The Financial crisis of Argentina in 2001


Abstract

The Argentine Financial crisis, which started at the end of 2001 and lasted until the end of 2002, was one of the worst crisis of its history.  In the course of the 3 years prior to the crisis the GDP fell around 20%, the Argentine government already faced growing problems to pay its debt, and the banking system was starting to collapse.  Foreign investors started to withdraw their investments, after the Argentine government released to peg with the dollar, the argentine currency depreciated to a low of 390%. This course of events surprised many observers, because during most of the 1990’s Argentina was considered as  a model of a successful economic policy. 

This paper is divided in 3 sections: Section I will discus the economic situation before the crisis, the vulnerabilities and weaknesses in the economy and the factors that led to the crisis. Section II will discuss external factors that contribute to the crisis in Argentina and furthermore it will discus other emerging economies. In section III the conclusion and implementation will be given.  

Section I

1. Introduction
On December 20th 2001 the Argentine government resigned after heavy and violent demonstrations in Buenos Aires against the de La Rúa administration. The unemployment rate of 18,3%  reached its highest level since 1998 and poverty was striking. 

The government debt amounted to $ 141 billion and due to a lack of confidence in the Argentine banking system foreign direct investment was withdrawn, which increased the debt burden of Argentina. Another result of the mistrust in the Argentine banking system was the withdrawal of approximately $ 1,3 billion from private accounts. The Minister of Finance Mr Cavallo announced restrictions on the amount of money the Argentineans were allowed to withdraw. This started the general strike of December 13th and the riots and looting soon after.

In this period, which started at the end of 2001 and lasted until the end of 2002, Argentina faced the worst economic and financial crises of its history. In the course of the 3 years prior to the crisis the GDP fell around 20%, the Argentine government already faced growing problems to pay its debt, and the banking system was starting to collapse. When the Argentine government released the peg on the dollar, the exchange rate of the Argentine dollar relative to the US dollar reached a low at Arg. $ 3,90 per US dollar in June 2002
. The inflation in Argentina in that year was over 70%.      

This course of events surprised many observers, because during most of the 1990’s Argentina was considered as a model of a successful economic policy. Indeed, many thought that the instability that had characterized the Argentine economy for such a long time was a thing of the past.

The Argentine crisis, which caused poverty for most of  the Argentineans among many other hardships, was very surprising since the economic performance of Argentina was quite strong in the beginning of the 90’s. The convertibility policy had been praised by the US and the IMF and was recommended to other developing countries. In the past Argentina frequently had been facing hyperinflation, while in the 90´s inflation was reduced to a single digit indicator. The economic growth was also remarkable: on average Argentina had a higher GDP then neighbouring countries. The Argentine economy also remained stable during the financial crisis in Mexico during the mid-90´s (the Tequilla crisis). Which brings us to the interesting question: what caused the crisis in Argentina? 

2. The economic situation before the crisis

2.1. Argentina’s Convertibility Plan 

Like most Latin-American countries, Argentina has an economic history of instability and hyperinflation. As can be seen in table 1 hyperinflation peaked in the 80’s up to a rate of  565.7 % in comparison with the previous decade.  This implies that consumer prices in this period  exploded on a monthly basis. Citizens of Argentina were forced to find alternative means for saving, to determine prices and to do money transactions. 
	Table 1 Macroeconomic indicators of Argentina
	
	
	
	
	
	
	
	
	
	
	

	 National  Accounts
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	GDP growth (%)
	-3 
	6 
	8 
	4 
	-3 
	-1 
	-4 
	-11 
	9 
	9 
	9 

	Unemployment rate (%)
	7 
	19 
	14 
	13 
	14 
	15 
	19 
	18
	16 
	13 
	11 

	CPI/inflation (%)
	3 
	0 
	1 
	1 
	-1 
	-1 
	-1 
	26 
	13 
	4 
	10 

	Real Effective Exchange Rate 
	105,1
	112,4
	122,5
	133,1
	148,5
	167
	129,6
	44,8
	..
	..
	..

	 GINI index
	..  
	49 
	..  
	50 
	..  
	..  
	52 
	53 
	51 
	51 
	..

	Fiscal measures
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 External debt, total (% of GNI)
	39 
	42 
	45 
	49 
	52 
	52 
	58 
	156 
	134 
	114 
	75 

	 Short-term debt (% of exports 
	73 
	71 
	87 
	83 
	86 
	73 
	55 
	46 
	59 
	61 
	71 

	 Short-term debt (% of total external debt)
	22 
	21 
	25 
	22 
	21 
	20 
	13 
	10 
	14 
	16 
	27 

	 Total debt service (% of exports 
	30 
	39 
	50 
	57 
	75 
	70 
	42 
	16 
	38 
	29 
	21 

	 Total debt service (% of GNI)
	3 
	5 
	6 
	7 
	9 
	10 
	6 
	6 
	12 
	9 
	6 

	 Current account balance (% of GDP)
	-2 
	-2 
	-4 
	-5 
	-4 
	-3 
	-1 
	9 
	6 
	2 
	3 

	 Trade in services (% of GDP)
	4 
	5 
	5 
	5 
	5 
	5 
	5 
	8 
	8 
	8 
	8 

	 Trade (% of GDP)
	20 
	21 
	23 
	23 
	21 
	22 
	22 
	40 
	39 
	43 
	44 

	Source : World Bank, WDI; IMF
	 
	 
	 
	 
	 
	 


In 1991 the Minister of Finance Mr Domingo Cavallo  launched the Convertibility Plan, which established a new era of high growth and low inflation. The Convertibility Plan consisted of structured and disciplined macro-economic policies and a market-oriented structural reform, in order to improve and establish macro-economic credibility and stability.  The Convertibility Plan created a Currency Board arrangement, according to which the exchange rate of the Argentinean peso  was fixed in relation to the US dollar.  The exchange rate could only be changed by amendment of the legislation.   

The objective of the Convertibility Plan was to create strict control over monetary and tax- policy by eliminating the possibility of inflationary financing of fiscal deficits, and the ensuing creation of additional money, measures that former governments often resorted to. The Currency Board also limited the possibilities of the Central Bank of Argentina to provide loans of last resort. 
As Kurt Schuler remarked:  “A Currency Board is a monetary authority that issues notes and coins convertible into a foreign anchor currency or commodity (also called the reserve currency) at a truly fixed rate and on demand. An orthodox Currency Board typically does not accept deposits” 
. An anchor currency is internationally accepted and is expected to be stable, like the US dollar, the British pound and recently the Euro. In the case of Argentina the Central Bank of Argentina would replace all coins and notes of the Argentinean peso, and all liabilities and assets by the US dollar, the so called Dollarization1. Legislation determined the reserves of the Currency Board to be approximately 100% of the money in circulation. The objectives of the Currency Board were to eliminate fluctuations of exchange rates, especially in relation to the US dollar, to lower the interest rates and thus to stimulate growth.

The government of Argentina also implemented other reforms to strengthen the national financial and capital markets, and to open up the Argentine economy. Argentina joined the Mercosur customs union and lowered tariffs and abolished import quotas. It carried out substantial tax-reforms and privatised public companies.        
2.2. The economic expansion and its underlying vulnerability  

The direct effect of the Convertibility Plan was an increase of the real GDP of approximately 10 % in the first 2 years after the introduction of the plan and of almost 6 % in the following years (Appendix 1). The extremely high level of inflation during the 80’s decreased, and stabilised in ‘93 to a single digit. Due to the economic stability in Argentina, confidence in its economy increased nationally as well as internationally.  Consumption went up and contributed significantly to the GDP in the years immediately after the introduction of the Convertibility Plan, although it drastically diminished in ‘95, as a result of the Tequilla crisis. 
Until this crisis the inflow of capital grew, but after it a reversal of capital flows and a fall of economic activities set in. Exports grew averagely with  8% on an annual basis between 1990-1998.

Although the economic performance of Argentina was quite positive, there was also a downside, namely some structural weaknesses of the Argentine economy, especially in the fields of public finance and the labour market. While the exports annually grew with an average of 8%, imports increased averagely on a rate of 25%. The tax-policy was very loose in terms of deficit measures. The government expenditure exceeded the government budget, which resulted in a growing dependency on borrowed capital. For the first time the economic reforms were showing some problems. 
The Currency Board had to reduce the hyperinflation and to create a stable economic structure, but it also put restrictions on monetary policy. The anti-inflationary measures of the the Currency Board in combination with the peg on the dollar resulted in a smaller flexibility of the Argentine economy. Since the Argentine dollar was pegged to the US dollar, it was not possible to devaluate it, to reduce imports and to increase exports. This resulted in a large financial vulnerability, since external and public debts were growing. In addition, the labour market was also very rigid due to pressure from labour unions. Internal prices and wages were  linked relative to each other.
3. Vulnerabilities and weaknesses 

3.1 Public Finances

Despite the rapid growth in the begin 90’s, Argentina encountered serious difficulties with its public finance in the same period (Table 2). In the course of  1992-2001 public finance deteriorated. This was a result of the trade balance deficit, combined with a persistent off-budget federal expenditure. Public debt managing absorbed 62.2% of the GDP in 2001. Off-budget expenditure grew due to a rise of public spending, accompanied by increasing interest payments.  

