate between 1996 and early 
1998, it is clear that by late 1998 it was too late. Since monetary conditions in Mexico were comparable to those 
in Argentina by this time, it is unlikely that Argentina would have been able to adopt a looser monetary policy 
stance with a floating exchange rate. Indeed, based on history, it is likely that Argentina would have needed to 
keep interest rates high to avoid hyperinflation, although this is not what happened when the currency eventually 
floated.  
__________________________________ 
1/ See Duguay (1994). 
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 Argentina: MCI

Sources: IFS and staff estimates.
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Figure 12. Argentina: Monetary Aggregates, 1997-2001

Source: Cental Bank of Argentina; and Fund staff estimates.
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Box 11: Was There a Credit Crunch? 
A key question in assessing the various explanations for the economic downturn is whether there was a “credit 
crunch,” perhaps because of the strictures on monetary easing implied by the currency board arrangement. To 
examine this possibility, a credit supply and credit demand function is estimated in a framework that allows 
explicitly for quantity rationing or disequilibrium in the credit markets. Credit supply is assumed to depend upon 
“lending capacity”—total banking system assets (excluding repos) less cash-in-vault, deposits at the central 
bank, and equity—and upon the real lending rate. Credit demand is assumed to depend upon real GDP and on 
the real interest rate (both variables are instrumented using their lagged value, to reduce problems of 
endogeneity). The model is estimated using quarterly data over the period 1993-2001. The estimated parameters 
are of the expected signs and are generally statistically significant. 

Parameter Estimate t-statistic P-value

Demand function
Constant -0.6052 -0.11 [.913]
Real lending rate -0.0125 -2.64 [.008]
Real GDP 0.9765 1.97 [.049]

Supply function
Constant 9.6689 39.20 [.000]
Real lending capacity 0.0057 3.07 [.002]
Real lending rate 0.0006 0.03 [.975]

σ2 0.0554 1.72 [.086]
σ1 0.0541 2.51 [.012]

Number of obs 33
Log likelihood 52.6
Schwarz B.I.C. -38.6

Demand and Supply of Credit to Private Sector

 
 
The top panel of the figure below shows the estimated supply, demand, and actual credit to the private sector (in 
billions of 1993 pesos). The overall fit of the model may be gauged by how closely the minimum of supply and 
demand (at any instant) tracks the actual level of credit; the model seems to perform better in the second half of 
the sample. 
 
Although actual credit falls precipitously beginning in early 1999, the model suggests that this mostly reflects 
falling credit demand rather than a contraction of credit supply—as such, there is little evidence of a quantity-
rationing credit crunch. Indeed, as depicted in the lower panel, there seems to be excess supply of credit as the 
economy contracted. 
 
In part, however, credit demand was being choked off by rising real interest rates. The “counterfactual” excess 
credit demand line therefore shows how much excess demand there would have been had real lending interest 
rates remained at their 1994 level during the Tequila crisis, and at their 1998H1 level during the period 1998H2-
2001. Even in this counterfactual simulation, there is little evidence of excess demand for credit, belying the 
hypothesis that a “credit crunch” caused the recession.  
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Argentina: Credit to Private Sector

Source: Central Bank of Argentina; and Staff estimates
1/ Counterfactual is the excess demand that would have prevailed if, during 1995, the real lending  
interest rate had remained at its average 1994 level, and during 1998H2-2001, the real lending rate h
remained at its average 1998H1 level. 
q:\data\pr\argrev03\argmle5-out.xls
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49.      If the currency board did not exist, a nominal depreciation of the exchange rate could 
have helped offset the earlier shock to exports without the need for painful deflation. But a 
very substantial real depreciation would have been required to have an appreciable impact on 
growth in the short term due to low price responsiveness of exports (explained by the 
predominance of primary commodities) and the low share of external trade in the economy 
(Box 12). On the basis of the model developed in the box, a 60 percent depreciation (broadly 
in line with the actual fall in Argentina’s real effective exchange rate that occurred in 2002) 
would raise export volumes by a mere 5 percent in the short run, translating into a 
½ percentage point contribution to real GDP growth. In reality, the growth of real exports of 
goods and services was close to zero in 2002 (on a national accounts basis), but has picked up 
since. In addition, as demonstrated by the events of 2002, a substantial depreciation would 
have boosted the peso value of Argentina’s large foreign-currency liabilities. Even though the 
banking system itself held a long position in U.S. dollars, there would have been an adverse 
effect on banks through the increase in non-performing loans, as borrowers with peso-
denominated income streams would have started to default on dollar-denominated loans.32 
Together, these effects meant that any significant devaluation would have caused severe 
economic disruption.  

50.      A move to full dollarization would have not solved the dilemma either. The 
advantage of full dollarization over a currency board arrangement is that it implies an even 
stronger commitment to the exchange rate peg, since it is more difficult to reverse. This 
stronger commitment would generally be reflected in a lower exchange rate risk premium on 
interest rates. However, in Argentina, not much would have been gained from this credibility 
effect, as serious doubts about the currency board’s sustainability did not surface until 2001. 
Although the spread between on-shore dollar and peso interest rates occasionally reached as 
much as 3 percentage points, on average it was no more than 1½-2 percentage points prior 
to 2001—or about ½ percentage point greater than the average during 1996–97. More 
fundamentally though, no exchange rate regime could have alleviated the pressure on the 
government to restore debt sustainability. To the extent that dollarization would have simply 
perpetuated the existing inconsistencies, it would have been very unlikely to restore the 
confidence of either Argentine consumers and firms or foreign investors.  

C.   Summary 
 
51.      With the economy operating above potential in the first half of 1998, the initial 
downturn occurred as consumer confidence was sapped by external financial shocks and  

                                                 
32 For instance, it was estimated that a 50 percent devaluation would make half of all loans 
non-performing.  
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Box 12. Empirical Estimates of the Effects of a Depreciation 
 

Although the real exchange rate and the terms of trade had diverged sharply at the beginning of 1999, by mid-2000, 
the real exchange rate had stabilized and the terms of trade had improved. In volume terms, merchandise exports rose 
14 percent between 1998 and 2000, and in value terms, despite the terms of trade deterioration, the average level of 
exports in 2000 was roughly the same as it had been in 1998. Many commentators have argued that Argentina should 
have devalued its currency and allowed it to float at this time to protect it against Brazil’s devaluation. However, 
given the structure of Argentina’s exports, in particular the large share of primary products, the price responsiveness 
of exports is low. Moreover, the small share of exports and imports in the economy implies that very substantial real 
depreciations would have been required to have an appreciable impact on growth.  
 
To determine the magnitude of exchange rate adjustment that would be needed to stabilize the external debt in 
relation to GDP, a quarterly trade model for Argentina was estimated. The model consists of separate equations for 
the exports of commodities and other products, but treats all imports as one aggregate commodity. Since Argentina is 
a price taker for commodities, it takes the world commodity price as given. The volume of commodity exports is 
associated with the import volume of Argentina’s trading partners and with the relative price of the world commodity 
price and foreign domestic deflators. The price of manufactured and services products is a weighted average of 
domestic unit labor costs and wholesale prices in Brazil (the main trading partner). The volume of manufactured 
goods is associated with the volume of Brazilian imports, and the price of Argentina’s manufactured exports relative 
to Brazil’s wholesale price index. Finally, import prices are associated with the world export price and import 
volumes are associated with domestic output and the relative price of imports versus that of domestic goods 
(measured by the GDP deflator). Since the volume and price terms are non-stationary variables, the analysis was 
conducted in first differences with a cointegrating relationship between the volume and price terms also included in 
the specifications. 
  
The estimates revealed that real exports of commodities has a unit elasticity with respect to the world import volume 
and that the price effect is insignificant implying that the demand for Argentine commodities does not react to price 
changes. Similarly, real exports of other goods and services has a long-run unit elasticity with respect to Brazilian 
import volumes but in this case the price effect is significant although the coefficient is significantly below unity 
signifying an inelastic demand for these products. The price of exports of goods and services (excluding 
commodities) is a weighted average of unit labor costs and the Brazilian Wholesale price index in US dollars with 
relative weights in the ratio of 1:3. The long-run elasticity of real imports with respect to domestic output is 2.76, 
considerably higher than the corresponding activity elasticity for exports. Finally, there is no identifiable price effect 
on the demand for imports.  
 
