24

Alexis Manning

Perils of a Fixed Exchange Rate: The
Collapse of the Argentine Economy

I. Introduction

nce hailed as a successful model of liberal

economic reform, Argentina’'seconony, and

consequently the welfare of millions of
people and numerous nations, existsinaprecarious
state, teetering on the brink of total collapse. A se-
vererecession has plagued the Argentine economy
since 1998, and signsindicate that the economy will
continueto experienceaparticularly rapid declinethis
year. Unemployment has climbed to 25%, causing
the country’s once relatively large middle class, to
shrink. Over 44% of the population now subsists
below the poverty line, and thisnumber continuesto
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Both loosefiscal policy, involving massive budget
deficitsand afixed exchangerate pegged to the dol-
lar at par contributed to the catastrophic collapse of
LatinAmerica ssecond largest economy and richest
nation.

Thispaper assertsthat while Argentina sfixed
exchangerate provided short-term economic stabil-
ity, it laid the foundation of the economy’s current
collapse. A fixed exchangerateor dollarization may
represent ashort-term solution to rampant hyperin-
flation, but it isnot along term, sustainableremedy to
fundamental economic problems. Argentina’s eco-

grow. Forecasts project that e
GDP will plummet between
5% and 10% for 2002. Ar-
gentinarecently defaulted on
its$155 billion debt, which rep-
resentsthelargest single debt
default intheentireworld (“A
Decline without Parallel,”
2002). The Argentine bank-
ing systemisin danger of col- \_

“ Considering Argentina quali-
fied asone of theten richest countries
in the world with living standards
that rivaled France and Germany less
than a century ago, one must wonder
how the Argentine economy plum-
meted to its current dismal state.”

™ nomic policy sacrificed thelong-
terminterest of acountry infa
vor of immediate, short-term
benefits.

This paper develops asfol-
lows: Section Il briefly
chronicles Argentina’s recent
economic higory, focusng onits
economic conditionand policies
_/ duringthelate 1980'sand early

lapsing and can only hopeto survive withthe aid of
strong government intervention. Deteriorating eco-
nomic conditions forced Argentinato abandon its
decade-old fixed exchange rate with the dollar and
devaluethe peso.

Congdering Argentinaqudlified asoneof the
tenrichest countriesintheworld withliving sandards
that rivaled France and Germany lessthan acentury
ago, one must wonder how the Argentine economy
plummetedtoitscurrent dismd sate(“ A Dedinewith-
out Parallel,” 2002). Although no singlepolicy or
event can beidentified asthe soleculprit of Argentina's
deterioration, afew factorsclearly undermined eco-
nomic stability and precipitated Argentina’sdemise.
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1990’s, which prompt the implementation of afixed
exchangerate. Sectionlll utilizesformal economic
theory, including exchangeratemodelsandthe AS-
AD model, in order to analyze the effects of
Argentina sfixed exchangerate. Section|V discusses
and reviewsthe conclusions of other economicre-
search conducted on pegged exchangerates. Sec-
tionV examinesempirica evidence regarding the ef-
fectsof the pegged exchangerate onvarious Argen-
tineeconomic variables. SectionV1 concludeswith
aconcise summary of the shortcomings of fixed ex-
change rates, and then offers a brief discussion of
Argentina'soptionsfor thefuture.
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II. Overview of Agentina’'s Recent Economic
History