	Table 2 Fiscal Indicators, 1992-2001
	
	
	
	
	
	
	
	
	
	

	(In percent of GDP, unless otherwise indicated)
	
	
	
	
	
	
	
	
	
	

	 

1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Overall public sector *
	
	
	
	
	
	
	
	
	 

	Balance (excluding capitalized interest)
	-0,4
	0
	-1,4
	-2,3
	-3,1
	-2
	-2
	-4,1
	-3,6
	-6,3

	 
	Revenue 
	23,4
	24,6
	24,2
	23,2
	22,2
	23,2
	23,8
	24,3
	24,7
	23,6

	 
	Expenditure
	23,8
	24,6
	25,6
	25,5
	25,4
	25,3
	25,9
	28,5
	28,4
	29,9

	Primary balance
	1,4
	1,4
	0,2
	-0,5
	-1,1
	0,3
	0,6
	-0,7
	0,4
	-1,4

	Structural balance **
	0
	0
	-2
	-1,4
	-2,7
	-2,6
	-2,8
	-3,5
	-2,1
	-3,1

	 
	
	
	
	
	
	
	
	
	
	
	 

	Debt ( end of period)
	30,7
	30,6
	33,7
	36,7
	39,1
	37,7
	40,9
	47,6
	50,9
	62,2

	Interest expenditure in % of revenue
	8,1
	5,8
	6,4
	8
	9,3
	10,1
	11
	14
	16,4
	20,6

	Inclusion of off-budget federal expenditure ***
	
	
	
	
	
	
	
	
	
	 

	 
	Balance
	-3,1
	-3,4
	-3,9
	-3,4
	-4
	-2,6
	-2,5
	-4,8
	-4,2
	-6,9

	 
	Primary balance
	-1,2
	-2
	-2,4
	-1,5
	-1,9
	-0,3
	0,2
	-1,4
	-0,1
	-2

	 
	Structural balance
	-2,6
	-3,5
	-4,5
	-2,5
	-3,6
	-3,2
	-3,2
	-4,1
	-2,7
	-3,6

	 
	Impulse
	…
	1,3
	0,9
	-2,4
	1
	-0,5
	-0,2
	0,1
	-2,1
	0,1

	Federal Government
	
	
	
	
	
	
	
	
	
	 

	Balance
	-0,2
	0,9
	-0,5
	-1
	-2,5
	-1,6
	-1,3
	-2,5
	-2,5
	-4,4

	 
	Revenue 
	19
	19,9
	19,4
	18,6
	17,6
	18,5
	19
	19,4
	19,6
	18,8

	 
	Expenditure
	19,2
	19
	19,9
	19,6
	20,1
	20,1
	20,3
	21,9
	22,1
	23,2

	Main economic indicators
	
	
	
	
	
	
	
	
	
	 

	Growth of real GDP %
	10,3
	5,7
	5,8
	-2,8
	5,5
	8,1
	3,9
	-3,4
	-0,8
	-4,5

	Growth of potential GDP % ****
	3,5
	3,5
	3,5
	3,4
	3,5
	3,5
	3
	2,6
	2,4
	2,4

	Output gap % *****
	-2,1
	0,1
	2,4
	-3,8
	-1,9
	2,5
	3,3
	-2,7
	-5,7
	-12,1

	Off-budget expenditure of federal government ***
	2,7
	3,4
	2,5
	1
	0,9
	0,5
	0,4
	0,7
	0,6
	0,6

	*
	Consolidated fiscal accounts of federal and provincial governments

	**
	Actual balance corrected for the economic cycle ( i.e the difference between actual and potential GDP)

	***
	Includes various court-ordered compensation payments, including to pensioners and former victims of political prosectution 

	****
	Derived on the basis of a Hodrick-Prescott filter using quaterly GDP data from 1995 onward

	*****
	Positive figure indicates GDP above potential

	Source: IMF, World Economic Outlook
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


The crucial mistake the Argentine government made in its policy making was an extremely optimistic view of the Argentine economic growth potential, although this view was shared by observers such as the IMF.  The economic performance and low inflation in combination with the macro-economic stabilisation in the beginning of the 90’s created the impression that Argentina would have a potential growth of 5% per year, and this conclusion was strengthened by the increase of labour-productivity.    
As a result of the optimism concerning the growth potential of Argentina; the fact that the macro-economic indicators of Argentina where stable; that interest rates were on average 5%; that the inflation rate was low and that an average annual growth of  5% of the GDP was expected, the underlying vulnerabilities related to the public debt were neglected . The macro-economic indicators and the future prospects seemed a good justification for the government to rapidly increase primary expenditure, which enhanced the tendency towards a higher indebtedness. The problem with the rising debt ratio, however, was that Argentina steadily became more and more financially dependent, which made the domestic market conditions vulnerable. 

Furthermore, the Argentine states borrowed money according to a very complex intergovernmental transfer system, which, in combination with the policy to delegate responsibility for public expenditures to locale state authorities, greatly diminished the fiscal flexibility.  Since the Argentine states accounted for 30 % of the federal budget, whereas the expenditure on social security amounted to 30%, and that on interest payments to 10% of the total budget, the federal Argentine government had very little financial room to move as a result of the combination of these factors.      

These financial problems created social and political tensions and these tensions were resolved simply by printing banknotes. Due to the Currency Board policy the government’s way out to practise inflationary financing was abolished and therefore the social and political tensions could not be tackled immediately. Polarisation of social groups, caused by rival claims on the budget of the federal government, put even more pressure on the indebtedness of the public sector.

3.2. External Sector

Another key weakness of the Argentine economy was the low share of exports in the economy (10% of the GDP). This low share of exports was not a consequence of the strong Argentine dollar, it was an effect of the convertibility system and other financial reforms of the Argentine government. They led to extensive and sometimes painful changes in Argentina’s economy; it became more open to international trade. Imports increased fast, but were mainly used for consumption and the improvement of domestic services. All this created the following weaknesses:  
1. The Argentine exports could not provide sufficient reserves counterbalancing swings in domestic demand. During the slump of 1998, when both consumption and investment declined, the Argentine exports were not large enough to keep the economy out of a recession.


2. The Argentine economy was therefore dependent on shifts and changes of the investors’ confidence in the international capital markets. At moments of diminished inflows of capital, the Argentine economy couldn’t generate the necessary export revenues to pay for imports and debt service.


3. Argentina had a relatively low external debt-to-GDP ratio, which was less than 50 percent in 1998. But on the other hand Argentina maintained a dangerously high debt-to-export ratio of 455%, as a result of the low export share (figure2). 
Figure 1: External debt ratios in selected countries

 [image: image1.emf]
The high debt-to-exports ratio created a high vulnerability to external shocks in the case of any decline in the growth of exports. In addition, the real exchange rate of the Argentine dollar  was overvalued, which gave a misleading view of the debt-to-GDP ratio. According to the IMF, Argentinean exports would increase with approximately 12% and the debt-to-export ratio would stabilise at 450%. But in 1999 the Argentine exports decreased with more than 12% and the debt-to-export ratio rose to 530%.
3.3. Financial System
The Argentine financial system was not the main factor which caused the crisis, although the system gave rise to some vulnerabilities, because of its strong dependence on foreign lending and on the practice of informal Dollarization. The financial system in Argentina could be considered as relatively underdeveloped in comparison with other financial systems, although it little differed from those of other Latin-American countries, such as Mexico and Brazil. Both three countries score very low according to the standard measures of financial development (see Appendix 2 ). 

No doubt the confidence Argentina had in the financial sector would create problems in a crisis, particularly when the country would be confronted with external shocks. In addition to the weak Argentine financial system and the small tendency to balanced equity finance contributed to an extreme dependence on foreign lending, thus creating a high risk of liquidity problems. 

The Argentine government made significant changes in the financial sector during the 90’s, by improving the efficiency of the banking system and opening up the financial markets for foreign institutions. The banking structure that was created had greater financial liquidity and was reasonably capitalized, although the profitability of banking  remained very low. The Currency Board exposed the financial institutions to a high credit- and liquidity risk in cases of devaluation or a systemic bank run.
To conclude, there were three types of shocks the Argentine banking system would have grave problems to cope with: 

· economic downturn

· devaluation of the exchange rate 

· default of the public sector

The international banks in Argentina, on the other hand, contributed to a reinforcement of the Argentine banking system, since they had more flexibility, as they were not involved in the Argentine economy and politics. But the vulnerable position of the Argentine banking system exposed them to a higher financial risk, and this was the reason they abandoned Argentina.  
3.4. Labour Market

Since the Currency Board was a fixed exchange rate system, it presupposed a flexible domestic consumer- and labour market to react to internal economic shocks.  

Historically the Argentinean labour market was inflexible, and characterised by a high trade-unionisation, which influenced the labour-policy of the government. As a result of this influence the labour-regulation was very protective for individual workers. High barriers were created to fire employees and social security was, given the circumstances, beneficial.  Furthermore, in the field of big industry collective bargaining reduced wage-flexibility. The effect of the government’s intention to provide fairness and social cohesion by implementing protective measures was that Argentina would have serious difficulties in reacting to exogenous shocks. 

In the early 90’s the Argentine government implemented a number of reforms to make the labour market more flexible. These reforms included special training contracts, fixed-term contracts and the facilitation of temporary hiring and more flexible working hours for small and medium-sized firms. The overall progress made in regulating the labour market was, however, limited.

4. The factors that led to the crisis.

There is still heavy debate among economists about the causes of the economic crisis in Argentina. Different theories and explanations indicate different factors as the crucial ones.  Here are some examples:

Feldstein (2002) holds that the crisis was a result of the overvaluation of the exchange rate, which could not be corrected and led to an excessive foreign debt
. 

Perry and Servén (2002) discovered that the crisis was caused by a combination of vulnerabilities such as the high public debt and weak policies of public finance, hidden weaknesses of the financial sector, and the impossibility of deflationary adjustments under the peg. It’s impossible, in their view, to single out one vulnerability and consider it crucial for the crisis. All the vulnerabilities put together strengthened each other under the external shocks of the beginning of 1997, and added to overvaluation of the currency and negative expectations in the economic forecasts, brought about the downturn of 1998. The Argentine economy was trapped in a vicious circle, and with the existent rigid and insufficient policy instruments it was hard to get out of that vicious circle. 
 

