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Jeromin Zettelmeyer?

Lessons from the 2000-2002
Crisis in Argentina for the
Sustainability of the Euro

In December of 2001, after two years of recession and
increasingly desperate attemptsto forestall a debt crisis
through IMF financial support, fiscal adjustment and
debt management operations, Argentina defaulted on
its external debt. A few days later, on 2 January 2002, it
discontinued its “convertibility regime” - a legal com-
mitment, backed by hard currency, to exchange the
Argentina peso for US dollars at 1:1. The peso subse-
quently devalued by about 200 percent, and GDP fell by
about 11 percent, before beginning a sustained recov-
ery from 2003 onwards.

There are important parallels between the Argen-
tine 2000-2002 crisis and the euro crisis ten years later,
particularly as it played out in Greece. Both occurred in
the context of hard pegs. Both were triggered by large
external shocks. Both involved IMF-supported pro-
grammes that failed to restore solvency. Both resulted in
historically large sovereign debt restructurings (Cruces
and Trebesch 2013, Zettelmeyeretal.2013). Bothinvolved
large output losses - cumulative negative growth of
almost 20 percent in Argentina between 1999 and 2002,
and almost 30 percentin Greece between 2009 and 2013.
They differed, however, with respect to one critical out-
come: the Argentine crisis resulted in the abandonment
of Argentina’s hard peg, while the euro survived the crisis
- even although Greece came close to exiting.

This article aims to examine both the commonali-
ties and differences of the
Argentina and euro crises, with
a particular focus on Greece,

Figure 1
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e Secondly, whatdoesthe Argentine experience teach us
about the potential costs and benefits of a euro exit?
To answer these questions, the article begins by briefly
recalling the origins of the two crises. The question of
why there was a devaluation in Argentina, but not in
Greece is examined next, followed by a review of the
aftermath of default and devaluation in Argentina and

its lessons for the euro area.

CRISIS ORIGINS

In both Argentina and the euro area, the dynamic that
ended with default and devaluation in Argentina and
with loss of market access and eventually debt restruc-
turing in Greece was set in motion by a severe external
shock. In Argentina, this was the 1998 Russian default,
which led to large capital outflows from emerging mar-
kets, the devaluation of the currency of Argentina’s larg-
estneighbour, Brazil,and adeep recessionin 1999. In the
euro area, it was the end of the US housing bubble in

2007 which, following the collapse of Lehman Brothersin

2008, triggered large capital outflows from Europe to the

United States and a deep recession in 2009.

In both cases, vulnerabilities that had accumu-
lated prior to the external shocks played a critical role.
The nature of these vulnerabilities, however, was some-
what different.

e In Argentina, the main vulnerability was a sustained
loss of competitiveness after the introduction of the
convertibility plan in 1991 (Figure 1). Primary fiscal
deficits also played a role, but they were compara-
tively modest, and nota major contributorto the debt
dynamics at the central government level (Figure 2).
At the end of 2000, the year prior to the collapse, fed-
eral debt stood at just 45 percent of GDP. The debt
ratio exploded only after the 2002 devaluation. More
important than the size of fiscal imbalances was the
government’s inability to reduce them, a result of
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political weakness, recession, and a federal structure
that madeit hard toimpose fiscal adjustment on local
authorities (Sturzenegger and Zettelmeyer, 2007).

e Euro area crisis countries also suffered from a loss of
competitiveness in the decade leading up to the cri-
sis, albeit more gradually and (except in Ireland) to a
lesser extent. Instead, the key vulnerabilities resulted
from credit booms in some countries (Ireland, Spain)
and public overborrowing in others, particularly
Greece, where government debt stood at 130 percent
of GDP at end-2009. Unlike Argentina, primary defi-
cits were a leading contributor to the rapidly rising
debt to GDP ratio between 2003 and 2009 (Figure 3).

In short, in Argentina, the loss of competitiveness and

external shocks led to stagnation and recession, boxing

the economy into a corner that it found impossible to
exit without a devaluation. Argentina’s debt crisis was
mostly a consequence of a balance-of-payments crisis.

Greece’s debt, by contrast, became unsustainable due

Figure 2

Argentina Debt Dynamics Decomposition
1995—2005, central government

to a combination of longstanding public over-borrow-
ing and a major recession.

WHY ARGENTINA EXITED CONVERTIBILITY, BUT
GREECE DID NOT EXIT THE EURO

While the crises in Argentina and the euro area had an
importanttriggerin common - external shocks that led
to severe recessions - they differed in one critical
respect, namely, the availability of external financing.
This explains why Argentina exited its currency board,
while Greece did not exit the euro.

From 2000 onwards, crisis managementin Argentina
consisted of a constant struggle to retain or regain access
to external financing. A rising deficit, driven mostly by
higher borrowing rates following the 1998 Russian shock
and its knock-on effects on Latin America, had triggered
a debt run in December 2000. Over the course of the ten
months that followed, Argentina attempted to continue
servicing its public debt
through a combination of bor-
rowing from the IMF, pressur-
ing local banks to buy bonds
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Greece Debt Dynamics Decomposition
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try to seek official help, from
the IMF and the EU, in early
May of 2010. Despite signifi-
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cant fiscal adjustment, however, the scale of govern-
ment indebtedness combined with a widening reces-
sion made a deep debt restructuring unavoidable. It
finally happened between February and May of 2012.