The 1980's represented a very volatile pe-
riod for the Argentine economy, which createsthe
desire, and perhaps even aneed for an exchangerate
pegged at par to thedollar. Thecountry endured two
severe boutswith hyperinflation during whichinfla-
tion skyrocketed into the quadrupledigitson severd
occasions. Thisexponentially increasing inflation,
which reached 3,066% in 1989, imposed seriouscosts
upon households and businesses (Cooper, 2001).
Somebusinessesclosed thar doors, posting Sgnsdtat-
ing “Wehaveno prices,” becausethey could not ac-
curately predict and mark up prices quickly enough
(Anderson, 1999). Employees demanded frequent
payment, and then quickly spent or converted their
wages. Both businesses and households reduced
currency holdings, and the US dollar served asthe
preferred medium of exchange and store of value
(Cardoso, 1992). Both domestic and foreigninvest-
ment plunged, and capitd flight occurred. Largegov-
ernment deficits, which occurred in the absence of
investment, further encouraged inflation. Pricesfailed
to serveassignasfor resourceallocation and there-
fore, market forces could not reach an efficient out-
come. Asareault, productivity decreased, and GDP
dropped 4% in 1990 (“ A Declinewithout Parald,”
2002). Thediminishing productivity capahilities of
Argentinaaswell astheminimal consumer and inves-
tor confidence contributed to two severerecessions
inthe 1980's, and unemployment afflicted aquarter
of the population. Thecombined effect of highinfla-
tion with high unemployment, aphenomenon known
asstagflation, crippled the Argentine economy.

In order to combat hyperinflation and pro-
mote economic growth, CarlosMenem, the former
President of Argentina, and hiseconomic minister,
Domingo Cavallo, created the Currency Board in
1991, which becamethe cornerstonefor therevival
of the Argentine economy. The Currency Board
pegged the Argentine peso to the US dollar at aone-
to-oneratio by law, known asthe Convertibility Law
(Allen, 2002). The Currency Board supported this
fixed exchangerate by accumulating US dollarsand
other strong foreign currenciesinitsreserve. Fixing
theexchangerateimmediately haltsinflation and re-
goreseconomic growth. However, thefixed exchange
rate createstheoriginsof future economic problems.
Thefollowing modelsexplainhow Argentina'sfixed
exchangerate created short-term economic stability

and prosperity and how it eventually contributed to
the economy’srecent demise.

[11. Formal Model

Nomina exchangerates, whichare generaly
market-determined, measure the price of one cur-
rency intermsof another. Thenomind exchangerate
changesin the short run asthe real exchange rate,
domegticinflation, or foreigninflation varies. Inflation
will cause depreciation, thusreducing the purchasing
power of that currency, whichreflectsthe Argentine
economy during the 1980’s. All other factorsheld
congant, hyperinflationwill causealarge upward shift
inthe Argentineexpected return curve, becauseinfla-
tion erodes purchasing power, creating depreciation.
Thiseffect isdepicted intheshift fromR (A) curveto
R1(A). The US expected return curve will experi-
ence asmall leftward shift as seenin the movement
froml (US) to 11(US) dueto the higher nominal in-
terest ratesin Argentinathat make Argentinefinancial
assetsmoreattractive. However, thefirg effect domi-
nates, and hyperinflation will cause the peso to de-

Figurel: Inflation and ExchangeRate
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preciate against thedollar, asseeninfigure 1.

| nflation negatively impactsthe economy and
will decrease output, which can be seen using the
Aggregate Supply-Aggregate Demand (AS-AD)
mode. Inflationwill increasethe cogt of inputs, which
will causetheshort runaggregatesupply (SRAS) curve
to shift left, which increasesthe pricelevel and de-
creasesoutput, asillustrated infigure2. Insummea-
tion, the hyperinflation of the 1980’sin Argentina
caused the depreciation of the peso, anincreasein
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Figure2: Hyperinflation and Recession during
1980's
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price level and adecreasein outpuit.

A fixed exchange rate occurs when a gov-
ernment setsand maintainsthe exchangerateat pre-
determined levels. If aninflation-pronecurrency, such
asthe Argentine peso, ispegged to astable currency,
suchastheUSdollar, thenthe Argentine money sup-
ply will gabilizeand inflationwill sgnificantly drop. A
fixed exchangerate preventsexcessve money growth,
becausethe country must maintainthe predetermined
convertibility. AslongasUSmonetary growthisnot
excessive, Argentina s currency will remain stable.
Neither appreciation nor depreciationwill occur un-
der afixed exchangerate. Figure 3 illustratesthe
effectsof afixed exchangerateintermsof the AS-