Mussa (2002), in contrast with the other economists, states that given the decision to stick to convertibility, it was not the external shocks in the beginning of 1997 and the rigidities of the labour market that triggered the crisis, but the persistent inability of the Argentine government to formulate a good fiscal policy.

4.1. The difficulties of combining the currency board and the financial system

As already explained in the previous chapters, the purpose of the Convertibility Plan and the Currency Board was to put an end to the historical factors that caused the chronic hyperinflation of the Argentine currency. The functioning of the Currency Board, however, was quite detrimental to trade and economic activity.

As a result of the Tequilla Crisis in 1995 Argentina needed a strong capital- and banking system. But the Currency Board prevented the Argentine Central Bank to act as a lender of last resort. Therefore new reforms of the banking system had to be carried out. Argentina made its banking system more internationally oriented and flexible. The system now had enough liquidity and was sufficiently capitalized to withstand a range of shocks, and thus convertibility was ensured.   

But the banking system still had some hidden weaknesses that undermined its capacity to deal with certain types of shocks.

· The system lacked methods to deal with adverse effects on the capacity to pay off the non-trading sector, when the real exchange rate would be depreciated. Since a nominal devaluation could not take place, the effects of a depreciation would be a slow nominal deflation and unemployment.  


· The Argentine financial system was heavily burdened by the public sector and the danger a national debt crisis became imminent.

· The liquidity risk management safeguards of the banking system were insufficient to protect the payment system against a depositor run.

As a result of a series of external shocks, namely high public spending during the boom years, the appreciation of the US dollar and therefore also the Arg. Dollar in comparison with other currencies and the crisis in Brazil, the Argentine economy fell into a currency trap in 1999. 
The main events as an result of the currency trap was; an overvaluation of the Argentine dollar, which caused problems for the Argentine government to finance public debt and stagnation of economic output. To overcome the currency trap the government implemented tax based fiscal adjustment and to stimulate the confidence in the Argentine economy. Furthermore, measures to enlarge labour flexibility, taken to compensate for the exchange rate overvaluation, turned out to be ineffective due to the influence of pressure groups. The public debt burden grew heavier and heavier.  

4.2. The involvement of the government in the crisis

To understand the involvement of the Argentine government in the crisis, the following political and economical events should be taken into consideration see Appendix 2.

In December 1999 Fernando De la Rúa was elected president and his administration was directly caught in a currency-growth-debt (CGD) trap. The real exchange rate of the Argentinean dollar was overvalued, economic growth was stumbling, and public debt was even harder to manage . Some economists argue that the real problem started with president Menem, the predecessor of De la Rúa. President Menem did little to solve the public debt problem. Actually, Menem was accused by many that he wasted his second term as far as socio-economic policy was concerned, concentrating almost exclusively on gathering support for an unconstitutional third term. He allegedly avoided dealing with major problems like the inflexible labour law and government bureaucracies. 

In January of 2000 the Argentine government attempted  to restore investors’ confidence by fiscal adjustments,  by decrease of taxes  and to stimulate more inflow of capital into the economy. The ultimate goal of the Argentine government was to create a stable current account and to prevent a further increase in the public debt. However, given that the government could not restore the confidence and growth neither was improve, the fear for a possible debt default grew. The IMF financial package of US$ 40 billion was not enough to restore the economic growth in Argentina.

In spite of the number of vulnerabilities in relation to government debt, the Argentine dollar and the banking system remained quite stable until March 2001. Minister Cavallo had expressed the opinion that the peso should eventually float, and apparently he considered changing the peg with  the dollar, into a basket of half euro and half dollar. Intra-bank interest rates of the Argentine dollar increased by a 100 %  immediately. 

The – inadequate - response of president De la Rúa to the policies of the previous administration was to realize two large tax increases: of income tax and of the tax on tobacco. Furthermore, in April 2001 the so-called Competitiveness Law levied a tax on financial transactions. These policies did not had any effect on economy and  the government’s ability to decrease it’s debt burden. The international financial markets were afraid for an possible government default.   
In June 2001, the Argentine congress approved to abolish the convertibility system and changed the exchange rate. Minister Cavallo would implement a preferential exchange rate for exports. 
The consequences of this were the imposition of a tax on imports, subsidies on exports , a lowering of reserve requirements, and the announcement of a possible peg of the peso to the dollar and  the euro, if these 2 currencies would have a ratio of 1:1. 

The whole Argentine banking and financial system collapsed. The Argentine government had to stop public expenditure for an half year, to reach a “zero deficit”. The crisis exploded, since there was no confidence in the Argentine economy and  investors and depositors funds left the country. The Argentine government had to resign  at the end of 2001.
In conclusion we may say that while the strategy of stimulated growth was not successful, the government also failed to provide an exit strategy for the CGD trap. It rather deepened the uncertainty about the currency- and debt-components of the trap, which accelerated the crisis.

5. Conclusion

Argentina’s crisis involved vulnerabilities that were already present in the economic system, or developed in the boom years of the 90´s. The main factors of these weaknesses were: public debt dynamics, monetary policy constraints as a result of the functioning of the Currency Board, and limitations on the structural side. 

The most pressing problems Argentina needs to solve now to restore economic growth, concern its currency, its financial system, and its tax system, because there is little trust in the currency or the fiscal system. There are many other aspects of the economy that need reform also, but the currency, the financial system, and the tax-system are the most urgent.

The reforms that were realised after the Tequilla crisis had made the Argentine financial system fairly stable. The financial system worked adequately under the Currency Board and  the circumstances of dollarization, although the system had its vulnerabilities. When the Argentine government got caught in a currency-growth-debt trap in 1999, this triggered the financial crisis. Economic growth wasn’t realized and external credit dried up, which narrowed the options for the Argentine government. Measures to escape the CGD trap now would be much more costly. The crisis probably could have been minimized, or even averted, by an earlier dollarization, provided that this would have been followed in time by the introduction of greater nominal flexibility. 

Section  II

External Shocks and the other financial crises
1. A timeline of events of financial crises that took place
1.1. The Tequila financial crisis

In December 1994 the Tequila financial crisis started, when the Central Bank of Mexico was forced to widen its currency band of the peso, as a result of capital outflow. This directly led to a devaluation of 15% and further outflow of exchange rate reserves. While the Mexican peso was being depreciated the interest rates in pesos were going up.  These events created a fear among international investors that the Mexican government would default on its short term pesos bonds. The panic that was created by these investors in the international financial market caused speculations on a Mexican default, which in turn contributed to a massive capital outflow. The subsequent panic caused not only outflows of foreign capital from Mexico, but it a similar chain of events  also spread to most of Latin America, where Brazil and Argentina suffered the most.  In response to the outflow of capital the Argentine government made a number of reforms in the financial sector.

During the Tequila crisis the Argentine economy remained stable as a result of some positive external factors. The US interest rate fell, which led to a depreciation of the US dollar, and furthermore there was an appreciation of the Brazilian real. These two external events contributed to a greater competitiveness of Argentina in world markets and this reduced the damage of the Tequila crises to the Argentine economy. 
The major difference between the Tequila crisis and other financial crises in the mid 90’s, such as the Asian crisis, was that its consequences almost exclusively hit the Mexican economy, although the emerging economies in Latin America did have some set backs from it. At that time these economies were strong and stable enough to prevent a spread . Furthermore, the international financial markets still had confidence in these economies at that time, since they had relatively strong macroeconomic indicators.

The other financial crises, in contrast, had dramatic effect on other emerging economies. Starting with the Asian financial crisis which spread to Russia, to Brazil and finally to Argentina and Turkey.  

1.2. The Asian Crisis
The financial crisis that struck almost entire Asia in 1997 came as  a surprise to all observers. The crisis led to an economic decline and recession in the entire region, which was characterized by macro-economic stability and sustainable growth of output and exports in, roughly, the last three decades. The Asian crisis was mainly caused by external shocks; the appreciation of the US $ and the increase of oil prices. The Thai bath was depreciated by 15-20%, and as a reaction to this depreciation the currencies of Indonesia, South Korea and the Philippines soon followed and eventually a currency meltdown occurred.

The negative effects of this crisis were more disastrous then anything since the great depression of the 30’s. Even highly developed economies like Hong Kong and Singapore experienced the effects from the blow of the crisis. After the devaluation of the Thai bath the Hong Kong stock market plummeted  and there were severe attacks on the Hong Kong dollar. But this financial crisis did not only hit Asia, it also had deep impact on the international financial markets. 

The stock markets around the world closed significantly lower: from -2.2% in The Netherlands to -6% in Canada on the 27th of August 1998
. The Asian financial crisis spread via  contagion to Russia and from Russia it crossed the Atlantic Ocean to Brazil and Argentina. In fact it was the Asian financial crisis that started the financial crisis in Argentina. 

After the Asian financial crisis was triggered by the devaluation of the Thai bath in July 1997, the international purchases of Latin-American bonds dropped. This is shown in figure 2.1. The US net purchases of bonds and equity in Latin America plunged in the period of a quarter of a year from $ 8 billion in June 1997 to zero in December the same year.   
Figure 2: Quarterly US Net Purchases of bonds and equity in Latin America

[image: image2.emf]
Source: Treasury International Capital (TIC) system, US Treasury Department

1.3. The Russian Meltdown

In the beginning of the 90’s Russia was  a very fragile economy and in a state of political instability. In comparison with other emerging economies the Russian macro-economic fundamentals were very fragile and the governmental policies were uncertain. The combination of the financial crises in Asia with the inadequate policies of the Russian government contributed to the Russian default. 