The change in the balance on goods and services was calculated based on a 20 percent depreciation and since 
Argentina is assumed to be a price taker for commodities, shocking the system by a depreciation of 20 percent has no 
effect on the world price of commodities. Moreover, since the world demand for commodities has not changed, 
revenues rise by a comparable amount. Taking advantage of the depreciation, exporters raise their domestic 
manufactures price by 6 percent, generating a 14 percent improvement in its relative price since competitor prices are 
now 20 percent higher. However, the demand for Argentine manufactures is price inelastic so that manufacturing 
revenues decline by 12 percent in foreign currency. On the imports side, foreign exporters lower their prices by 12 
percent to maintain competitiveness generating an 8 percent increase in the import price in domestic currency. The 
price elasticity of demand for imports is inelastic so that import volumes are only lowered by 3 percent and 
expenditures in foreign currency are lowered by 15 percent.  
 
Based on this model, a 60 percent depreciation (in line with the actual fall in Argentina’s real effective exchange rate 
in 2002) would have improved the balance on goods and services by about US$24 billion (8½ percent of 1999 GDP), 
with the positive impact waning over time as the import price rises to fully reflect the depreciation. This improvement 
would have been sufficient to cover about half of Argentina’s gross external financing needs, but would have resulted 
in a sharp increase in the debt-to-GDP ratio due to valuation effects. Indeed, the actual response in export volumes in 
2002 was more sluggish, with an improvement in the trade and services balance equivalent to only half of the model’s 
prediction, while the external debt ratio increased by about 80 percentage points of GDP.  
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domestic political uncertainties, compounded by tighter monetary conditions and trade-
related shocks; thereafter, the structural weaknesses came into play. The structure and low 
share of exports, arguably partly related to an appreciated real exchange rate, meant that the 
economy could not export its way out of recession; labor market rigidities limited the 
adjustment of real wages and contributed to a sharp increase in unemployment which further 
eroded consumer confidence; debt dynamics ruled out expansionary fiscal policy; and while 
the scope for monetary policy in a small and financially open emerging-market economy is 
limited, the currency board regime precluded even a modest monetary stimulus.  

52.      Thus, once the depression was under way, there was no easy way out, as the 
authorities had no policy instruments that could have enabled them to stimulate the economy 
without compromising debt sustainability. Exiting the currency board via dollarization would 
not have solved this dilemma, while a float—which could have helped, in principle, to 
jumpstart the economy through a large depreciation—would have had major adverse 
repercussions via domestic balance sheets (including the public sector’s large dollar-
denominated liabilities). A possible alternative approach, at this stage, would have been a 
pre-emptive sovereign debt restructuring, that would have provided both sufficient liquidity 
and net present value relief, combined with a strategy to limit the adverse repercussions on 
banks’ balance sheets. Taking this step could have also provided an opportunity to 
simultaneously exit from the currency board in favor of a more flexible arrangement that 
would have been more suitable for Argentina. However, at that stage, the authorities were 
understandably reluctant to adopt such a drastic approach, as a sovereign default was 
regarded as a last resort that should only be taken after all other policy options were 
exhausted. In these circumstances, the authorities hoped instead that an economic recovery 
would put a brake on the public debt dynamics as well as boosting investors’ confidence. 

IV.   THE CRISIS—2001 
 
53.      As the situation continued to deteriorate, the authorities sought more international 
financing linked to strengthened policies. In January 2001, the Fund approved an 
augmentation of financing on the basis of a revamped program, centered on fiscal adjustment 
and accelerated structural reforms.  The financing provided under Argentina’s SBA was 
boosted to an equivalent of US$14 billion, as part of a broader international support package 
of nearly $40 billion. About $3 billion of Fund support was made available immediately, and 
three additional tranches of about $1.3 billion were planned to be released during the 
remainder of 2001 in the context of subsequent reviews. The program sought to bolster the 
prospects for economic growth through gradual fiscal consolidation—an increase in the 
public sector primary surplus to 1½ percent of GDP from about ½ percent of GDP in 2000—
with an overall deficit of about 3 percent of GDP—and various structural measures. The 
consolidation plan was formulated against the backdrop of a new fiscal pact with the 
provinces and envisaged improvements in tax enforcement. On the structural side, the 
program aimed at promoting private investment and competition in domestic markets through 
(inter alia) elimination of tax disincentives, continued implementation of already approved 
labor market reforms, and deregulation of key sectors—but did not include structural 
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performance criteria or benchmarks to this effect. On the basis of these measures and the 
anticipated positive confidence effects, real GDP was assumed to grow by 2½ percent, and 
the public sector debt ratio was projected to increase only modestly to 52½ percent of GDP.  

54.      The attempts at strengthening the public finances failed, however, to break the cycle 
of rising interest rates, falling growth, and fiscal underperformance. Financial markets 
initially responded positively to the revised program, but already by mid-February, it became 
evident that the fiscal deficit was about to exceed the agreed ceiling for the first quarter. 
Moreover, following the resignation of the finance minister, his successor was forced out of 
office in less than two weeks as his planned budgetary cuts and reform measures failed to 
find the necessary political backing. Doubts about the sustainability of the public debt 
dynamics and the currency board arrangement resurfaced quickly, evidenced by rising 
spreads and sizeable deposit outflows.  

55.      Within the fixed exchange rate regime, the authorities undertook a number of 
measures aimed at improving competitiveness, with little effect other than to erode 
confidence and widen spreads further. The majority of these measures were adopted without 
prior consultation with the Fund. In particular, the government tried to engineer an increase in 
export competitiveness.33 In April 2001, a “convergence factor” for foreign trade in non-
energy goods was introduced under which exporters received a reimbursement, and importers 
paid a tax, equivalent to the difference between the exchange rate pegged to the U.S. dollar 
and that on a corresponding equally weighted euro-US$ basket.34 This was, in essence, a 
crypto-devaluation; such tinkering with the currency board arrangement further harmed 
confidence. The spread between peso- and U.S. dollar-denominated interest rates, which had 
started the year at less than 1 percentage point, increased to 9 percentage points in April. The 
spread increased further, to almost 16 percentage points, in mid-year, when the central bank 
charter was modified to allow greater room for liquidity injections, reducing the required 
currency-backing under the Convertibility Law.  

                                                 
33 In addition, several “competitiveness plans” were launched to increase profitability in the 
sectors most affected by the recession. These were estimated to cost ½ percent of GDP in 
revenues, but they proved largely ineffective, and complicated tax administration 
considerably. Most—though not all—were abandoned later in the year. 

34 The authorities also announced that the peso would be re-pegged to an equally-weighted 
basket of the dollar and the euro, once the euro had reached parity with the dollar (which, 
however, did not take place prior to the collapse of the currency board arrangement). Indeed, 
this strategy would have likely worsened competitiveness problems, to the extent that the 
peso would have been partially repegged from a currency on a depreciating trend (the 
U.S. dollar) to one on an appreciating trend (the euro). 
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56.      These various efforts were largely ineffective in stabilizing output, which fell at an 
annual rate of about 4 percent in each of the second and third quarters of 2001.35 As it 
became increasingly clear that Argentina would be unable to grow out of its debt problem, 
the authorities made further, unsuccessful attempts to stabilize the public debt dynamics, 
including through a debt swap. The debt swap was a voluntary, market-based debt exchange 
operation completed in June 2001. It bought some temporary breathing space, but at a high 
cost in terms of the public sector’s longer-term solvency. Against market expectations that 
some US$18-24 billion of face value of bonds would be swapped, the operation swapped 
US$29.5 billion—nearly the full amount of the offers received (US$32.8 billion). Although 
the swap reduced debt service obligations falling due in 2001-2005 by some US$12.6 billion, 
the implicit interest rate on the operation—the discount rate that equalizes the present value 
of pre- and post-swap debt-service payments—was more than 17 percent per year. This far 
exceeded the expected growth rate of the economy (a natural benchmark for assessing long-
term solvency) and contributed to concerns about the solvency of the public sector.36  

57.      As the government ran out of funding options, the currency board arrangement, with 
its stricture against money financing of the deficit, could only be maintained with a zero cash 
deficit—or indeed a surplus, as creditors became unwilling even to roll over maturing debt. A 
zero-deficit law was passed, aimed at regaining control of the public debt dynamics through 
across-the-board cuts in primary spending. But by the time the law was approved by 
Congress in end-July, spreads between peso- and U.S. dollar-denominated interest rates had 
reached 1,500-2,000 basis points, rendering the option of a zero deficit both increasingly 
unlikely and ineffective in maintaining the currency board. Indeed, the resumption, in July, of 
large-scale withdrawals of deposits from Argentine banks were perhaps the clearest sign of 
the system’s impending collapse absent any dramatic changes in economic policies or 
circumstances. In any event, delays in reaching agreement on a revised revenue-sharing 
arrangement with the provinces meant that the rule was never fully implemented. 