Figure3: Fixed Exchangeratein 1991
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Theinitia drop ininflation produced by the
fixed exchange rate will decrease the price of inputs,
causing the SRAS curveto shift right and pricelevel

The Park Place Economist Volume XI

will fall, whileoutput increases. Thedecreaseinmoney
supply will causethe AD curveto shift left, further
decreasing the price level and creating a small de-
creasein output. Asawhole, the Argentine fixed
exchange rate will decrease the price level and in-
creaseoutput. Inaddition, afixed exchangeratewill
initially lower domestic interest rates, because both
inflationand inflationary expectationsdecrease. Con-
sequently, both domestic and foreign investment will
increase and borrowing/lending by households, firms,
and government will reemerge, thus promoting eco-
nomic growth. A crediblefixed exchange rate will
effectively the eliminate exchangeraterisk withre-
gpect to the US dollar, which will further promote
foreigninvestment.

However, afixed exchangerate must remain
congtant despite changing economic conditions. Over-
valuation often occurs when weak currencies are
pegged to strong currencies. Asadirect result of the
implementation of thefixed exchangerate, the peso
greatly appreciated in order to achievethe one-to-
one convertibility withthe USdollar. If acurrency
appreciates, then the country’sexportswill become
more expensive and net exports will decrease. In
addition, acountry must relinquish al monetary and
exchangerate policy infavor of therigidly fixed ex-
changerate. Consequently, acountry with apegged
exchange rate cannot effectively combat external
shocks. External shocksto theArgentine economy,
such asMexico’sfinancial crisis, the devaluation of
the Brazilianreal, the appreciation of thedollar rela-
tiveto other currencies, and increasing capital costs
caused the economy to contract and create depre-
ciative pressuresuponthepeso (“ A Declinewithout
Parallel,” 2002). Inorder to combat depreciation
pressures and maintain the fixed exchangerate, the
government will purchaseitsown currency with dol-
larsand raiseinterest rates. Dueto increasing inter-
est rates, investment will decrease and capitd flight
will occur inexpectation of depreciation, whichinturn,
decreasescredit availability. Thedecreaseininvest-
ment and net exportswill cause AD to shift left, de-
creasing output and lowering the price level asde-
pictedin Figure4.

However, thegovernment cannot devaluethe
currency to makeitsgoods more competitive abroad
nor can it use monetary policy to stimulate the
economy. Thegovernment lacksthe necessary tools
to effectively manage arecession (Murphy, 2001).
The government may utilizefiscal policy to stimulate
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Figure4: Collapseof the Argentine Economy
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the economy, though large government deficitsen-
courageinflation, which servesto increase deprecia-
tion pressure (Salma, 1993). Nonetheless, econo-
mieswith fixed exchangerateswill experience severe
recessionsin responseto external shocks.

V. Previous Research

Both economic theory and case studiesclearly
indicatethat afixed exchangerate can effectively dimi-
nate hyperinflation, and thus provide economic sta-
bility and growth in the short run. Fixed exchange
ratesand dollarization help to break the self-perpetu-
ating cycle of hyperinflation, and some economists
view these policiesastheonly viable solution for many
of the inflation-prone Latin American countries.
Doallarization involvesfixing acurrency to theUSdol-
lar regardlessof market influences. Currency boards
create credibility, which many Latin American coun-
tries lack due to recent histories of hyperinflation
(Salma, 1993). Until recently, many economists ex-
tolled Argentinaasthe successstory of Latin America
and viewed the Argentine currency board asthefoun-
dation of the country’ sseven yearsof economic growth
(Murphy, 2001).

According to economic research, small open
economies, heavily dependent upon trade with the
US, will experiencethemost successfromdollarization
or an exchangerate pegged to thedollar. Examples
of successful dollarization include Ecuador, El Sava
dor, and Panama (Von Furstenber, 2000). However,
the Argentine economy ismuch larger and essentialy
aclosed economy, consdering that consumption rep-

resents 83% of GDP. Therefore, many economists
viewed the Argentine peg as unsustainable (Ander-
son, 1999).