In August 1998, the Russian government announced a recovery plan to rescue the Russian economy. The most important measures of the plan were: to devaluate the Russian rouble; to close the Russian bond market; to restructure existing debts and to introduce a 90-day term on the repayment of foreign debts. The last two measures basically meant that the Russian banks were instructed to freeze payments to foreign creditors. The effect of the government measures was that international financial institutions lost trust in the Russian financial and banking system. Moreover, the Russian social and political situation worsened.

The news from Russia was dramatic for Argentina. The panic started again when international investors realised that the Russian government would probably not be able to bail out. They  feared that other vulnerable emerging markets were likely to follow. Therefore both Brazil and Argentina were hit. Capital inflow to Argentina, which was already reduced in the aftermath of the crisis in Asia, became negative in September 1998. Figure 2.1 shows to what extent US purchases of bonds and equity in Latin America were sold and thus the outflow of capital.

1.4. The Devaluation of the Brazilian real
After the Russian default the financial crisis spread towards Latin America by contagion.  International investors lost their confidence in the financial systems of emerging markets. Although countries like Argentina and Brazil had no financial ties with Russia whatsoever, they still were the victims of the panic of international investors. International investors did not differentiate between emerging economies; they presumed that what happened in Russia would eventually also occur in Latin America. The international investors created a self-fulfilling prophecy. A massive capital outflow was the result. Any macro-economic indices were flatly ignored. 
During the Russian crisis Argentina was badly affected by the capital flight that occurred in the emerging markets. At that moment the Brazilian economy had the same problem with the Asian crisis, where the general exit of investors brought the Brazilian economy to a depression. The Brazilian government attempted to loosen the pressure on the anxious investors by increasing the lending rate and cutting the government budget by 2.5% of the GDP. These government measures reduced the capital flight for a very short period.

The ultimate Russian default in August 1998 again brought pressure to the Brazilian real. This time interventions of the Brazilian government were not effective enough to stop the capital outflow, which amounted to a rate of $ 1 billion a day. The Brazilian government turned to the IMF for financial support. Despite the financial support obtained form the IMF, the Brazilian real devaluated by 8% within 2 weeks. This event directly affected the financial market in Argentina. The interest rates in Argentina rose sharply, the Argentine stock exchange plunged and Argentina was effectively excluded from the global financial markets. According to many observers it was the Brazilian devaluation that caused the financial and economic crisis of Argentina. Brazil was the major trading partner of Argentina and from the moment the Brazilian real was devaluated Argentina lost its competitiveness. In addition to the devaluation of the real, the US dollar was appreciated due to its strong economy. Since the  Argentine peso was pegged to the dollar it was also appreciated, which had a double effect in terms of trade. This had serious impacts on the economy of Argentina, since Argentina was very dependent on its trade relationship with Brazil. Brazilian export and import amounted to 30 % and  22% of the total export and import of Argentina. A low real in turn had a negative effect on the Argentine current account and put extra pressure on the public debt of Argentina. Capital inflow from Brazil diminished and import expenditure increased as a result of the cheaper real. 

2. The Asian crisis and the spreading of the contagion to emerging economies
The financial crisis started in March 1997. Investors started to lose confidence in the Thai government’s ability to maintain its currency pegged with the US dollar after a decline in Thailand’s exports. Foreign investors and financial institutions feared that their investments would be reduced in terms of US dollars, and that the Thai government would default on its  debt obligations.  This situation created herd-like behaviour and ended in a self-fulfilling prophecy. As a result of massive capital outflow, the attempts of the Thai government to protect the currency were in vain. When Thailand’s foreign exchange reserves were exhausted, the government had no alternative but to broaden the currency band.    

After the depreciation of the Thai currency, the financial institutions traced similar economies in the region, that could also be vulnerable to speculative attacks.  As a consequence the financial crisis spread quickly to the East-Asian region where countries like Indonesia, the Philippines, Malaysia and South Korea where hit. The economic damage to these countries caused an additional spread of contagion as a result of trade-effects. 

Before an analysis is made of the Asian crisis a brief description of contagion is necessary to understand the entire situation
2.1. Pure Contagion 
There are many different definitions of contagion in the numerous economic papers that describe the possible different channels through which contagion can spread  This paper sticks to pure contagion, which  refers to a situation in which a  small shock  in a particular region’s financial market can lead to the withdrawal of investments from the financial markets in the countries of this region. Since capital flow is very volatile and very sensitive to information it is subject to herd-like behaviour by international investors. 

This  is most likely to happen in emerging economies: the change in asset prices in Thailand, for example, had a direct effect in Malaysia and Brazil. Investors do not differentiate between emerging countries and do not consider the economic fundamentals of a country.  Such behaviour could be observed in East Asia after the devaluation of the Thai bath. Capital outflow took place not only in Thailand, but also in the neighbouring countries: Malaysia, South Korea, the Philippines and Indonesia.  

Remarkable was that not every country in Asia was affected to the same degree. The four countries mentioned above suffered a lot from the Asian crisis, but there were some Asian economies who were able to resist the Asian financial crisis and only had some minor set backs. In fact the Asian economies can be divided into the following groups:

1. Crisis-hit: The countries that were hit by he crisis, which is already explained above: Thailand, Malaysia, Indonesia, the Philippines and South Korea.

2. Crisis-resistant : The countries that were able to defend themselves from the financial crisis: China, Hong Kong, Taiwan

3. Crisis-safe: Singapore was the only country in the region with remarkably high on- going economic growth; it even showed economic indicators that outperform economies in the developed world. 

These three groups had similar macro-economic fundamentals of high growth, low inflation, and low budget-, and current account deficit before the crisis took place.  Still only the first group  was hit by the crisis. There had been a boost of capital inflow due to a booming economic performance in the 90’s, and a corresponding confidence of the international market. However, this inflow was that of short-term capital, since most of the investments were in the form of portfolio investments instead of foreign direct investments. 

The financial and banking sector in the crisis-hit countries borrowed foreign short term loans and lent the foreign loans to domestic companies who in turn invested in real estate property and other dubious ventures with uncertain value. From the moment the domestic borrowers missed debt payments the financial systems collapsed. The default on payments was accompanied by bankruptcies; foreign creditors withdrew their funds, which put more pressure on the financial situation of the borrowers and on the exchange rate.   Subsequently, what started as financial crises became an exchange crisis.   

2.2. Macro-economic fundamentals in East Asia
Table 2.1 shows that the countries hit by the crisis had relatively strong macro-economic fundamentals, except for the Philippines. The average real GDP rate of these countries was around 8% during 1990-96; they had an inflation rate between  3.5% and 11%  and a rather good fiscal performance. The current account deficits in terms of GDP were manageable in most countries, except in Thailand and Malaysia, where it amounted  to around 6%.  The short-term borrowing of foreign capital was used for excessive private investment.  The rate of domestic investment was much higher than the savings rate, the economic growth was mainly maintained by short-term foreign capital inflow.  

Table 3: Macro-economic indicators for East Asian Countries
	 
	1990
	 

1991
	 

1992
	 

1993
	 

1994
	 

1995
	 

1996
	 

1997
	 

1998
	 

1999
	Average of 1990-1996

	Thailand
	
	
	
	
	
	
	
	
	
	
	 
	 

	 
	Real GDP Growth rate 
	11,6
	8,1
	8,2
	8,5
	8,6
	8,8
	5,5
	-0,4
	-8
	1
	8,47

	 
	Inflation rate 
	6
	5,7
	4,1
	3,4
	5,1
	5,8
	5,9
	5,6
	8,1
	0,5
	5,14

	 
	Current account balance / GDP
	-8,3
	-7,5
	-5,5
	-5
	-5,4
	-7,9
	-7,9
	-1,9
	12,2
	8,8
	-6,79

	 
	Fiscal Balance/GDP
	4,6
	4,14
	2,53
	1,98
	1,98
	2,49
	1,04
	-1,6
	-2,88
	-3,84
	2,68

	 
	Broad money growth
	26,7
	19,8
	15,6
	18,4
	12,9
	17
	12,6
	16,4
	9,5
	4,7
	17,57

	 
	Private sector credit/GDP
	64,5
	67,7
	72,2
	79,8
	90,9
	97,5
	100
	116
	110
	…
	81,80

	Malaysia
	
	
	
	
	
	
	
	
	
	
	 
	 

	 
	Real GDP Growth rate 
	9,6
	8,6
	7,8
	8,3
	9,3
	9,4
	8,6
	7,7
	-7,5
	-1,6
	8,80

	 
	Inflation
	
	2,8
	2,6
	4,7
	3,5
	3,7
	3,4
	3,5
	2,7
	5,3
	3,8
	3,46

	 
	Current account balance / GDP
	-2,1
	-8,8
	-3,8
	-4,8
	-7,8
	-10
	-4,9
	-5,1
	12,3
	8,7
	-6,03

	 
	Fiscal Balance/GDP
	-3,08
	-2,48
	0,13
	0,52
	1,45
	1,3
	1,07
	2,58
	-1,91
	-6,05
	-0,16

	 
	Broad money growth
	18,2
	24,4
	18,1
	23,8
	15,8
	18,2
	23,7
	9,6
	1,3
	6,1
	20,31

	 
	Private sector credit/GDP
	71,4
	75,3
	74,3
	74,1
	74,6
	84,8
	89,8
	100
	109
	…
	77,76

	Philippines
	
	
	
	
	
	
	
	
	
	
	 
	 

	 
	Real GDP Growth rate 
	3
	-0,6
	0,3
	2,1
	4,4
	4,7
	5,8
	5,2
	-0,5
	2,3
	2,81

	 
	Inflation
	
	14,1
	18,7
	9
	7,6
	9,1
	8,1
	8,4
	6
	9,7
	8,5
	10,71

	 
	Current account balance / GDP
	-5,8
	-1,9
	-1,6
	-5,5
	-4,6
	-4,3
	-4,4
	-5,1
	1,8
	2,1
	-4,01