58.      At this stage, serious consideration should already have been given to an involuntary 
debt restructuring, with reduction in the present value of the debt, accompanied by an exit 
from the currency board arrangement. With GDP falling at an annual rate of 4 percent and 
spreads reaching 1,000 basis points, preventing a further rise in the debt ratio would have 
required an implausibly large primary surplus of about 8 percent of GDP. Thus, by this point, 
barring some extraordinarily favorable shock, the debt dynamics were clearly unsustainable 
and stronger consideration should have been given to a debt restructuring—involving short-
term liquidity relief as well as a significant reduction in the present value of public debt—

                                                 
35 Appendix II provides a list of the main policy measures undertaken in 2001-2002. 

36 In present value terms, using a discount rate of 5 percent per year (approximating the 
potential growth rate of nominal GDP), for instance, the operation entailed Argentina saving 
US$12.6 billion debt service obligations in 2001-05 at the cost of US$22.1 billion. 
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combined with a strategy to limit the repercussions of such a step for the banking system. 
While the public banks, which, by mid-2001, held around one-quarter of their assets in the 
form of government bonds, were especially vulnerable, it was estimated that a major haircut 
on the value of government debt would do substantial damage to the overall banking 
system’s capital, as well as creating serious liquidity problems, given banks’ reliance on 
government securities for meeting liquidity requirements.37  

59.      Faced with the choice of either “pulling the plug”, and implicitly forcing a radical 
redesign of policies, or further augmenting its financial support to Argentina in tandem with 
strengthened policies under the existing framework, the Fund decided in favor of the latter. 
Despite concerns about the lack of political support for the measures that would be needed to 
achieve the zero-deficit target, the Fund agreed in early September of 2001 to support the 
new program and to disburse $5 billion immediately (pledging another $3 billion in support 
of prospective debt restructuring). This disbursement, which was aimed at restoring market 
confidence, doubled the Fund’s existing exposure to Argentina (or nearly quadrupled it over a 
period of only nine months). The desired recovery of confidence, however, proved elusive—
with legislative elections in mid-October further weakening the government’s political 
support—and neither the planned fiscal improvement nor the envisaged rebound in economic 
activity materialized: GDP dropped by 4½ percent in 2001; the primary and overall fiscal 
positions ended up 3 percentage points of GDP weaker than anticipated (in September); and 
the debt-to-GDP ratio rose above 60 percent. 

60.      In November, the authorities made an additional effort to restructure the public debt, 
involving the exchange of US$41 billion federal and US$10 billion provincial peso- and 
U.S. dollar-denominated bonds for domestic guaranteed loans. These carried a maximum 
interest rate of 7 percent, a grace period for interest until April 2002, and a three-year 
maturity extension of bonds falling due by 2010. Phase I of the operation was directed at 
domestic creditors; participation included US$13 billion from domestic banks on their own 
account, US$11 billion on behalf of their clients, and US$17 billion from pension funds. 
Phase II of the debt restructuring—aimed at non-residents (and those who did not participate 
in the first phase more generally)—was never undertaken.  

61.      The crisis broke with a run of private sector deposits, which fell by more than 
US$3.6 billion (6 percent of the deposit base) during November 28–30. The authorities 
responded with a wide range of controls on banking and foreign exchange transactions. These 
included a weekly limit of Arg$250 on withdrawals from individual bank accounts (el 
corralito), a prohibition on banks from granting loans in pesos, and foreign exchange 
restrictions on travel and transfers abroad. The ensuing riots and protests—in which more 
than 20 demonstrators died—forced the resignation of President de La Rua on December 20. 

                                                 
37 It was estimated that a hypothetical 70 percent haircut on public debt would be sufficient to 
wipe out the entire capital of the banking system.  
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62.      By end-2001, both the economy and the public finances were in deep crisis. In 
December, economic activity collapsed, with industrial production falling by 18 percent 
(year-on-year), construction by 36 percent, and imports by more than 50 percent. Tax 
revenues plummeted 17 percent (year-on-year) in the final quarter of 2001 (in December, tax 
collections fell by almost 30 percent, year-on year), and despite across-the-board spending 
cuts, the federal government ran an overall deficit of 4½ percent of GDP in 2001 against a 
(revised) program target of 2½ percent. Provincial finances also deteriorated, with the deficit 
widening to 2 percent of GDP against a program target of 1 percent. Moreover, out of 
Arg$17 billion of federal transfers to the provinces, about Arg$1 billion were in the form of 
federal guarantees of provincial treasury bills (lecops), while the provincial governments 
issued about Arg$1.6 billion in provincial bills (quasi-monies) to pay wages and suppliers, 
some of which were acceptable by the federal government in lieu of tax payments. On 
December 23, the new President Sáa declared the intention to default on government debt 
(except on debt that had been subject to the phase I restructuring) and to call presidential 
elections within 60 days.  

V.   THE AFTERMATH—2002 
 
63.      On January 3, 2002, President Duhalde—the  fifth president in three weeks—
confirmed the debt moratorium (as well as the intention to negotiate with private creditors) 
and announced the end of the convertibility regime. Three days later, Congress effectively 
replaced the convertibility regime with a dual exchange rate system based on an official 
exchange rate of Arg$1.4 per U.S. dollar for public sector and most trade-related transactions 
(except luxury imports); all other transactions would take place at prevailing market rates.38 
At the same time, the monthly deposit withdrawal limit was raised to 1,500 pesos (from its 
previous limit of Arg$1,000), coupled with the freezing of term-deposits (corralon); dollar 
deposits would remain frozen until at least 2003. To dampen inflationary pressures, prices of 
privatized utilities (gas, electricity, telephones and water) were frozen indefinitely. Congress 
also approved an emergency law that severely curtailed creditors’ rights.  

64.      While the incoming government faced enormous challenges, it is clear that many of 
the initial measures—which were undertaken without consulting the Fund—not only failed to 
stabilize the situation but complicated any eventual resolution of the crisis.39 Especially 
damaging was the government’s announcement on February 3 that banks’ assets and 

                                                 
38 On January 11, export surrender requirements were introduced and transfers of funds 
abroad were blocked unless they related to certified foreign trade transactions or were 
explicitly authorized by the central bank. On February 11, the dual exchange rate system was 
abolished and the market opened for the first time under a unified regime; the exchange rate 
depreciated to 1.8 Pesos per U.S. dollar.  

39 Appendix II lists the main policy measures undertaken.  
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liabilities would be subject to asymmetric “pesoization.” Under this scheme, the existing 
stock of banks’ dollar-denominated assets and liabilities would be converted at the rate of 
Arg$1=US$1 for loans to the private sector and Arg$1.4=US$1 for loans to the public sector 
and for U.S. dollar deposits, which were also indexed to inflation. The measure was intended 
to protect firms and households with foreign-currency denominated debt, but it merely shifted 
the burden of the devaluation to the banking system—and ultimately to the taxpayer as banks 
would need to be issued compensation bonds.40 The main effect of the measure was to 
deepen financial disintermediation, curtailing the supply of fresh credit—including working 
capital—that banks were able to provide, and that would be critical in any eventual recovery.  

65.      The difficulties of the banking sector were exacerbated by the asymmetric price 
indexation of bank balance sheets and continued withdrawal of term deposits because of 
court-ordered injunctions (amparos) which required banks to pay out U.S. dollar 
denominated deposits at the prevailing market exchange rate (rather than the Arg$1.40 per 
U.S. dollar at which they were pesoized and indexed).  

66.      The immediate macroeconomic consequences of the crisis were severe. Real GDP fell 
by about 11 percent in 2002, bringing the cumulative decline since 1998 to 
almost 20 percent; and the unemployment rate rose above 20 percent. Inflation peaked at a 
monthly rate of about 10 percent in April, driven by liquidity provision from the central bank 
to banks experiencing deposit withdrawals, but then declined, averaging around 40 percent 
for the year as a whole. On a cash basis, the consolidated public sector primary balance 
moved into a surplus of ½ percent of GDP, but the overall deficit rose to 10½ percent of 
GDP. Reflecting the effects of the exchange rate depreciation on foreign-currency 
denominated debt, the issuance of debt to compensate banks for the asymmetric pesoization, 
and the accumulation of arrears, the public debt ratio more than doubled from 63 percent of 
GDP at end-2001 to about 135 percent of GDP at end-2002.  

VI.   THE ROLE OF THE IMF 
 
67.      In light of the gravity of the crisis that unfolded while the country was engaged in a 
succession of IMF-supported programs it is not surprising that the Fund has come under 
harsh criticism for its involvement in Argentina. Indeed, with hindsight, the Fund—like most 
other observers—erred in its assessment of the Argentine economy by overestimating its 
growth potential and underestimating its vulnerabilities. These misjudgments resulted in 
IMF-supported programs that were insufficiently ambitious and excessively accommodative 
of slippages, particularly through 1998 when the economy was booming. Although the 
authorities received warnings from the Fund at least by early 1998 over the country’s growing 
vulnerabilities, stressing the need for further fiscal adjustment and structural reform, the 

                                                 
40 The government eventually announced the issuance of compensation bonds amounting to 
about US$9 billion.  
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institution continued to provide its support on the basis of a policy package that was 
ultimately inadequate. 