Higtorically, larger economieshavefailed to
maintain fixed exchange rates for more than a de-
cade. Economigscitethelossof monetary indepen-
dence, which reducesthe ability of acountry to re-
spond to external shocks, asthe primary drawback
of afixed exchangerate (Gajewski, 2001). Inretro-
spect, Argentina sfixed exchange rate should have
served asan intermediate step to control hyperinfla-
tion. A fixed exchangerate cannot createlong run
economic prosperity nor canit replace healthy mac-
roeconomic policy. Thethesisof thispaper, which
assertsthat Argentina sfixed exchange rate under-
mined long run economic welfare for short run ben-
efits, supportsthese conclusons.

V. Evidenceand Results

Empiricad evidence supportstheassertionthet
afixed exchangerate can effectively combat hyperin-
flation, thus providing economic stahility. Immedi-
ately following the implementation of the fixed ex-
changerate, inflation plummeted fromthe quadruple
digitsto lessthan 1% in 1991, which is one of the
lowest ratesintheworld (Anderson, 1999). Thein-
flation rate averaged around 4% while the peso re-
mained pegged to the dollar during the 1990's.
Argentina's pegged exchange rate achieved its pri-
mary god of immediate price Sabilization.

Statigtical dataalso confirmsthat afixed ex-
changerate can promote economic growthintheshort
run. During the 1980’'s, GDP declined annually at a
rate of 1.1% dueto recessions and economic insta-
bility. Following theimplementation of thefixed ex-
changerate, GDPincreased 10.6%in 1991 (Ander-
son, 1999). GDP growth averaged 6.1% from 1991
to 1997, thehighest in Latin America, thus securing
seven yearsof economic growth (“ A Declinewithout
Parallel,” 2002). Thefixed exchangerate promoted
economic growth, becauseit restored confidencein
the Argentine economy by achieving price stability.
Interest ratesfell from69.2%in’91t06.8%in’98
(Anderson, 1999). Lower interest ratesand astable
economy spurred alargeincreasein both domestic
and foreigninvestment. Capital rapidly flowed into
Argentinafollowing theimplementation of thefixed
exchange rate, which helped promote economic
growth (Ggewski, 2001). Productivity dso increased
asinvestment modernized both theindustrial and ag-
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ricultural, sectorsfurther increasing GDP.

Argentine economic variables support the
conclusonthat afixed exchangerate can jeopardize
long-term economic welfare. Inorder to achievea
one-to-one convertibility ratio, the peso had to ap-
preciatesgnificantly. Thefixed exchangerate, which
forced therelative appreciation of the peso, caused
Argentine goodsto becomerelatively more expen-
sive abroad dueto the peso’sinflated value. Conse-
guently, net exports decreased fromarecord trade
surplus of $8.3 hillion during 1990 to adeficit just
two yearslater (* Argentina Higtory intheMaking?’
1992). A decreasein exports hindersthe growth of
GDP, which negatively impacted the Argentine
€CoNoIMmy.

Although low interest rates helped create economic
growth, low interest ratesand newly available credit
allowed the Argentine government to accumulatea
very largedebt, totaling $155 hillion. Debt composed
34% of GDP in’91 and then rose to 51% by ' 99.
Thelarge government debt placed astrain uponthe
econony, becauseit consumed alargeportionof GDP,
which could have been used to stimulate the economy.
Debt servicing composed 25% of government ex-
penditure and 3% of GDPin’98 (Anderson, 1999).