	 
	Fiscal Balance/GDP
	-3,8
	-2,4
	-1,3
	-1,6
	-1,7
	-1,3
	-0,6
	-0,7
	-2,6
	-2,7
	-1,81

	 
	Broad money growth
	15,5
	15,5
	11
	24,6
	26,5
	25,3
	15,8
	20,9
	7,4
	15
	19,17

	 
	Private sector credit/GDP
	20,5
	18,9
	21,5
	27,2
	30
	38,2
	50
	57,6
	50,5
	46,9
	29,47

	South Korea
	
	
	
	
	
	
	
	
	
	
	 
	 

	 
	Real GDP Growth rate 
	9,5
	9,1
	5,1
	5,8
	8,6
	8,9
	7,1
	5,5
	-5,5
	2
	7,73

	 
	Inflation
	
	8,6
	9,3
	6,2
	4,8
	6,3
	4,5
	4,9
	4,4
	7,5
	1,8
	6,37

	 
	Current account balance / GDP
	-0,8
	-2,8
	-1,3
	0,3
	-1
	-1,9
	-4,7
	-1,8
	13,1
	7,1
	-1,74

	 
	Fiscal Balance/GDP
	-0,67
	-1,62
	-0,49
	0,64
	0,32
	0,35
	0,28
	0,28
	-3,78
	-5,12
	-0,17

	 
	Broad money growth
	17,2
	21,9
	14,9
	16,6
	18,7
	15,6
	15,8
	14,1
	25,2
	…
	17,24

	 
	Private sector credit/GDP
	52,5
	52,8
	53,3
	54,2
	56,8
	57
	61,8
	69,8
	73,6
	…
	55,49

	Indonesia
	
	
	
	
	
	
	
	
	
	
	 
	 

	 
	Real GDP Growth rate 
	9
	8,9
	7,2
	7,3
	7,5
	8,2
	8
	4,6
	-13,6
	-3,9
	8,01

	 
	Inflation
	
	7,8
	9,4
	7,5
	9,7
	8,5
	9,4
	7,9
	6,6
	60,7
	25,4
	8,60

	 
	Current account balance / GDP
	-2,8
	-3,4
	-2,2
	-1,5
	-1,7
	-3,3
	-3,2
	-3
	-0,1
	2,8
	-2,59

	 
	Fiscal Balance/GDP
	1,34
	0,04
	-1,15
	-0,71
	0,01
	0,77
	1,16
	-0,7
	-4,46
	-6,48
	0,21

	 
	Broad money growth
	29,7
	24,6
	22,6
	21,1
	21,8
	26,7
	27
	27,4
	61,7
	15,6
	24,79

	 
	Private sector credit/GDP
	46,1
	45,8
	45,5
	48,9
	51,9
	53,5
	55,4
	61
	51,6
	…
	49,59

	Source: IMF, International Financial Statistics;World Economic Outlook
	
	
	
	
	
	


2.3. Short-term borrowing in East Asian economies

Table 3 shows the financial  involvement  of the 3 grouped economies   in foreign borrowing during 1990-96 (Desai 2003)
 ; it clearly explains the vulnerability of the crisis hit economies. These economies had a high foreign debt; Indonesia -57%,  followed by Thailand and the Philippines - 50%; the foreign short term debt of the crisis hit economies varied from 19 - 57%.  For instance, the foreign short term debt of South Korea of 50% was 203 % of  its foreign exchange reserves. Comparing the three groups with each other, Singapore stands out from the other countries and demonstrates a stable foreign debt, with a very low rate of foreign borrowing. During the period of 1990-96 Singapore had a total foreign debt of 10% of the GDP and a short term debt of 17%. 

Table 4: Foreign debt, Foreign exchange reserves, money supply in East Asian economies: 1990-96
	 
	Total foreign debt       ( % of GDP)
	Foreign short –term debt ( % of GDP)
	Foreign short -term debt        ( % of foreign exchange reserves)
	Foreign short-term debt/ M1 %
	

	 
	
	
	
	
	

	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	1 Crisis-hit economies
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	Thailand
	33-50 
	(rising)
	30-57
	(rising)
	63-107
	(rising)
	110-246
	(rising)
	

	Malaysia
	36-40
	(rising)
	12-28
	(rising)
	10-41
	(rising)
	10-35 
	(rising)
	

	Philippines
	69-50 
	(falling)
	15-19 
	(fluctuating)
	152-79
	(falling)
	116-89 
	(falling)
	

	South Korea
	14-28 
	(rising)
	31-50 
	(rising)
	72-203 
	(rising)
	48-141 
	(rising)
	

	Indonesia
	66-57
	(falling)
	16-25 
	(rising)
	149-177 
	(rising)
	86-146 
	(rising)
	

	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	2 Crisis- resistant economies
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	China
	16
	(no trend)
	18
	(no trend)
	67-24
	(falling)
	7
	(no trend)
	

	Hong Kong
	16
	(no trend)
	46-25
	(falling)
	24-14
	(falling)
	48-64
	(fluctuating)
	

	Taiwan
	10
	(no trend)
	88-68
	(falling)
	22
	(no trend)
	22-15
	(falling)
	

	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	3 Crisis-safe economies
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	Singapore
	10
	(no trend)
	17
	(no trend)
	2
	(no trend)
	8
	(no trend)
	

	 
	
	
	
	
	
	
	
	 
	

	Source: Financial Crisis, Contagion, and Containment Desai
	 
	 
	 


The main conclusion to be drawn from the events in the East Asian economies are: although the economies that where hit by the crisis, had impressive macro-economic fundamentals: low inflation rates and high growth rates, these impressive macro-economic indicators where fuelled  on foreign short-term borrowing. In Indonesia 177% of its foreign reserves and in South Korea 203%
3. The Russian Meltdown

In 1995 the Russian government launched a stabilisation program, which provided for structural and fiscal reforms, to lift up the Russian economic activity. This program was supported by the IMF with a credit facility. The measures the Russian government had taken, apart from the mentioned reforms, were the following: to fix the exchange rate; the Russian Central Bank stopped printing roubles, instead  governmental long- term bonds (OFZ) and governmental short- term bills (GKO’s) were used to facilitate the Russian governments financial needs. In the 90’s the Russian economy was very fragile and the state was politically instable even though inflation was brought back from 870% in 1993 to around 15% in 1997, which  is shown in figure 4.

Figure 4:Russian inflation  rate
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 Source: IMF, International Financial Statistics; World Economic Outlook

In addition to the Russian stabilisation program the IMF gave a fiscal injection to stabilise the exchange rate and to prevent debt transactions  out of the short-term GKO’s into long term Eurobonds, as an attempt to give some confidence to the international market and to avoid depreciation of the rouble. It took only a half year  before the Russian meltdown started.  The Russian government was confronted with a persistent shortage of tax collection. It was common in Russia that many firms evaded their tax-payment and in turn the tax-evasion could remain unnoticed by the Russian government as a result of the ubiquitous corruption. This created a culture of non tax-payment and barter which made tax collection even more difficult. The reaction of the IMF was to delay payments of the loans to Russia. This happened at the same time of the occurrence of the first instability waves, when Asian and Latin investors sold their GKO’s due to financial pressures in their domestic markets. The speculative attack on the Russian rouble was launched.

Table 5 Macroeconomic indicators of Russia

	 
	1993
	1994
	1995
	1996
	1997
	1998
	1999

	 
	
	
	
	
	
	
	 

	CPI/inflation in %
	874,6
	307,6
	197,5
	47,7
	14,7
	27,7
	85,7

	Unemployment rate
	5,70
	7,50
	8,90
	9,90
	11,30
	13,30
	12,70

	Billions of Roubles
	
	
	
	
	
	
	 

	GDP, Production Based
	172
	611
	1540
	2146
	2479
	2741
	4767

	Millions of Roubles
	
	
	
	
	
	
	 

	Government deficit/surplus
	
	-69,508
	-147,607
	-150,415
	-126,958
	-56,641

	Total Debt
	
	
	
	
	
	
	
	 

	 % of GDP
	
	
	51,15
	52,30
	52,52
	138,13
	 

	Public Debt
	
	
	
	
	
	
	 

	 % of GDP
	
	
	14,71
	19,91
	22,83
	27,38
	 

	Foreign Debt
	
	
	
	
	
	
	 

	 % of GDP
	 
	 
	36,44
	32,39
	29,69
	110,75
	 

	Source: IMF, International Financial Statistics; World Economic Outlook
	
	 

	Not all the economic indicators where available
	 
	 
	 
	 


The Russian government had problems with financing the Russian deficit and paying wages to federal budget dependent workers on time. The main reasons for these problems were that the Central Bank of Russia was restricted to print roubles by the IMF and the Russian government was not allowed to lend from the Russian Central Bank. Therefore the government was forced to borrow money from the market by issuing GKO’s and OFZ’s.  At the end of 1997 the investor’s sentiment had changed, the contagion of the Asian crisis was already spreading, and speculators who owned GKO’s signed forward contracts anticipating a devaluation of the rouble after the collapse of the Asian currencies.  
The Russian interest rates increased to an average of 27%, which was higher than the rates of neighbouring countries and this put Russian’s public debt into a vulnerable position. The total debt of Russia reached a height of 138% of the GDP ( see table 2.3 and figure 2.3). The Russian fiscal balance was further weakened since the world prices of oil and other commodities shrunk. The Russian export revenues diminished by 20%, which had a negative impact on Russian’s current account. But the biggest mistake the Russian government made was the abolishment of the restrictions on foreign capital in 1997, giving access to foreign speculators on the Russian capital market. 