68.      The most glaring omission was in the fiscal area, where the Fund condoned repeated 
slippages of debt and deficit targets. The private financial community was willing to finance 
the growing borrowing requirement associated with this fiscal deterioration, until late 2000. 
Indeed, the federal government underperformed on its fiscal targets in every single year 
since 1994 (Figure 13).41 While part of the underperformance, particularly after 1998, was the 
result of the weaker-than-expected growth, fiscal targets were frequently missed even on 
cyclically adjusted terms. The Fund reacted to these slippages by pressing for some fiscal 
correction in the following year, but part of the previous underperformance was effectively 
accommodated, while the time frame for restoring a fiscal surplus was repeatedly pushed out 
into the medium term on the basis of what turned out to be overly optimistic growth 
assumptions.  

69.      In retrospect, it is also clear that the Fund-supported programs had insufficient 
structural content and conditionality, given that the currency board arrangement, together 
with the relatively small share of exports in the economy, put a premium on the flexibility 
and resilience of the domestic economy. The 1992–95 arrangement under the EFF, for 
instance, included only two structural benchmarks—on the implementation of tax reforms 
(which was implemented) and of social security reform (which was not undertaken 
until 1994). With regard to the supply side, the Fund’s main focus was on labor market 
reform, but it attached no conditionality to its implementation. Likewise, in the First and 
Second Reviews of the 1996 SBA, the Fund encouraged the authorities to implement the 
labor market reforms contained in the 1996 draft bill, but there was no structural 
conditionality attached; when the proposed reforms became much weaker, the Fund did little 
beyond expressing concern. Labor market reform was one of the pillars of the new 
arrangement under the EFF in early 1998, but program conditionality was introduced only in 
the form of (non-binding) structural benchmarks—and when the authorities did not deliver on 
their original intentions, the Fund did not press the issue. In later reviews, comments on the 
labor market were largely absent, overtaken by other pressing concerns. Even less attention 
was paid to other standard issues that, arguably, were equally important to the flexibility of 
the economy—notably, those related to trade policy and governance. The structural aspects of 
fiscal policy, including tax administration and fiscal federal issues, were also given 
insufficient emphasis. 

70.      It is debatable whether greater structural conditionality—or stricter enforcement–
would have succeeded in ensuring that structural reforms would be undertaken, given that 
political consensus and ownership were lacking. Nevertheless, condionality could have  

                                                 
41 Program reviews were nevertheless completed, as performance criteria were either met on 
the basis of adjusters or waived.  
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Figure 13. Argentina: Fiscal Performance Under IMF-Supported Programs, 1994-2001
(In percent of GDP, unless otherwise indicated)

Sources: Authorities and  Fund staff estimates. 
1/ Ratios in percent of GDP have been adjusted to reflect subsequent revisions in GDP data.
2/ A negative figure indicates underperformance relative to the program, i.e., a looser fiscal stance than 
programmed. Calculations assume the same potential real output growth for programs and actual outcomes 
(consistent with figures in Table 1). 
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interrupted Fund support if ownership was lacking, which would have been less damaging to 
the Fund’s credibility including its implicit “seal of approval” when the arrangement was 
precautionary.  

71.      While the decision to establish and maintain the currency board arrangement was the 
authorities’ and commanded broad popular support, the Fund could have questioned more 
forcefully the appropriateness of the arrangement and of the associated policy mix. The Fund 
was initially skeptical about the adoption of the currency board, but this view changed as the 
the arrangement demonstrated its success in bringing down inflation where other approaches 
had failed. Thereafter, the Fund showed considerable deference to the authorities’ choice of 
exchange rate regime, despite some doubts about its viability and its consistency with other 
policies. This raises the question of whether this deference was appropriate or whether the 
Fund should have made its support conditional on a timely exit. It should be acknowledged 
that a timely exit from the currency board would have been very difficult, given the 
popularity of the arrangement. Moreover, as noted above, a series of crises in other emerging 
market countries meant that there were relatively few opportunities for a graceful exit, 
without being caught up in the turbulence in international capital markets. But with the 
currency board in place, it was all the more important to ensure that other economic policies 
be consistent with it. At the very least, the Fund should have insisted on greater prudence 
regarding the public debt dynamics during the boom years, since the currency board regime 
ruled out both discretionary monetary policy for stabilization purposes and money financing 
of the deficit when the government ran into funding difficulties. 

72.      The Fund’s decision to continue its support to Argentina during the pre-crisis period, 
including through its endorsement of policies under the precautionary arrangement, despite 
repeated policy slippages, must be evaluated in the context of the available alternatives. 
There was an evident fear among the Fund’s shareholders, and the international community at 
large, that policies would quickly deteriorate in the absence of Fund oversight. Faced with 
this alternative, and realizing the limited leverage to bring about substantial policy 
improvements, the program, certainly through 1999, was seen as providing a degree of policy 
discipline. Moreover, since the arrangement was precautionary until the end of 1999, Fund 
exposure was being reduced, implying a low cost and higher potential benefits from 
continued involvement. These strategic considerations created strong momentum for 
continuing program support, even though the risks became increasingly clear, as recorded in 
internal documents and program reports.  

73.      When the economy slid into recession, the Fund faced a somewhat different and more 
serious dilemma. In terms of policy advice, fiscal easing in support of growth was not a 
viable option given the exploding debt dynamics, while tightening would exacerbate the 
downturn. In hindsight, the most viable option would appear to have been an early debt 
restructuring involving a significant present value reduction, combined with the abandonment 
of the currency board. However, the authorities were unwilling even to consider the 
possibility of an exit: neither the government nor the public were prepared to take such a 
drastic course until it was forced upon them by events. During this time, the authorities could 
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not but be aware that the Fund was loath to withdraw its support for fear of adverse 
consequences. “Pulling the plug” at this stage would almost surely have precipitated a crisis 
that both the government and the Fund still hoped to avoid. Moreover, there were concerns 
that, in the absence of a framework for orderly debt restructuring, a default would lead to 
chaos. In the end, the Fund chose to continue to provide financing in the hope that the 
government would deliver on its commitments and that confidence and growth would 
return—in effect, allowing the authorities to “gamble for redemption”. While this strategy—
when adopted in early 2001—might have succeeded in a more favorable external and 
political environment, by mid-2001 the chances of success had become minimal. At this 
stage, the provision of significant new financing only postponed the inevitable and, by raising 
the debt burden, also meant that the costs of the eventual collapse were all the greater.  

VII.   CONCLUSIONS 
 

A.   Argentina’s Crisis 
 
74.      To a striking degree, Argentina’s crisis involved vulnerabilities that were already 
present or indeed were building up during the boom years of the 1990s—when the country 
was widely viewed as a star performer. The key elements of vulnerability were the public 
debt dynamics, the constraint on monetary policy imposed by the currency board, and 
weaknesses on the structural side. There was little sense of urgency to address these 
vulnerabilities at that time, given the widespread eagerness to interpret the boom as the onset 
of an era of permanently higher growth founded on structural reforms and sound 
macroeconomic policies.  

75.      Once the economic slump set in, the vulnerabilities surfaced. As the economy 
remained depressed, the debt dynamics became explosive. The fiscal adjustment necessary to 
stabilize the debt ratio was not forthcoming and eventually the required primary surplus 
became implausibly large, particularly in relation to the political system’s ability to deliver. 
On the other hand, the debt dynamics constrained the authorities’ ability to reflate the 
economy, and the potential for export-led growth was limited by structural weaknesses and 
unfavorable external conditions. By 2001, almost no strategy would have succeeded without 
a sovereign debt restructuring that reduced the present value of Argentina’s public debt 
burden.  

76.      The currency board turned from being a source of policy credibility to a handicap to 
adjustment. One the one hand, the currency board was relatively successful in containing the 
adverse effects of financial market contagion from the Russian default. In addition, while 
Argentina lost competitiveness under the currency board following the Brazilian devaluation 
and the appreciation of the U.S. dollar, the direct impact on the economy was limited by the 
small share of exports. On the other hand, the currency board may have suppressed a more 
rapid expansion of exports after trade was liberalized and did constrain monetary policy when 
the economy slid into recession. In addition, competitiveness was one of the concerns behind 
the widening spreads on Argentina’s sovereign bonds, particularly since under the fixed 
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exchange rate regime, real exchange rate adjustments required deflation of nominal wages 
and prices which was not only difficult to achieve but also contributed to weakening 
economic activity. Finally, by lending credibility to the exchange rate peg, the currency board 
arrangement allowed Argentina’s public sector to continue borrowing excessively in the 
international capital markets, thereby raising the cost of the eventual collapse. Indeed, within 
the above concerns, the public sector’s excessive debt creation—and thus, the inconsistency 
of fiscal policy with the requirements of a “money dominant” regime—was arguably the 
single most important factor behind Argentina’s demise.  