Atthesametime, there weresignificantdifferences
between Greece's and Argentina's crisis experiences.

First the volume of official financing was much
higher in Greece, coming not just from the IMF, but also
(and primarily) fromthe EU. While net IMF disbursements
to Argentina during 2000-2001 amounted to just under
USD 10 billion (3.1 percent of 1999 GDP), the EU and IMF
together disbursed almost EUR 73 billion to Greece dur-
ing2010-11 (31 percent of 2009 GDP). In addition, the ECB
purchased around EUR 43 billion in Greek bonds in the
secondary markets (Trebesch and Zettelmeyer 2018).
This massive official support had the effect of delaying
the debt restructuring, which would have happened
much earlier in an emerging market setting.

Most importantly, the restructuring did not trigger
an exit from Greece’s currency regime. The essential rea-
son is that a currency union does not require its mem-
bers to own the reserves that are required to defend it.
As capital flees the country, these reserves are automat-
ically borrowed from the central banks of other member
states, through the payments system that links banks to
one another - the “TARGET” system, as it is called in the
euro area. On the eve of its debt restructuring, Greece’s
TARGET liabilities amounted to about EUR 107 billion -
EUR 88 billion more (37 percent of 2009 GDP) than in May
2010, the first month for which the ECB publishes
TARGET balances. In contrast, as Argentina was entering
its crisis at end 1999, it had just USD 26 billion of gross
international reserves at its disposal (8.5 percent of
1999 GDP).

Since any currency union member can effectively
borrow unlimited amounts of reserves through the pay-
ments system, the constraint that determines whether a
country is forced to exit a currency union is not the bal-
ance of payments. Rather, it is the willingness of the cur-
rency union’s central bank to continue to provide liquid-
ity to the country’s banking system (the essential
condition for the payments system to work). In the case
of the ECB, this willingness does not seem to depend on
whether the government meets the conditionality of an
official support programme, nor similar standards of
behaviour (as dictated by EU fiscal rules for example).
But neither is it unlimited. During 2010-2015, the ECB
appeared to follow a decision rule whereby it continued
to provide liquidity to the Greek banking system through
either regular facilities, or emergency liquidity assis-
tance (ELA) regardless of programme performance, pro-
vided that the government was either still formally in a
programme (i.e. the time window approved for disburse-
ments had not expired), or was negotiating a new pro-
grammein good faith. Greek banks were cut off from ECB
liquidity support only when neither of these conditions
were met, in the first two weeks of July 2015, forcing
Greece to choose between issuing its own currency and
returning to the bargaining table. It chose the latter.

FORUM

THE COSTS OF EXIT IN ARGENTINA

Following default, exit from convertibility and devalua-
tion, Argentina’s economy continued to shrink, by
about five percentage points in the first quarter of
2002. While it is impossible to distinguish how much of
this was due to the confidence effects and capital out-
flows triggered by the default, a contributing factor was
surely the “pesification” of early February - an attempt
to redistribute the losses associated with the revalua-
tion of US dollar liabilities through the forced conver-
sion of USD-denominated deposits and bank loans into
pesos at different rates.? “Pesification” led to a banking
crisis, withdrawal restrictions, and - as the central
bank injected liquidity into the banking system - a fur-
ther currency collapse.

It is possible that the economic costs of exit and
devaluation in Argentina were aggravated by the gov-
ernment’s choice to convert the deposits of the banking
system at higher rates than its claims, while at the same
time choosing a deposit conversion that was less favora-
ble to householdsthanthe marketrate. In this way, pesi-
fication both rendered banks insolvent and triggered a
deposit run. However, if the government had chosen a
different approach - one more favourable to the banks,
for example, by converting their claims on private bor-
rowers at a rate closer to the market rate - this would
have led to massive corporate insolvencies. No matter
how a devaluation is managed, the presence of large-
scale foreign currency denominated claims in the finan-
cial system will hurt either creditors or debtors.
Attempts by the government to control panic by forcing
bank holidays or imposing withdrawal restrictions can
make things worse.

In light of this, what is most surprising about Argen-
tina’s 2002 currency crisis is perhaps not that it led to an
additional output collapse, but that the collapse was
not bigger, and gave way to stabilisation after only two
quarters, and recovery after only one year. The cumula-
tive output decline associated with Argentina’s crisis
was much smaller than that of the Greek crisis. It took
Argentina about three years to restore its end-1999 real
output level, whereas Greece has still not returned to its
2009 real GDP after eight years, and will not reach it even
by 2023, according to IMF projections.