Figure 5 : The total Russian debt
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Source: International Financial  Statistics Yearbook, 2003, IMF  

When the Russian meltdown started, the Russian GDP diminished seriously within 5 months. Inflation rose by more than 75% and the rouble was depreciated more than 70% relative to the US dollar. In addition, as a result of the financial pressure in the course of the meltdown, the real GDP fell by 5% and the Foreign Direct Investment (FDI) dropped by 10% in 1998. The fiscal balance of Russia also worsened as the government deficit amounted to 6% of the GDP and the federal government revenue dropped by 10% of the GDP. 

4. The Brazilian Devaluation

In January 1999 the Brazilian government abandoned the currency peg with the US dollar, which led directly to a devaluation of the Brazilian real. The Brazilian government was not able to protect the exchange rate, since the average daily capital outflow was around US$ 350 million per day with a culminating point of US $ 1 billion on the 12th of January. This  created a huge shortage of government reserves to protect the fixed currency rate. After the financial crisis in Asia and Russia, Brazil became the newest victim for the speculations of the international investors. The Brazilian Central Bank tried to loosen the pressure of the capital outflow by increasing the interest rates; a measure taken to make investors hold their money in Brazil, so that they would benefit from the higher interest rates. This was followed by a government budget cut of 2.5% of the GDP.

After a short break, the pressure from international investors returned as a result of the Russian meltdown and the declaration of debt postponement in the Brazilian federal state Minas Gerias in August 1998. In December 1997 there was a boost in the interest rate corresponding to the spread of the contagion from Thailand to South Korea. After a stabilisation period we again observe a boost in April 1999 after the Russian meltdown.

The fiscal deficit of Brazil also had a negative impact on the investor’s confidence. The  deficit per annum was low and not shocking, but the build up of the Brazilian deficits of the last 10 years, combined with the total deficit and the Brazilian reputation of debt suspensions, could easily lead to panic, especially in a period of financial crises.  The deficit was low but as a result of the higher interest rates, the overall deficit was much greater and accumulated to a fiscal deficit of 8% of the GDP.     
Table 6: Macro economic indicators of Brazil 1992-2001 

	 
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	GDP growth (%)
	-0,47
	4,8
	5,85
	4,01
	2,82
	3,21
	-2,43
	2,72
	4,2
	1,5

	CPI/inflation in %
	951,6
	1928
	2076
	66
	15,8
	6,9
	3,2
	4,9
	7
	6,8

	Unemployment rate in %
	6,5
	6,2
	5,1
	6,1
	7
	7,8
	9
	9,6
	 --
	--

	Savings rate 
	
	
	
	
	
	
	
	
	
	 

	 % of GDP
	20,34
	18,34
	21,94
	19,71
	17,92
	17,72
	16,82
	15,5
	17,6
	15,9

	Investment rate  
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 % of GDP
	18,78
	18,34
	22,15
	22,29
	20,92
	21,5
	21,12
	20,29
	21,76
	20,62

	Fiscal Balance
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 % of GDP
	-2,2
	0,3
	0,5
	-4,8
	-3,8
	-4,3
	-7,4
	-3,4
	 --
	--

	Current account
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 % of GDP
	0,95
	0,14
	-0,33
	-2,80
	-2,99
	-3,50
	-3,70
	-2,60
	-2,20
	-1,93

	FDI
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 % of GDP
	0,6
	0,25
	0,5
	0,8
	1,3
	2,1
	3,3
	5,7
	4,75
	 

	Total Foreign debt
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	% of GDP
	32,97
	11,93
	27,68
	22,59
	23,37
	24,58
	31,08
	46,07
	39,8
	47

	Foreign short term debt % of total debt
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	18,71
	21,29
	20,77
	19,17
	19,57
	17,34
	12,3
	12,07
	13,61
	12,4

	Source: Economist Intelligence Unit, International Monetary Fund; Nyambi,1999
	 
	 
	 
	 
	 


Table 2.4 demonstrates that the Brazilian economic performance before the financial crisis in Asia and the Russian default was sustainable. The Brazilian hyperinflation in the beginning of the 90’s went from an average of 1650 % to 16 % in 1996. The GDP growth rate  moved from 5% to around 3% and the unemployment rate increased to 7% in 1996.  The economic performance was harmed by the growing fiscal deficits, which had a negative effect on the current account deficits; they went up from 0.33 % to 3.5% in 1997. 

It was the state of Minas that changed the investor’s sentiment and set the devaluation in motion. The Brazilian state Minas Gerais announced a delay of 90 days of interest  payments on its $ 15 billion debt to the federal government. The market confidence vanished, although at that time the Brazilian government was working on tightening fiscal policies; it increased income tax on the one hand, it cut government expenditure, and on the other hand sought financial support from the IMF to prevent a payment crisis. Short term measures were taken to diminish the fiscal deficits, and  a long term objective was to fix the budgetary imbalances.  But the international investors where focussing on the government’s solvency rate, since the news spread that there were other Brazilian states which where lagging in payments to the federal government. This news intensified the capital outflow to a peak of US$ 1 billion on the 12th of January. Despite the support of the IMF the Brazilian government was forced to abandon the fixed exchange rate and to widen the real exchange rate the next day. The Brazilian real devaluated from real $1.32 per dollar on January 14 to Real $ 2.14 per dollar on January on 29

5. The effect on the Brazilian devaluation on  Latin America

The Brazilian crisis had adverse effects on the rest of Latin America. Like Brazil other Latin-American countries were also suffering from the contagion spread of the financial crises in Asia and Russia. The GDP growth of the Latin-American countries was already diminishing at the end of 1998 and these countries were now facing the impact of the crisis in Brazil. The Brazilian government had no alternative but to tighten fiscal policy and fulfil their external finance obligations. But the economic activity and trade of Brazil was reduced and the Brazilian real devaluated, which created  pressure on the economic activity of neighbouring countries. They became less competitive in terms of trade and this resulted in a decline in GDP for most Latin-American countries (see figure 2.4).  Especially for Argentina this had a negative effect. Brazil is the largest trading partner of Argentina, accounting for 30% of its exports. For some Latin-American economies like Chile, Colombia and Ecuador the regional trading link was less important, since these countries where not part of the trading bloc MERCOSUR.  In addition to this world commodity prices were falling and this had negative effects on the external balance and the GDP of these Latin-American countries.

Figure 6  GDP volume of the selected Latin-American countries
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Source: International Financial  Statistics Yearbook, 2003, IMF  

Although Argentina did not suffer immediately from the contagion spread of the Brazilian crisis, it did experience set backs from the devaluation of the real and the Brazilian recession; the interest rates remained high due to the Argentine currency board liquidity conditions, but nonetheless the Argentinean stock exchange, the Merval, plummeted. Furthermore, Argentina was excluded from the international financial markets.    

The contagion spread from Russia in the middle of 1998 and the devaluation of the Brazilian real at the end of 1998 led to severe problems in Argentina. These crises resulted in a huge reduction of investment and consumption, as can be seen in figure 2.4. The GDP growth slowed down to 4% in 1998, and dropped at the end of 1999 to -3,5%. Although the other Latin-American economies also faced a decline in GDP, they were able to recover faster then Argentina. As a result of the Brazilian devaluation and the falling prices of commodities, the currencies in Latin America started to devaluate relative to the US dollar and the Argentine peso. The Argentine competitiveness weakened even more, exports dropped by 10% and this  in combination with the sentiment of the international financial institutions and the capital outflow in the region turned out to be disastrous for the Argentine economy.
Another important observation from the figure is that Chile was the only Latin-American country that remained very stable during the crisis. The next section will discuss this in further detail.

Figure 7: Capital inflow into Argentina 1991-2002
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Source: International Financial  Statistics Yearbook, 2003, IMF  

 Figure 2.5 indicates the capital inflow into Argentina. Capital inflow increased throughout the 90’s, but the largest part of the inflow were debt securities, different types of loans. An analysis of this figure would show that the capital inflow remained positive in 1999 in spite of the contagion spread from Russia and the devaluation of the real. The reason for this high inflow can be explained by an unexpected Foreign Direct Investment (FDI) of the Spanish oil company Repsol, which acquired the Argentinean company YPF. This one acquisition contributed to 64% of the total FDI (see figure 2.6).    
Figure 8: FDI inflow and Foreign Acquisitions of Argentine companies
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Source: World Bank 

The reversal of capital inflow to outflow was serious in 1999-2000, but because of the FDI of Repsol financial problems were postponed, and the ultimate effect of the external shock from the crises in Russia and Brazil came only 2 years later. The disastrous capital outflow occurred when Brazil was in a deep recession, the Argentinean exports to Brazil dropped, and Argentina couldn’t use its export revenues anymore to pay off its import and debt payments. 

The Argentine currency board put even more pressure on the economy of Argentina, since the currency was already overvalued and couldn’t be devaluated, because of the peg with the US dollar The debt-to export ratio rose to 530%, which put additional pressure on sustainability of the public debt and furthermore fed the fear of investors of a default.  
6. How could Chile withstand the financial crisis contagion

One of the few emerging economies that had the power to remain unaffected by the financial crisis in Asia and to withstand the contagion spread from Russia to Brazil and Argentina was Chile. The economic performance of Chile was quite impressive (see table 2.5); the average GDP growth of Chile was around 6% in the period 1992-2002.  The Chilean economy showed a small set back during the Asian financial crisis, when it had a negative growth of -0,8 %. 