77.      While the crisis itself was the result of economic forces that were difficult to reverse 
in the context of Argentina’s existing vulnerabilities, it was exacerbated by a series of policy 
mistakes. Some key steps during 2001 included actions to tinker with the currency board 
which undermined confidence but provided no additional room for maneuver, while 
voluntary debt swaps substantially increased the net present value of debt service. The 
measures surrounding the collapse of the currency board and public debt default—notably the 
capital controls, the corralito and corralon, and the asymmetrical pesoization and 
indexation—have exacerbated the macroeconomic consequences of the crisis and 
complicated its resolution.  

78.      Looking forward, the country faces enormous challenges not only in restoring 
macroeconomic stability but also in re-establishing the pre-eminence of contracts, property 
rights and economic security that has been damaged by the government’s defaulting on its 
debt and reneging on its convertibility commitment. Damage both to the balance sheets and 
to the credibility of the banking system also needs to be repaired. While the devaluation has 
addressed immediate concerns about competitiveness, one troubling aspect of the 
performance of the Argentine economy was that, even during its boom years, 1991-98, 
unemployment remained persistently high, underscoring the need for reforms of the labor 
market and for other improvements in economic institutions and structures that foster a more 
dynamic private sector. On the macroeconomic policy front, Argentina will first need to 
develop and implement a coherent monetary policy framework. In terms of the public 
finances, even with a major debt restructuring, substantial primary surpluses will be required 
to service the massive increase in public sector liabilities (including those related to the 
recapitalization of the banking system). More generally, there needs to be a fundamental re-
thinking of the role of the state—not least, in the relations between the federal government 
and the provinces, and the size and cost of the civil service—if expenditure is to be 
commensurate with revenues.  

B.   Lessons for Crisis Prevention and Management 
 
79.      Argentina’s story underscores many of the lessons that we have learned from previous 
crises. It serves as another illustration of the complex dynamic interactions among various 
sources of vulnerability that crises frequently involve, and, in view of these interactions, of 
how difficult it is to solve the crisis once it starts. Argentina is also a reminder that very 
severe vulnerabilities can build up in countries that are widely viewed as “star performers”. 
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The fact that most of the usual indicators of impending difficulties did not look alarming until 
the situation had deteriorated to the point that there was no good exit is indeed disconcerting. 
These considerations emphasize that there remains considerable work to do on crisis 
anticipation and prevention.42  

80.      Growth projections were a central element in the failure of many interested parties—
including the authorities, the Fund, and market participants—to identify the vulnerabilities 
that were building up during the boom years of the 1990s. During that period, Argentina’s 
growth projections were based on what was, in hindsight, an overly favorable reading of the 
benefits of the structural reforms that had taken place and prospects that further reforms 
would be implemented. This experience calls for a careful and critical assessment of the links 
between structural reforms and growth, both in the context of work on individual countries 
and in cross-country analysis. But at the same time, projecting growth after a structural 
change inevitably involves an element of judgment, and in view of the irreducible 
uncertainties, it is essential to stress-test projections with regard to plausible alternatives.  

81.      The Argentine crisis calls for a new focus on sovereign debt and the debt dynamics, 
both with regard to crisis prevention and resolution. It is striking that, when Argentina’s debt 
started on the path of no return, its level (as a share of GDP) was in a range not previously 
viewed as alarming. This experience clearly calls for a more cautious assessment of debt 
levels, in view of a careful consideration of the scope for adjustment in the event of adverse 
circumstances. In Argentina’s case, the “danger level” of debt needed to be viewed, in 
particular, in the light of the exchange rate regime, the comparatively small share of exports 
and their concentration, the political and administrative factors that limited the room for 
maneuver on the fiscal side, the country’s large size in emerging markets worldwide, and the 
relative lack of flexibility of its labor and product markets. The need for a systematic and 
disciplined analysis of debt sustainability, illustrated by the Argentine experience, has 
motivated recent Fund work in this area,43 and has influenced decisions on exceptional access 
and prolonged use of Fund resources, in an attempt to strike the right balance between 
supporting a member experiencing difficulties and safeguarding Fund resources.44  

                                                 
42 See Lane and others (2003).  

43 See Assessing Sustainability, SM/02/166, 5/28/02.  

44 The new exceptional access framework requires, inter alia, a rigorous analysis of debt 
sustainability and good prospects of the member regaining access to private capital markets 
within the time Fund resources would be outstanding. On prolonged use, the Board 
concluded that the Fund should apply consistently the existing policies on financing for 
countries with slow progress towards external viability, including that access for such 
countries should continue to be guided by the need to reduce their outstanding use of Fund 
resources over time.  
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82.      With regard to crisis resolution, the Argentine crisis illustrates the importance of 
timely debt restructuring in cases in which the debt dynamics have become irreversible. Once 
a debt restructuring has become unavoidable, measures to delay it are likely to raise the costs 
of the crisis and further complicate its resolution. At the same time, the crisis also illustrates 
the pervasive effects of a default on the financial system and macroeconomic policies—
making the exchange rate regime unviable and compromising an otherwise healthy financial 
system. The experience suggests that it would be desirable, if it is possible, to find a more 
orderly approach to debt restructuring. This was an important initial motivation for the 
Fund’s work on the Sovereign Debt Restructuring Mechanism (SDRM). The underlying 
problem remains: the Argentine experience highlights the need to find better ways of 
anticipating and resolving debt crises.  

83.      The Argentine crisis also has important lessons for exchange rate regimes. We would 
not conclude that Argentina’s currency board was a mistake from the start: on the contrary, 
the currency board was critical in taming hyperinflation when many other approaches had 
failed. Particularly given this early success, it would have been an extremely difficult political 
decision to exit without a crisis. But a currency board puts much more stringent demands 
than other regimes on fiscal and financial policies, as well as on the flexibility of trade and 
the labor market. Given the structure of the Argentine economy, a peg to the U.S. dollar was 
arguably not an ideal arrangement once inflation was successfully reduced to single digits. 
Indeed to the extent that the currency board arrangement encouraged the buildup of balance 
sheet mismatches, an earlier exit (e.g., in 1992-94 or in 1996-97) would have been preferable. 
Such an exit, had it been undertaken sooner, would not have been painless, but it would 
likely have been less painful than what actually occurred. This illustrates the importance of 
an appropriate macroeconomic policy mix and, more specifically, an exchange-rate regime 
that fits a country’s economic and political realities. A currency board can have specific 
temporary advantages, irrespective of a country’s economic structures—such as achieving 
disinflation—but if its long-term benefits are questionable, it is important to exit the 
arrangement in time before market pressures make it untenable. 

84.      More generally, the Argentine experience points to the limits in the ability of an 
exchange rate arrangement—even when strongly endorsed by the authorities and the public—
to discipline other aspects of economic policy in a way that ensures stability. This experience 
is also a reminder that “hard pegs” are not as hard as often supposed: in extremis, a 
government can unwind a currency board, albeit at considerable cost to the country. The 
forced redenomination of bank assets and liabilities also serves as a reminder that there are 
limits to the extent to which a peg can be durably hardened through formal dollarization. 
Moreover, to the extent that a hard peg does secure credibility, this can be a mixed blessing: 
the high credibility of Argentina’s currency board through 2000 helped enable the country to 
borrow from the capital markets at spreads that did not fully reflect the risks. This 
temporarily insulated the country from adverse market reactions to unsustainable policies, 
and thus ultimately allowed a much bigger disaster to materialize.  