A potentially much more serious consequence of
Argentina’s default and exit from convertibility was a
breakdown in trust and the return of populist politics
for the next decade, and beyond, with the election of
Nestor Kirchner, to the presidency in 2003, succeeded
by his wife, Cristina Fernandez, in 2007. Under the Kirch-
ner/Fernandez presidencies, output initially recovered
rapidly, but at the costs of repressed inflation, sup-
ply-side distortions, international isolation stemming
fromits aggressive handling of the dispute with external

2 USD deposits were converted into pesos at a 1:1.4 rate, USD loans to the

public sectorat 1:1.4 and USD loans to the private sector at 1:1, at a time
when the market exchange was about 2:1. For details, see Sturzenegger and
Zettelmeyer (2007), pp. 182-186.
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creditors and a return to growing deficits from 2009
onwards, which ultimately led to a new crisis in 2018,
despite a change in government in 2015. While these
problems have deep historical roots and were com-
pounded by external shocks, the failure of Argentina’s
“convertibility” experiment surely contributed to them.

IMPLICATIONS FOR THE EURO

The observations made in the previous three sections
have two main implications for the sustainability of the
euro and the consequences of exit.

Firstly, the euro is, by construction, much more
resilient as a currency regime than any of its cousins in
the family of hard pegs. Sudden capital outflows from
any specific member are automatically accommodated
by theintra-euro paymentssystem. Thisdoesnot mean
that they have no real consequences - as the euro crisis
showed, they can trigger banking and sovereign debt
crises. But they cannot force exit via the same mecha-
nism through which currency crises happen, namely,
that the government either runs out of resources to
defend a peg or is forced to raise interest rates to pro-
hibitive and self-defeating levels. Membership in the
euro is equivalent to a hard peg with infinite reserves.

This does notimply that the euro cannot fall apart,
only that exit is voluntary. Specifically, there are two
scenarios that could conceivably lead to exit.

As became clear during the 2015 Greek crisis, the
equivalentof runningout of reservesinthe euro-inthe
sense of a financial constraint that could force exit - is
the decision by the ECB to stop emergency liquidity
assistance (ELA) to a member’s banking system. The
trigger for this, in turn, is the non-cooperation of a
member, in the sense that the member in question
experiences a financial crisis in which its banking sys-
tem would require ELA, but does not seek ESM support.
Hence, one way that euro exit could happen is through
arunon amember’s debt, together with the member’s
decision not to engage with the ESM or the EU on an
economic programme that could resolve the crisis.

Voluntary exit may also happen if euro area mem-
bershipisassociated with protracted stagnation which,
in the eyes of the government and the general popula-
tion, can only be addressed by exiting the euro. In this
sense, there is a parallel between Argentina’s exit from
convertibility and a potential future exit from the euro.
While Argentina’s exit was ultimately triggered by a lack
of resources to continue supporting the peg, this lack of
resources was closely related to the inability of the
Argentine government to restore growth within the
framework of the convertibility plan, despite repeated
efforts over the preceding two years.

The second - more speculative - lesson for the
euro from the Argentinian crisis is that exit from the
euro would be economically very costly, given the need
to manage enormous balance sheet losses. Even more
importantly, it would be politically extremely damag-
ing for both the exiting country and the EU, because the
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acrimony associated with creditor-debtor conflicts -
within the country and across borders - would happen
on a larger scale than in Argentina, given much closer
financial, political and institutional linkages. With the
EU becoming the arbiter of these conflicts, it is easy to
see a level of populist response that could take the
country out of the EU too, even if the EU tried to accom-
modate a euro exit. For this reason, an exit from the
euroisunlikely to be followed by the quick (if ultimately
unsustainable) recovery that Argentina experienced
from 2003 onward.

CONCLUSION

The aftermath of Argentina’s default and exit from con-
vertibility in 2002 suggests that euro exit would
threaten the political and social cohesion of the EU,
perhaps with irreparable consequences. Making euro
exit irreversible as a matter of economics, rather than
just law, requires meeting two conditions.

Firstly, the euro area needs to develop a legal and
governance framework that allows the ECB to continue
providing liquidity to a member’s banking system even
when a government does not agree to an ESM-sup-
ported programme. This requires giving a euro area
authority the power and resources to recapitalize,
restructure, and temporarily run a banking system that
would otherwise lose access to ELA.

Secondly, the architecture of the euro area must
minimize the chances of prolonged periods of depres-
sion or stagnation. This requires, in particular, that
unsustainable sovereign debts be restructured, rather
than pretending that they can be gradually reduced
through many years of austerity. As argued by Bénas-
sy-Quéré et al (2018), allowing debt restructurings as a
last resort means that banking systems need to be pro-
tected from sovereign risk, giving pre-qualified sover-
eigns easier access to ESM liquidity, and better private
and public risk sharing.

Even with these reforms, it is possible that a euro
member may find itselfin a long period of stagnation in
which a nominal devaluation begins to look like the
only way out. But in the long run, economic perfor-
mance is determined by institutions, not exchange rate
regimes. Preventingcrisesand avoidingcrisisresponses
that perpetuate recessions and pit euro area authori-
ties against members and members against each other
should hence go a long way to ensuring the sustainabil-
ity of the euro.
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