Table 7: Macro economic indicators of Chile 1992-2002  

	 National  Accounts
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002

	GDP growth (%)
	12,3
	7
	5,7
	10,6
	7,4
	6,6
	3,2
	-0,8
	4,2
	3,1
	2.1

	Unemployment rate (%)
	4,4
	4,5
	5,9
	4,7
	5,4
	5,3
	7,2
	8,9
	8,3
	7,9
	9

	CPI/inflation (%)
	15,4
	12,7
	11,4
	8,2
	7,4
	6,1
	5,1
	3,3
	3,8
	3,6
	2,5

	 
	
	
	
	
	
	
	
	
	 
	
	 

	National interest rates
	
	
	
	
	
	
	
	
	 
	
	 

	Deposit rate
	18,29
	18,24
	15,12
	13,73
	13,48
	12,02
	14,92
	8,56
	9,2
	6,19
	3,8

	Lending rate
	23,97
	24,35
	20,34
	18,16
	17,37
	15,67
	20,17
	12,62
	14,84
	11,89
	7,76

	Fiscal measures
	Billions of pesos
	
	 

	Government deficit/surplus
	346
	357
	362
	668
	658
	623
	132
	-502
	56
	---
	---

	Government expenditures 
	3152
	3843
	4482
	5137
	5983
	6695
	7576
	8235
	8853
	---
	---

	Total debt
	5163
	5686
	5478
	5056
	4719
	4588
	4958
	5159
	5607
	---
	---

	Domestic
	2982
	3432
	3306
	3432
	3392
	3477
	3792
	3684
	4129
	---
	---

	External debt  
	2181
	2255
	2172
	1624
	1327
	1112
	1166
	1475
	1478
	---
	---

	 
	(% of GDP) 
	---
	---

	Government deficit/surplus 
	2,15%
	1,85%
	1,53%
	2,36%
	2,11%
	1,80%
	0,36%
	-1,35%
	0,14%
	---
	---

	Government expenditures
	19,5%
	19,9%
	18,9%
	18,1%
	19,2%
	19,3%
	20,7%
	22,2%
	21,9%
	---
	---

	Total debt 
	32,0%
	29,5%
	23,1%
	17,9%
	15,1%
	13,2%
	13,6%
	13,9%
	13,9%
	---
	---

	External debt
	13,5%
	11,7%
	9,2%
	5,7%
	4,2%
	3,2%
	3,2%
	4,0%
	3,7%
	---
	---

	Debt (% of exports) 
	107%
	111%
	84%
	61%
	55%
	49%
	52%
	47%
	44%
	---
	---


Source: International Financial  Statistics Yearbook, 2003, IMF  

Other economic indicators of Chile were also very good and stable. The inflation was had been stabilised from 15 % in 1992 to around 3.5 in 1998. The Chilean governmental finance  was remarkable, it had  government budget-surplus, whereas only in 1999 there was a deficit as a result of  the Asian crises. A government budget- surplus is a very rare  phenomenon in Latin America; usually Latin-American countries show a deficit of minimally 2% of the GDP. Chile had managed to diminish its debt; the total debt had been brought down from 32% of GDP  to 14% of GDP in 1999, whereas the external debt was only 4% of GDP in 1999. 

The Chilean economy demonstrated during these years that it is a considerably healthy economy. In comparison with other economies; the Asian countries, Russia, Brazil and Argentina, Chile has on average a higher growth rate, approximately the same level of inflation, and most important: a government budget surplus and a low level of total -  and external debt (14% and 4% of GDP). If the debt ratios are compared with the other emerging economies (see figure 2.7), it becomes clear that the external debt of Chile is much lower than that of the others, even in comparison with strong economies like Singapore and China, who in turn had 10% and 16% of GDP in 1996. Considering the impressive  economic indicators and the financial stability Chile can be classified as a crisis-save economy like Singapore. 

Figure 9 : External debt of selected countries
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Another aspect that should be taken in consideration is the trade policy of Chile. Chile is the only Latin-American country that is not a member of the MERCOSUR  trading bloc; Chile only has an associate membership. Therefore compared to Brazil and Argentina, Chile was far less dependent in terms of regional trade. Besides Chile has a very liberal trade policy and has trade arrangements with NAFTA, the EU, ASEAN, and PIF in addition to the relationship with MERCOSUR.   

6.1. The economic policy of Chile over the past years

It is interesting to see how Chile evaded the different crises over the past years. The country can be considered as the healthiest economy in Latin America. The impressive economic indicators are related to good economic reform and sound financial policies. This part will analyse Chile and its economic structure and policies. 

Chile is a small country with approximately 16 million people; it is the 6th economy in Latin- America in terms of GDP volume; in terms of GDP per capita it jumped form the 5th to the 2nd place after Mexico with around US $4200 per head, and with a purchasing power parity (PPP) per capita of approximately US $ 10.000 in 2002. 
6.2. The Dictatorship

After a bloody military coup in 1973 by general Augusto Pinochet, and orchestrated by the US, Chile has been a dictatorship from 1973 to 1990. Pinochet ’s fierce government was the most constructive dictatorship in Latin America. The preceding government of Salvador Allende was a socialist government, which undertook some radical changes. Allende’s government nationalised the most important industry (copper mining) of the country and took land from the wealthy landowners and redistributed this land to the community. These measures led to hyperinflation and an economic down turn. The following coup and military dictatorship led to a dramatic change in economic institutions and development strategies. The policies of the Allende administration were undone;  Pinochet’s economic policies consisted of liberalising financial – and capital markets, privatization, open trade policy and macro-economic stabilisation, such as bringing down the inflation back to a one-digit level. 

The military dictatorship of  Pinochet contributed to the boom economy of Chile and made it one of the strongest economies of Latin America. In comparison with the economies of the democratic countries, the Pinochet government was in a position to implement any economic policy or  economic reform it deemed necessary, without taking into consideration public sentiments or elections. The problem with this type of authoritarian governance, however, is that it lacks the useful feedback to avoid governmental errors of any type.. But on the whole Chile has benefited from the persistent economic policies of the military dictatorship, which lasted for 30 years and ensured macro-economic stability.

The economic policies of the Pinochet government were significantly influenced by economic experts from the University of Chicago. The “Chicago School” was a distinct version of modern neoclassical economics. The Chicago School is highly prestigious but somewhat controversial within economics. The economic theories of the Chicago School were considered to be very neoconservative and were called neoliberal (Valdéz, 1995)
. This was because the Chicago School strongly focused on market solutions and a laissez-faire government. 
6.3. Chilean Investment barriers
Chile is a very open country in terms of trade, but as far as  investments are concerned the situation in Chile is quite different. Chile is somewhat cautious  towards FDI; the rules for control and regulations are rather strict. According to the Decree Law (DL) 600
, Chile’s foreign investment statute, the amount of foreign investment should be equal to the Chilean investment in joint operations and ventures. In addition, foreign investors can only withdraw profits and capital after one year. The Central Bank of Chile investigates foreign investments of more than 15 million US dollars for speculative flows. Furthermore, other foreign capital entering Chile is subject to requirements of the Central Bank. One of the stipulations being  that a part of the foreign capital is to be deposited on non interest bearing accounts for at least 2 years. 

To summarise, Chile excellent economic performance is a legacy of the military dictatorship of Pinochet and fortunately, after  Chile transformed into a democracy, the Chilean government continued the former economic policies. Furthermore, the Chilean government invested an additional effort in the governments debt finance. It did this by creating a government budget surplus and thus reduced total debt to 14%, which is one of the lowest in the world.  In comparison with the other emerging markets, Chile has stable financial institutions with strict rules in regard to capital mobility, and also as result of its openness. Chile was, and is, not dependent on the regional trade.

Conclusion/ Implementation
When  looking back and examining the period between 1995 and 2002, and taking into consideration the events that happened in that period: starting with the Tequila crisis in Mexico, followed by the Asian financial crisis and finally the financial crisis in Argentina - it is easy to say as an economist that these events were foreseeable, and especially considering the economic circumstances in Argentina, that a crisis was inevitable. The Tequila crisis in 1995 should have been an incentive for the Argentine government to review its financial situation and, if necessary, to change its financial system and  economic policy in order to prevent similar problems. As a matter a fact the Tequila crisis should have been a warning to all emerging markets of the moment.
Before the  main conclusion will be given, a brief summary of the weaknesses and vulnerabilities involved, mentioned in section I will be given:
· Problems with public finance
There were serious difficulties in managing public debt due to off-budget federal expenditure, caused by a rise of public spending, accompanied by increasing interest and debt payment.   
· Transition towards international trade
The transition towards international trade, combined with an expensive currency created an increase in imports of goods and services, and ultimately resulted in a trade deficit, as exports were not sufficient to cover the costs of  imports.  
· The economy depended heavily on the international capital market.
As a result of the way public finance was organized and the trade deficit, Argentina’s economy depended very heavily on the confidence of investors in the international capital markets, and their sentiments about them.  

· A weak financial system
The Argentine financial system was largely dependent on foreign lending and concomitantly faced a shadow dollar market. The financial system in Argentina was furthermore dominated by international banks, which abandoned Argentina when the financial exposure  became too high. 
The main conclusion that can be drawn from sections I and II is that Argentina as well as other emerging economies of the period, East-Asian countries and Brazil, showed strong similarities that resulted in the financial crisis and the devaluation in Brazil. They were similar in the respect that the financial systems  in the emerging markets were inadequate, and that their economic growth was being financed mainly by the international capital market, which led to strong vulnerabilities and dependence on this market. Both in the East-Asian, as well in South-American countries the external debt was far too high. In Asia foreign short-term debt was used for long-term investments in real estate properties with questionable value; the external debts of Argentina and Brazil were caused by a structural trade- and government deficit, that was financed by the international capital markets. 