 - 71 - 

 

C.   Lessons for the Fund 
 
85.      The occurrence and severity of the Argentine crisis has, as mentioned, been 
particularly disturbing to the Fund given its extensive engagement for many years 
beforehand. Of course, key policy decisions on the exchange rate regime and the lack of 
supportive fiscal and structural policies were the authorities’, and the Fund expressed 
concerns over the vulnerability of the situation, as early as 1998. Moreover, in the run up to 
the crisis, the authorities took damaging steps without consulting the Fund or against the 
Fund’s advice. But the Fund’s experience in Argentina does call for some fresh thinking 
about its role, both in normal times and in the context of a crisis. Several of these lessons—
like the more general lessons on the economics of crises just summarized—are starting to be 
reflected in the Fund’s work.45 

86.      The Argentine crisis reflects shortcomings in Fund surveillance to identify early on 
the vulnerabilities that emerged during the boom period, and in bringing about needed 
changes once these vulnerabilities became apparent. The experience highlights the risk that, 
in a program country, where attention is focused on implementation of the program, it is easy 
to lose sight of the need for a fresh and critical assessment of the overall direction of policies. 
In particular, the Fund’s macroeconomic projections, like those of the authorities and market 
participants, extrapolated the favorable growth results of the 1990s and did not adequately 
scrutinize the basis for this growth. There was not sufficient attention paid to the fact that the 
structural reforms that were seen as critical to growth had largely stalled. Fiscal policy 
assessments were not based on an adequate appraisal of the risks to debt sustainability in the 
event of a slowdown in growth. Moreover, the exchange rate assessments in Argentina did 
not stress the need for a timely exit; instead, the Fund accepted the authorities’ refusal to 
discuss a possible change in the status quo until a change was forced by the markets. Such 
assessments should be more proactive, asking the tough questions and recommending needed 
changes in non-crisis times. This experience is a significant motivation for recent initiatives 
to strengthen the Fund’s surveillance in program countries by ensuring a fresh look at the 
economic issues.46  

87.      A second area in which the Argentine experience has had an important impact is with 
regard to the decision to commit IMF resources. During the years of deepening depression, as 
it became increasingly clear that the situation was deteriorating in several dimensions, the 

                                                 
45 An extensive review of the Fund’s role in Argentina is being prepared by the Independent 
Evaluation Office, and will be issued 2004. 

46 Summing Up by the Chairman—Biennial Review of the Implementation of the Fund’s 
Surveillance and of the 1977 Decision (SUR/02/42, 4/10/02); and Summing Up by the 
Chairman—Biennial Review of the Implementation of the Fund’s Surveillance and of 
the 1977 Decision—Follow Up (SUR/02/81, 7/23/02).  
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Fund nonetheless endeavored to help the country by providing financing and its 
accompanying “seal of approval”. This pattern continued through September 2001, when the 
Fund approved one last significant tranche of financing despite considerable doubts about the 
prospects for success, and despite the authorities’ steps taken against the Fund’s advice in the 
preceding months. The Fund’s decision was understandable in light of the high and 
immediate costs of withdrawing support, but the low probability of success should have 
outweighed these concerns. This experience raises difficult questions about how the IMF—
and the international community more generally—can strike the right balance between 
supporting a member country experiencing difficulties without financing—and implicitly 
perpetuating—policies that are doomed to fail. Following the collapse of the currency board, 
the IMF took a more cautious approach by waiting for the authorities to assemble a viable 
policy package rather than rushing to provide new financing.  

88.      The experience raises more general questions about the Fund’s use of its “seal of 
approval”. If the Fund had chosen to withdraw its financial support, the main consequence 
would have been the adverse impact on market sentiment. (This was the case particularly 
during the period when Argentina’s arrangement was precautionary, but even when it was 
not, the IMF’s financing—at least until September 2001—covered a relatively small portion 
of Argentina’s total borrowing requirements.) The IMF yielded to external political and 
market pressures to continue providing its support, despite serious concerns over fiscal and 
external sustainability. Such attempts to make strategic use of the “seal of approval” 
ultimately devalue that signal and compromise the Fund’s credibility more generally. The 
limits to the Fund’s involvement should be based on the underlying quality of policies, not on 
the perceived cost of withdrawing support. That said, the Fund’s decisions to continue or 
withdraw its support to a member country in particular circumstances are always decisions 
made under uncertainty, and it is more likely than not that the Fund will continue to make 
occasional judgment errors and take decisions that will prove wrong ex post.  

89.      An important consideration that has to guide the Fund’s decision-making process and 
that was clearly underscored by the Argentine experience is that, in a situation in which the 
debt dynamics are clearly unsustainable, the IMF should not provide its financing. To the 
extent that such financing helps stave off a needed debt restructuring, it only compounds the 
ultimate cost of such a restructuring. This consideration has led the IMF to search for better 
ways of facilitating debt restructuring in cases in which it is a necessary element in the policy 
package. The initial proposal for an SDRM, which was intended to tackle this problem, has 
not been implemented due to insufficient international support, although there has been 
progress with other approaches, including the promotion of collective action clauses (CACs) 
in sovereign bonds and a code of conduct. The problem the SDRM was meant to address has 
not gone away, and there remains a need for further work to strengthen the capacity for 
sovereign debt restructuring within the present legal framework.  

90.      The Argentine experience also provides lessons for conditionality and ownership. 
First, it is a reminder that the injunction in the 2002 Conditionality Guidelines to focus 
conditionality on what is critical to achieve macroeconomic objectives is a positive as well as 
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a negative one. In Argentina, the programs did not include certain structural reforms—
notably involving trade and labor markets—that, at least in hindsight, were indeed critical to 
achieving sustainability and addressing key vulnerabilities. Moreover, even those structural 
measures that were included were often not implemented.  

91.      The Argentine experience also highlights the fact that, while ownership of policies is 
important, it is not sufficient to guarantee their viability. Arguably, in Argentina there was 
strong ownership for an inconsistent set of policies—with wide popular support in particular 
for the currency board but not for the fiscal policies needed to support it. Ensuring that 
policies are both nationally owned and viable is a very complex challenge that the Fund and 
the country authorities need to face. 

D.   Issues for Discussion 
 
92.      Directors may wish to focus their comments on the following issues. 

• Directors may wish to comment on the paper’s diagnosis of Argentina’s crisis. Up to 
what point could the crisis have been averted? What do Directors see as the main 
lessons for the economic policies needed to reduce countries’ vulnerability to crises? 

• What do Directors see as the relevant lessons for exchange rate policy, in particular 
for the viability of currency board arrangements?  

• What do Directors see as the main lessons for fiscal policy and for the assessment of 
debt sustainability? Do they see these issues as adequately addressed by ongoing 
initiatives, or are there areas in which they see a need for further work?  

• Directors may wish to discuss the lessons of the crisis for IMF surveillance, 
particularly in the context of the use of Fund resources.  

• What do Directors see as the main lessons from the Argentine crisis for the provision 
of Fund resources, particularly in the context of countries in which debt sustainability 
is in question? How do they view the role of conditionality and country ownership in 
this context? 
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ARGENTINA’S POTENTIAL OUTPUT GROWTH 
 
1. As a result of Argentina’s strong growth performance following the stabilization at 
the beginning of the 1990s, and its recovery from the Tequila crisis, by mid-decade it was 
commonly assumed that Argentina’s potential output growth was in the range of 4½ to 5 
percent per year. At least in retrospect, however, there are reasons to believe that this 
represented a significant overestimate of potential output growth. 

2. Potential output growth is the growth rate of the economy at which, in the absence of 
monetary impulses, there should be no inflationary pressures. Conceptually, potential output 
growth need not be constant. Indeed, to the extent that Argentina’s structural reforms 
(including deregulation, privatization, and labor market reforms) in the early part of the 
decade gave a boost to the level of potential output, potential output growth would surge 
initially but then return toward its longer-run rate—especially as structural reforms began to 
peter out, and in some instances, to be reversed. 

3. One approach to estimating potential output growth is to fit a smoothing filter to 
actual real GDP. This allows for some variation in the growth rate of potential output. Given 
the structural changes of the economy, however, the key question concerns the period over 
which the filter should be applied. Quarterly (seasonally adjusted) national accounts data are 
available from 1993, and given that growth in 1991-92 was probably driven by a rebound 
from the collapse during the hyperinflation, 1993 provides a convenient starting point. More 
tricky is the choice of the end-point. Figure 1 shows two possible choices, ending the sample 
period in 1999:4 (labeled A) or 2000:4 (labeled B); beyond these terminal dates, potential 
output growth is extrapolated using the final quarter’s growth rate).1  

4. Using Trend A, output was on average 2 percent above potential in 1997 and, on 
average, almost 3½  percent above potential in 1998. The growth slowdown brought the 
economy to 2½ percent below potential in 1999, 5½ percent below potential by 2000 and 
almost 12 percent below potentially by 2001. Using Trend B, output was almost 4½ percent 
above potential in 1998, close to its natural level in 1999, 2½ percent below potential in 2000 
and 7½  percent below potential in 2001. The deceleration in potential output growth in 
1999-2000  implied by trend B seems implausibly large, and the small output gaps 
inconsistent with the behavior of other macroeconomic data. For instance, consumer prices, 
purged of the effect of import prices, were increasing through the first half 1998, but began to 
decline in the fourth quarter of the year and continue to fall through 2001 (see figure, bottom 

                                                 
1 By 2001, the economy is clearly in collapse and including 2001 in the estimation sample 
leads to a downward bias of potential output over the entire period.  