In order to maintain the overvalued peso
againg depreciation pressures, thegovernment raised
interest rates and purchased its own currency with
dollars. Inaddition, the sale of dollarsreduced the
central bank internationa reserves, causing the cause
interest rate to increase and money supply to fall.
Interest rates, which hovered around 6% from 1996
to 2000, rapidly rose to 45% 2001 (Latin Focus,
2002). Dueto increasing interest rates and falling
investor confidence, investment growth rate decreased
from 17.7%in 1997 to —12.6% in 1999 (L atin Fo-
cus, 2002). Evidenceindicatesthat the one-to-one
peg overvauedthepeso. Althoughofficidly onepeso
could be exchanged for one dollar, the market sug-
gested otherwise. Thepeso interest rate surcharge
of 500 basis points over the dollar casts doubtson
the one-to-one convertibility (\Von Fursenber, 2002).
Evidencedsoindicatesthat Argentina sfixed exchange
rate compromised its ability to respond to external
shocks, which caused severe contractionsinthe Ar-
gentineeconomy. Asaresult of Mexico’'sdevalua-
tion of the peso, the Argentine economy suffered and
GDP contracted 5% in‘95. When Brazil devalued
thered in‘98, onceagain, Argentinafell into areces-
gon(Gaewski, 2001). Despitelarge, oftenirrespon-
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sible government investment and expenditures, ag-
gressive expansonary fiscal policy failed to stimulate
the economy. Sincethe fixed exchange rate elimi-
nated monetary policy asan option, the government
continued to futilely rely uponineffectivefisca policy.
Eventualy, rapidly deteriorating economic conditions,
forced Argentinato default onits$155 billiondebt in
January of 2002, which representsthelargest single
default intheworld (* A Declinewithout Parallel,”
2002).

Dueto therapidly deteriorating economic conditions
and the obviously overvalued state of the peso, the
president of Argentina, Eduardo Duhalde devalued
the peso to a 1.4 exchangerate in January of 2002.
Currently, the economy remainsin arecession with
unemployment reaching 25%. Forecastspredict that
therecessonwill worsen, and GDPwill decrease 5%-
10%in 2002 (“A Declinewithout Parallel,” 2002).
Argentina sexperienceindicatesthat afixed exchange
rate can produce disastrous effects upon an economy
inthelong run.

V1. Concluson And Policy Implications

Inhindsight, Argentina ssituation clearly il-
lustratesthe dangersof relying heavily uponarigidly
fixed exchangerate for prolonged periods of time.
Whileafixed exchangerate can effectively eiminate
hyperinflation, thuspromoting economic growthinthe
short run, it can create acute economic problemsin
thelong run. A fixed exchangerate can decreasea
country’scompetitivenessabroad and it relinquishes
control of monetary policy. Consequently, afixed
exchangerate compromisesacountry’sahility to cope
with adverse shocksto the economy. Argentina's
downfall was not that it chose to adopt afixed ex-
changerateinorder to combat severe hyperinflation,
but that it failed to modify this policy asthe economic
conditionschanged. A fixed exchangeratecanserve
asan intermediate step towards economic develop-
ment, but it isnot apanaceafor irresponsiblegovern-
ment spending or other fundamenta macroeconomic
problems.

Unavoidably, Argentinawill haveto modify
itsmonetary policies, including former exchangerate
policies, aswell as address more fundamental eco-
nomic problems, such as imprudent government
spending, ineffectivetax collection, and inflexible la-
bor markets. Intermsof currency reform, Argentina
hasaready devalued itspeso, though further devalu-
ationappearsinevitable. If Argentinaadoptsafloat-
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ing, market-based currency, it could utilize monetary
policy to help manage the country’sprolonged reces-
sion. Inaddition, Argentina'srecent default of $155
billion emphasizes the country’s need for fiscal re-
form. Inorder to promote the future economic wel-
fareof Argentina, the country must beginrepairingits
reputation and establishing itspotentia among inves-
tors, banks, and governments. Perhaps most impor-
tant, Argentine politiciansmust regainthetrust of its
peoplein both the government and the economy, in
order to achieve economic recovery and eventual
prosperity. AlthoughArgentina seconomic recovery
will inevitably involve hardship, hope existsfor this
country. AccordingtotheWorld Bank, Argentina's
productive potentia is*unsurpassedinLatin America’
(“ Argentina: Higtory inthe Making?’ 1992).
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