The main conclusion that can be drawn from this financial crisis and the spread of the contagion, is that in the 90’s there was massive and widespread borrowing in the emerging markets. The emerging markets were far too premature in opening their financial and capital markets for investments from the developed countries. The structures and policies of the financial institutions of the emerging economies were feeble. There was no financial authority with an adequate supervision. Therefore free entry of short-term, speculative capital from the international capital market was easy. The international capital market is mainly operated by companies from developed countries. The amount of the capital inflow was sufficient to destabilize an entire area, thus creating a domino effect on other areas. 

This especially goes for the Asian emerging markets, where short-term capital loans were used for long-term domestic investments in real estate. Russia had a fragile economy and was an easy prey for financial contagion. Brazil had stronger macro-economic parameters in comparison with Russia, and is situated on the other side of the world, but nonetheless the contagion spread towards this country. Brazil had a high deficit and a massive debt at the time. This high deficit in combination with the panic among international investors made Brazil also a victim of the financial contagion. Which in turn led eventually to the financial crisis in Argentina.  

Chile was excluded from the contagion due to its historical background and its strong economic policy. Furthermore, Chile’s financial institutions were further advanced, it had stricter rules and regulations for foreign investment in comparison with the other emerging economies, and the most important feature of the Chilean economy was its adequate debt management. Chile was one of the few countries which was reducing its external debt. 

The role of the IMF in financial crises should also be taken into consideration. The aim of the IMF is to create stability in emerging markets and to restore the confidence of  investors, but the rescue package of the IMF for Russia, Brazil and Argentina turned out to have adverse effects. The IMF measures were inadequate to cope with the massive capital outflow and speculative attacks of the international capital market.  Firstly the IFM used standard procedures for financial restructuring of all the crisis-hit economies; the economies of East-Asia, Russia, Brazil and Argentina. Secondly the fiscal and monetary policies imposed on the emerging economies were too strict and lacked the flexibility allowing external and internal responses; finally the IMF did not use a suitable and well organized program for debt restructuring.   

7. Recommendations

Before any recommendations are given, an analysis of the aftermath of the financial crisis in Argentina should be given. In addition,  suggestions for government policies in this case should be made on a short–term and a long-term basis; we will conclude with a forecast of the future of Argentina. 

The crisis in Argentina could have been reduced by an earlier abolishment of the dollar peg and an enormous cut in public expenditures. Unfortunately this did not happen, instead the dramatic events took place which led to the financial crisis; they were mentioned in the introduction of the first section. In the course of the 3 years prior to the crisis the GDP fell around 20%, the inflation rate increased by 70%, the Argentine peso dropped to almost $4 per US dollar after the abolishment of the peg with this currency, the unemployment rate was 18% in 2002, and finally the Argentine government defaulted on its debt payment. 

The financial crisis also had serious political consequences: in the course of the crisis many ministers and presidents resigned: there was a month with three successive interim-presidents.  It goes without saying that the most important measures that any government should have taken were those effecting stability. Rapid shifts in government in a brief period were absolutely detrimental to any stability. 

The executive government should had stayed in the midst of the crisis, should have dealt with the crisis and should have announced early democratic elections at the moment when  everything had calmed down. 

After all the dramatic events it would have been the right moment to impose radical measures on the Argentine political, financial and economical systems. For it is obvious that the system at the time of the crisis was inadequate. Government policies that should have been implemented on the short term would have concerned public finances and the trade policy; by reducing the governments- and trade deficit and by implementing strict rules on sticking to the budgets. In addition to this policies should be taken to make the labour market more flexible; by using short term period contracts, easing the rules and regulation for firing young employees or employees with working experience of less the  3 years and a zero wage increasing during recessions.  On the long term dramatic changes should have been made in the Argentine state government and the financial system. 
However, considering the situation of Argentina after the default in 2002, were there was an extremely high inflation, unemployment and fall in GDP, the political pressure groups didn’t have strong bargaining power and may have been willing to pay a high price for economic stability in their country.
Measures that the Government of Argentina should take.
Public Finance

After the Argentine  default in 2002 it was very difficult for the Argentine government to borrow money, and history has learnt that  borrowing money from the IMF has damaging effects. Therefore both the state and the federal government should have economised drastically on expenditures. On the long run a restructuring of the Argentine state system is necessary. The federal government should improve its supervision on the entire republic and  limit the authority of the separate states. The Argentine department of finance and the assigned minister of finance should be responsible for the state budget in its entirety. Thus the minister of finance should annually decide on the budget of each separate state; if a state exceeds its budget, no additional funds should be given. Furthermore, the states should be restricted in borrowing money.

The restructuring of the Argentine federation will be very difficult to implement, since it requires changes of the political and juridical system,  while changes of law have to be passed by the senate and the Argentine supreme court of justice.  But the main point is that for the future public expenditure of the federal and the state government has to be reduced and there should stricter controls on government budgets ; the objective of the state and federal government should be creating a surplus so that in the future the surplus will create a higher federal and state budget

Trade policy

Its very important that Argentina changes its attitude towards its trade policy. For years Argentina has faced current account deficits, although Argentina diversified its export industries. A modest protectionist-orientated policy would be very healthy to the Argentine economy, in order to bend a current account deficit into a surplus.  Certainly a trade surplus is needed to finance the external debt and to improve its national economy. 
The effects of the default and the abolishment of the dollar peg in 2002 on  a short-term basis that Argentina will not have any problem with its trade or its current account; Argentina was in a depression, its currency was devaluated and the government did not have any funds. Thus on the short-term Argentina will have a competitive advantage due to its low currency, creating an increase in exports and a great drop in imports.  In the long run, though, it would be beneficial for the Argentine economy if adequate measures were taken concerning trade. Investments should be made in export related industries , in terms of the volume and quality of export products. Additional improvement of infrastructure; rail- and freeways, health care and education will always have positive effects on the national economic activity, and the exports. 

In general, trade barriers, of course, are not beneficial to trade. They may lead to retaliation or put pressure on the trade relationships with neighbouring countries. However, Argentina could have used its financial crisis as an excuse for protectionist measures. In general an increase of import tariffs for products would not beneficial for trade. Thus instead of imposing a higher tariff on foreign products or services, the Argentine government should impose a higher tax on luxury goods and services. Since luxury goods and services in general are foreign, a disguised form of protectionism which is less harmful for international trade and would be considered understandable due to the financial crisis. At the same time the Argentine should enforce a price maximum on basic products; dairy products, fruit and vegetables and meat, by giving subsidies. By doing this the government is  stimulating economic activity; since a great part of  the Argentine Industry is agriculture. Furthermore the price maximum will reduce the negative effects of inflation for the basic products. 
What the Argentine government did in 2003 was slightly different. It had policies for import substitutions; domestic similar products were promoted by the government, and  heavy taxes were levied on exports. The results for 2003 were; lower inflation, soaring exports and an increase in GDP. The policies taken on the import substitutions were impressive. Since they reduced the level of imports, they stimulated the domestic industry. However a high tax levy on exports is not beneficial for the profitability of the export industry. The only reason why the Argentine exports were soaring was because the currency is severely devaluated. A high tax on exports will jeopardise the Argentine export industry. 

Debt Restructuring
Argentina could have learned  a lot from its neighbour Chile. Chile  reduced its total debt from 32% to 14% of its GDP and reduced its external debt from 14% to 4% of its GDP in the period 1992-1999 prior to the financial crisis in Asia and Argentina. These economic indicators  made Chile stable enough to withstand the Asian crisis, the Brazilian devaluation and the financial crisis in Argentina. Thus on the long run Argentina has to reduce its debt. The debt payments to international creditors and the IMF should go without refinancing.  The only way for Argentina to reduce its debts is, as already explained, by solid public finance and trade policy. It should create a governmental surplus and a trade account surplus and use the surpluses partly to repay its total debt.    
The financial system

For the long run Argentina has to reduce its loans from the international capital market and their debt from the IMF. The Argentine government make the country excessively dependent on the confidence and sentiments of the international capital market. Moreover, the resulting debt, which was build up in the 90’s  was mainly used for payment of existing loans and consumption. Both activities did not encouraged the Argentine economy at that time. Besides from that, improvements should be made in the financial institutions, in regard to rules, regulations and supervision concerning the capital market. Restrictions should be made to foreign direct investments and portfolio investments; there should be more national control and more participation of Argentine companies or public companies, and barriers should be put up for capital outflow to prevent speculative attack. Apart from this the Argentine banking system has to be restored, combined with less domination of international banks and better supervision of the Central Bank of Argentina. 

As explained in section II there were fundamental  inadequacies in the international capital markets. These markets were dominated by investors who were orientated towards short term gains, with a very speculative attitude, controlled by “panic” sentiment, and causing great instability. The contribution of the international capital markets to the many crises in the developing countries was great. The capital inflow to the developing countries was mainly pushed by US policy makers, who promoted globalization. The financial institutions in the developing countries were weak and inadequate, and gave a free hand to investors. Moreover the international capital markets are opaque and lack any control or supervision. International financial institutions like the World Bank or the IMF have demonstrated to be very incompetent in financial crises and in the supervision of the international financial markets.

In retrospect, a good question is how long this international financial system will last. The answer to this of course is: until the financial system in the US will breakdown. This happened  in september 2008. September 2008 will be a historical fact, the start of the global credit crisis.  Starting with the bankruptcy of one of the largest global investment banks, there followed financial difficulties of  big US and EU banks, which caused the whole international financial system to crumble, and a global recession is the result. A credit crisis which is the outcome of tremendously stupid, and maybe even criminally inspired financial structures, or,  to take the liberty to quote the great economist Joseph Stiglitz (2008): “Our financial system has failed us. Part of the reason it has performed so poorly is inadequate regulations and regulatory structures”
.          

Appendices

Appendix 1 Argentina: Key Macroeconomic Indicators, 1992-98
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Appendix 2 Indicators of financial market development, averages 1997-99
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Appendix 3 Timeline of political and economical events that took place in Argentina.
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