 



 - 75 - APPENDIX I 

 

panel).2 Likewise, unemployment reached its lowest level in the second half of 1998 (only 
semi-annual data are available) and started increasing thereafter. The evidence thus suggests 
that, while output was above potential in the first part of 1998, by end-1998 and early 1999, a 
clear output gap was emerging—consistent with Trend A, but not with Trend B.  

5. According to Trend A, potential growth decreased from 3½  percent per year during 
1993-97 to 3 percent by 1998 and 2½ percent thereafter. For the period 1993-2001, potential 
output growth averaged 3 percent per year—well below the 4½  to 5 percent potential output 
growth underlying medium-term debt sustainability projections. This may also be compared 
to the Argentina’s fitted growth rate implied the cross-country growth regression reported in 
Box 8 of the text, which also yields an average growth rate of 3.0 percent per year when the 
effects of deflation are excluded.3 

                                                 
2 The figure shows the residual from an OLS regression of the logarithm of the consumer 
price index regressed on the logarithm of the import price index. 

3 The model estimated for Box 8 includes a term to capture low or negative inflation, on 
grounds that deflation may lower aggregate demand. This term is excluded here, since 
deflation is likely to affect aggregate demand but not potential output. 
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Argentina: Potential Output and Output Gap

1/ HP filter is applied to the period 1993:1-1999:4 (Trend A) or 1993:1-2000:4 (Trend B); potential 
output thereafter is extrapolated using the last quarter's growth rate.
2/ Output gap implied by Trend A; positive output gap indicates actual output above estimated 
potential output.
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CHRONOLOGY OF KEY DEVELOPMENTS IN 2001-2002 
A.  2001 
January 12: IMF approves augmentation of Argentina’s stand-by credit to US$14 billion and 
completes second review. 
 
March 2-3: Minister Machinea resigns. Mr. Lopez-Murphy is appointed Minister of Finance. 
 
March 16: Minister Lopez-Murphy announces plan of budget cuts to meet fiscal targets agreed 
with the IMF. 
 
March 19-20: Minister Lopez-Murphy resigns. Mr. Cavallo is appointed Minister of Finance. 
 
March 26-28: Risk rating agencies lower Argentina’s long-term sovereign rating (S&P from BB 
to B+ and Moody’s from B1 to B2). 
 
March 28: Minister Cavallo secures “emergency powers” from congress. Announces economic 
program comprising a tax on bank transactions, changes in other taxes and tariffs, and sectoral 
“competitiveness plans.” 
 
April: Central bank reduces liquidity requirements and allows banks to include government 
securities up to Arg$2 billion among liquidity requirements. 
 
April 16: Minister Cavallo sends to congress a bill to include the Euro in addition to the U.S. 
dollar in the Convertibility Law. 
 
April 23: Authorities suspend scheduled auction of government bonds. 
 
April 26: Mr. Maccarone replaces Mr. Pou as President of the Central Bank. 
 
May 8: Standard & Poor’s lowers Argentina’s long-term sovereign rating further from B+ to B. 
 
May 21: IMF completes third review of Argentina’s stand-by arrangement, re-profiling the path 
for the federal government deficit target during 2001 to accommodate the deviations observed 
during the first quarter. 
 
June 3: Authorities announce the completion of the “mega-swap.” Government bonds with a face 
value of US$29.5 billion are voluntarily exchanged for longer-term instruments.  
 
June 15: Minister Cavallo announces package of tax and trade measures, including a trade 
compensation mechanism for exporters and importers of non-energy goods. 
 
July 10: Government pays yield of 14.1 percent to place US$827 million of 90-day paper. 
 
July 11: Minister Cavallo announces drastic program of fiscal adjustment aimed at eliminating the 
federal government deficit from August 2001 onwards (the “zero-deficit plan”). 
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July: Risk rating agencies lower Argentina’s long-term sovereign rating further (S&P from B to 
B- and Moody’s first from B2 to B3 and then from B3 to Caa1). 
 
July 30: Senate approves the zero-deficit plan (lower house of Congress had approved it on July 
20). 
 
August 21: IMF announces likely US$8 billion augmentation of Argentina’s stand-by credit. 
 
September 7: IMF approves augmentation of stand-by credit to about US$21.6 billion and 
completes Fourth Review. 
 
September 20: The Central Bank activates the contingent repo facility with international banks, 
boosting gross reserves by about US$1.2 billion (US$500 million was disbursed in October). 
 
October 9-12: Risk rating agencies lower Argentina’s long-term sovereign rating further (S&P 
from B- to CCC and Moody’s from Caa1 to Caa3). 
 
October 12: Moody’s lowers Argentina’s long-term sovereign rating from Caa1 to Caa3. 
 
October 14: Ruling coalition obtains less than 25 percent of the votes in mid-term congressional 
elections. 
 
October 28: Minister Cavallo announces that he will seek a “voluntary” restructuring of all the 
government debt. 
 
October 30: Standard & Poor’s lowers Argentina’s long-term sovereign rating from CCC+ to CC. 
 
November 1: The authorities announce a new fiscal package, including a new batch of 
competitiveness plans, the rebate of VAT payments on debit card transactions, a temporary 
reduction in employee social security contributions, a corporate debt restructuring scheme, and a 
tax amnesty that writes off interest and penalty obligations accrued to end-September 2001. 
 
November 6: Standard & Poor’s lowers Argentina’s long-term sovereign rating from CC to SD 
(selective default). 
 
November 23: The Central Bank introduces an effective cap on bank deposits, by imposing a 100 
percent liquidity requirement on deposits paying an interest rate more than 1 percentage point 
above average of all local banks. 
 
November 26: A peronist senator, Mr. Puerta is elected president of the Senate, becoming acting 
Vice-President of the Republic. 
 
November 30: The authorities announce completion of the local-leg of the debt restructuring. 
Government bonds with a face value of US$41 billion at the Federal level and US10 billion at the 
provincial level are “voluntarily” exchanged. 
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December 1: Facing a substantial run on deposits, the government introduced wide-ranging 
controls on banking and foreign exchange transactions, including a weekly Arg$250 cash 
withdrawal limit on sight accounts. 
 
December 10: The BCRA imposes a 98 percent reserve requirement on deposit increases after 
December 1, 2001; aimed at limiting flight to quality within the system. 
 
December 13: Phase one of the government debt exchange is completed.  
 
December 19: State of emergency is declared to stop protests against Minister Cavallo’s 
economic policies. The lower house of Congress repeals the special legislative powers granted to 
Cavallo. 
 
December 20: President de la Rúa and Minister Cavallo resign after days of riots and protests that 
leave over 20 demonstrators dead. A banking holiday is declared for December 21, extended 
through December 26. Moody’s lowers Argentina ratings to Ca from Caa3. 
 
December 23: Rodriguez Saá is named interim President; announces the default on external debt 
and calls Presidential elections within 60 days. 
 
December 30: President Saá resigns after his emergency policies are rejected by the Peronist 
governors 
 
B.  2002 
January 3: Senator Duhalde is sworn-in as President with a mandate to conclude the remaining 
period of the de la Rúa presidency; President Duhalde announces the end of convertibility, and the 
introduction of a dual foreign exchange regime.  
 
January 24: Utility tariffs are frozen indefinitely. 
 
January 30: Emergency law curtailing creditors’ rights is approved by Congress (law became 
effective on February 14).   
 
February 4: The government decrees the unification of the exchange rate regime and the 
asymmetric pesoization of bank balance sheets (assets at Arg$1/US$1, and liabilities at 
Arg$1.4/US$1).  
 
February 11: The foreign exchange market opens for the first time under a unified regime; the 
peso depreciates to Arg$1.8 to the dollar. 
 
February 27: The federal government and the provincial governors reach agreement on a 
temporary revenue sharing arrangement that abolishes the minimum floor on transfers to the 
provinces in exchange for: (i) the broadening of the coparticipation base to include the financial 
transactions tax; and (ii) better terms for their debt servicing. The provinces commit to reduce 
fiscal deficits by 60 percent in 2002 and to achieve balance in 2003. 
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March 5: Export taxes of 10 percent and 5 percent are imposed on primary products and process 
agricultural and industrial products, respectively. 
 
March 8: The pesoization of government debt under Argentine law is decreed. 
 
March 13: A voluntary bond swap (Swap I) is decreed authorizing the exchange of 
reprogrammed time deposits for government bonds. The decree also authorized issuance of bonds 
to banks in compensation for the asymmetric pesoization of their balance sheets. 
 
March 25: The peso reaches a peak of Arg$4 per dollar. To contain the depreciation of the 
currency, the authorities intervene heavily in the foreign exchange market (US$800 million in 
March), tighten the access to central bank liquidity assistance (a matching dollar from the parent 
being now requested as a condition for assistance to foreign banks), and introduce a variety of 
exchange regulations affecting banks, foreign exchange bureaus, and exporters. Thirteen new 
regulations are issued on March 25 alone, bringing the total for the month of March to about 50.  
 
April 9: Export taxes on agricultural primary products were increased to 20–23½ percent.  
 
April 19: The central bank suspends for 30 days Scotiabank Quilmes. A bank holiday is declared 
until Congress approves a solution to the problem of judicial injunctions (amparos) releasing 
bank deposits. The authorities begin working on a plan (the so-called BONEX II plan) to convert 
reprogrammed time deposits into government bonds. 
 
April 20: Economy Minister Remes Lenicov presents to congress the BONEX II plan; the draft 
law is rejected and Minister Remes resigns. 
 
April 23: President Duhalde reaches agreement with provincial governors on a 14-point Federal-
Provincial Pact.  
 
April 25: Congress approves the Ley Tapón to ease pressure from the amparos. The law modifies 
court procedures, and states that depositors can only access funds once the judicial process is 
over; in the meantime funds are deposited in an escrow account. 
 
April 26: Dr. Roberto Lavagna, former ambassador to the EU, is confirmed as the new Minister 
of Economy.  
 
May 3: The central bank approves the capitalization and liquidity plan for Banco Galicia.  
 
May 6: Exceptions to price indexation for certain types of bank loans and residential leases are 
decreed. Exempted loans will be adjusted, beginning October 1, 2002, by a wage index (CVS). 
 
May 6: The Federal Congress approves the February Federal-Provincial Pact. 
 
May 15: Congress approves law that reverses the most harmful provisions of the January 
emergency law and makes limited improvements to the insolvency law. 
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May 20: The central bank intervenes Crédit Agricole’s Argentine subsidiaries, Banco Bisel, 
Banco Suquia, and Banco de Entre Ríos. The banks will be administered by Banco de la Nación. 
 
May 30: The Economic Subversion Law is repealed. 
 
May 31: In order to tighten the control over the sale of export receipts, the central bank 
announced that dollar export revenues in excess of US$1 million will have be sold directly to the 
central bank. 
 
May 31: Province of Buenos Aires and Federal government sign full-fledged text of Bilateral 
Agreement. Agreement on the Annexes (quarterly fiscal targets and calendar for disbursement) is 
reached in June. 
 
June 1: President Duhalde signs the Options Plan on reprogrammed deposits, a revised version of 
former Minister Remes’ BONEX II Plan, giving depositors the option to exchange deposits into 
bonds. 
 
June 12: Senate approves draft law limiting foreign ownership in the media to 30 percent of 
capital.  
 
June 18: The minimum level of export proceeds that should be surrendered to the central bank 
lowered from US$1 million to US$500,000.  
 
June 21: Central Bank President Mario Blejer resigns. 
 
June 25: Central bank Vice-President Aldo Pignanelli appointed central bank president. 
 
June 26: A second level court ruled the Ley Tapón unconstitutional. 
 
June 26: Two demonstrators shot dead by the police; worst riots since December 2001. 
 
July 2: Representatives of trade unions and businesses agreed to raise private sector wages by 
Arg$100 a month effective July 1; and the monthly minimum wage is raised from Arg$250 to 
Arg$350. 
 
July 2: President Duhalde moves the presidential election forward to March 2003, from 
September 2003.  
 
July 9: In response to a class action suit lodged by the country’s ombudsman on behalf of all 
depositors, a federal court declared the deposit freeze and pesoization unconstitutional.  
 
July 19: Banca Nazionale del Lavoro (BNL) announces that it will gradually withdraw from 
Argentina. 
 
July 24: The government issued a decree suspending court ordered withdrawals of frozen bank 
deposits for 120 business days.  
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July 25: The decree suspending deposit withdrawals obtained through court orders is declared 
partially unconstitutional by a federal judge. 
 
July 26: Following a demand by the national ombudsman a judge rules unconstitutional the 
government decree suspending lawsuits on December's bank curbs for 120 business days. 
 
July 29: A panel of monetary policy experts made public several proposals to resolve the 
country’s financial crisis including a monetary policy anchor, an independent central bank, the 
ending of peso printing deficit-financing, and an end to the use of quasi-currencies by the 
provinces. The report calls for a floating exchange rate and urges Argentina to stop using 
international reserves to support the peso.  
 
August 9: Central bank director and Superintendent of Banks Felipe Murolo resigns. 
 
August 15: Congress approves a bill extending for 90 days (through mid-November 2002) the 
provision that suspends certain kinds of creditor-initiated nonbankruptcy law enforcement actions. 
Congress also approves a bill extending for 60 days (through end-September 2002) the 
application of price indexation to loans. 
 
August 22: The Supreme Court declares unconstitutional the 13 percent salary cut for federal 
government workers and pensioners, implemented from July 2001.  
 
August 23: A federal court declares the open primary elections (where all registered voters can 
participate) planned for November unconstitutional. 
 
August 26: The government postpones to December 15 (from end-November) the date set for the 
primaries for presidential elections in order to allow more time to re-write voting rules.  
 
August 26: The government issues a resolution to allow the issuance of bank-compensation 
bonds for the asymmetric pesoization. 
 
August 28: A federal court establishes that parent banks should be fully responsible for the 
liabilities of subsidiaries in Argentina. 
 
September 3: The government introduces new exchange controls in an attempt to boost 
international reserves and defend the peso: (i) the limit for exporters’ foreign exchange surrender 
to the central bank is reduced from US$500,000 to US$200,000; (ii) the minimum maturity of 
external debt contracted by private nonfinancial entities is set to 90 days; (3) exchange bureaus 
are required to deposit with the central bank foreign exchange holdings exceeding US$1.5 million 
on a daily basis; and (4) the net dollar positions held by exchange dealers operating on behalf of 
the central bank are reduced by an average 40 percent.  
 
September 5: The federal administrative dispute chamber, an appellate court, rules that the 
decrees establishing the corralito and pesoization, were unconstitutional. The ruling applies to 
only one case, but opens the door for further similar rulings. 
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September 9: Further tightening of foreign exchange controls: prior authorization from the 
central bank for dollar purchases exceeding US$100,000 for portfolio and other financial 
investments abroad, as well as for the purchase of foreign banknotes.  
 
September 13: The Federal Court of Appeals declared the corralito, pesoization, and the 120 
days suspension of executions against the corralito, unconstitutional; the decision allows 
depositors to claim their deposits in court immediately. The 2003 budget was submitted to 
Congress.  
 
September 17: The government issued a decree that extends the negotiation period for utility 
tariffs for another 120 days with the possibility of a further 60 days extension.  
 
September 20: The government launched a second swap of bonds for frozen deposits and 
announced the easing of restrictions on frozen time-deposits of up to Arg$7,000.  
 
October 31: The monthly cash withdrawal limit on the corralito raised to Arg$2,000 from 
Arg$1,200. 
 
November 11: After discussions with the government, the banks announced a voluntary 75 day 
stay on foreclosures. 
 
November 14: The government did not fully meet an $809 million World Bank debt payment; 
only $79.2 million in interest was paid.  
 
November 14: President Duhalde signed a decree lowering the VAT rate by 2 percentage points 
to 19 percent for two months. 
 
November 15: A lower court suspended the public hearings designed to grant a tariff increase to 
the privatized utility companies. 
 
November 18: President Duhalde signed a 12-point agreement with provincial governors and 
some key legislators over the new election timetable and the government's economic policies. 
 
November 21: The Senate approved President Eduardo Duhalde's plans for delaying the 
presidential election by a month to April. The first round of presidential elections is scheduled to 
be held on April 27, 2003 and will be followed by a second round on May 10, if necessary. 
 
November 22: The government announced that it will lift the remaining corralito restrictions on 
sight accounts effective December 2. Term deposits (the corralón) remain frozen. 
 
November 22: Minister Lavagna submitted a draft decree to President Duhalde lifting the tariff 
rates on electricity and natural gas. On average, electricity rates will rise 9.0 percent and natural 
gas 7.2 percent. 
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November 27: Executive decree issued authorizing court imposed stay on foreclosures for 30 
business days, during which time mediation is required. 
 
December 9: The resignation of Central Bank President Pignanelli is accepted by President 
Duhalde. 
 
December 10: President Duhalde appointed Mr. Alfonso Prat Gay to be central bank president. 
Legislation eliminating the ability of the executive to grant tax amnesties becomes effective. 
 
December 11: A court order reverses the decreed increases in electricity and gas tariffs. 
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