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PRAISE FOR AND THE MONEY KEPT ROLLING IN (AND OUT)


 



 



“[A] vivid and intelligent case study of economic tragedy.”

—Foreign Affairs


 



“Suspenseful... crisp prose accessible even to those who rarely read financial newspapers.... Paul Blustein deserves much praise for his stagecraft.”

—The Weekly Standard


 



“An entertaining, insightful account of how in the space of a few years Argentina went from emerging market poster child to problem child in the family of nations.... Undoubtedly the greatest strength of this book is what it reveals about the inner workings of the IMF.”

—The Buenos Aires Herald


 



“Mr. Blustein has built an admirably clear and cohesive—and important—narrative out of the tangled threads of Argentina’s economic history. Even more impressively, he has made a page-turner out of a currency crisis, which surely ranks among the neatest feats in the very checkered history of business journalism.”

—New York Sun


 



“A fine postmortem of the debacle... working from a colorful inside account of the decision-making processes of the IMF and international investors, [Blustein] does an admirable job of elucidating the complexities of international finance, currency reform and debt.”

—Publishers Weekly


 



“Tells in exquisite and chilling detail the Argentine story of borrowing, boom and bust... a fascinating, well written international tale.”

—Bloomberg News columnist John M. Berry
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Author’s Note and Acknowledgments

ONE OF the things I like best about my job at The Washington Post is that from time to time, I’ll get requests like the one I got in early February 2002 when David Hoffman, the Post’s foreign editor, called me at home on a Sunday afternoon. “Can you go to Argentina as soon as possible?” he asked me. The Post’s regular correspondent in Buenos Aires had to rush home to the United States for a family emergency, David explained, and the paper needed to send a reporter who knew something about financial crises of the sort that had just knocked Argentina flat. Such crises were becoming a specialty of mine, in much the same way that other reporters specialize in airplane crashes or nuclear plant malfunctions; I had covered the crises of the late 1990s in Asia, Russia, and Brazil and had authored a book on that topic (The Chastening: Inside the Crisis That Rocked the Global Financial System and Humbled the IMF, PublicAffairs, 2001). As sorry as I was for the Argentine people, I was thrilled with the opportunity to better understand their nation’s travails, and the next day I was on a flight to Buenos Aires.

That was the genesis of this book. During that trip, I tracked  down a few of the people who had held high-ranking economic policy posts in the Argentine government in the period leading up to the crash, to ask for their recollections of the crucial turning points, and I soon concluded that the saga of Argentina’s rise and fall was even more drama-packed than the tales I had just recounted from the other countries. Upon returning to the States, I continued gathering string about the Argentine crisis when I could find time away from my daily reporting duties. Initially, I thought I would write a chapter about Argentina as an addendum to The Chastening, but as I delved deeper into the events in question, I realized that this chronicle merited its own book. My conviction grew when scandals erupted on Wall Street over the conduct of securities firms during the stock market bubble, because I began to connect dots between those scandals and the hype surrounding Argentina’s huge borrowing on the international bond markets in the late 1990s. A couple of phone calls with Peter Osnos, the publisher of PublicAffairs, got me launched; Peter had inspired me to tackle my first book, and he played a similarly formative role this time around.

The result is a book with a substantially higher indignation quotient than The Chastening. The more people I interviewed, and the more documents I obtained, the more appalled I became about the part the international community had played in pumping up Argentina’s economy to a dangerous degree and then letting the country down so badly when the bubble burst. So whereas my previous book has a more-in-dread-than-in-anger tone, this one reflects my ire concerning a system that has caused misery to millions of people and threatens to afflict millions more. This book also dwells a great deal more on the buildup to the crisis, and on the role that financial markets played in rendering the country vulnerable.

The book is based on interviews with more than 125 people—top officials of the International Monetary Fund, U.S. government, other G-7 governments, and the Argentine government, together with many from the financial markets and a smattering of other crisis participants and observers. To a much greater extent than in The  Chastening, I have relied on contemporaneous material, especially internal IMF documents including memos, confidential reports, and notes of meetings. Quite a few sources, I am pleased to report, kindly furnished me with such material, and I would like to give them my heartfelt thanks for helping me write as accurate and comprehensive an account as possible. Not everyone was so forthcoming; many IMF officials recoiled at my request for memos from their files, and voiced consternation upon learning that I had obtained such documents elsewhere. But even these people were extremely generous with their time, in some cases enduring many bouts of questioning; by the end I was resorting to joking weakly that I would stop describing my query as the final round because that promise had proved false so often in the past. I am enormously grateful to all the people who took the trouble to answer my questions, and particularly those who good-naturedly accepted repeated phone calls and requests for meetings. In this regard, I am also obliged to Tom Dawson, director of the IMF’s External Relations Department, for once again allowing me free rein to contact Fund staffers directly and meet with them privately; and to Tony Fratto, deputy assistant secretary for public affairs at the U.S. Treasury, for facilitating my interview requests.

Most of my interviews were conducted on a deep-background basis, so I could use the information provided but could not quote the interviewees or cite them as sources unless granted permission later to do so. Many sources were naturally reluctant to be quoted on sensitive matters, particularly because a number of the key players were still in their jobs. To the greatest extent possible, I have attributed quotes by name, but I trust readers will understand that in certain cases this proved infeasible, and I hope they can accept my assurances that unattributed material has been carefully researched and checked. For example, when people recalled conversations at meetings, I made every effort to confirm the accounts with other participants.

A list of interviewees appears in the Notes section, including  those who spoke on the record, plus those who were interviewed on deep background and later granted permission to be quoted or named as sources for the book. Some people declined to be listed, and a couple of key players refused to be interviewed at all. In the case of people whose actions I have criticized or questioned, I made sure to seek their viewpoint, even if they did not want to be quoted in their own defense. These include several financial market participants. A personal aside is in order here: Despite my harsh judgments about Wall Street—and my swipe at the Street in the book’s dedication—I genuinely like market folks, who are mostly engaging, personable, and blessed with wicked senses of humor. In depicting some of their conduct as socially undesirable, I hope I have made it clear that the problem should be attributed to the pressures under which they are forced to operate, rather than deficiencies of character.

Completing the research and writing required six months of leave from my job at the Post, starting in August 2003, as well as additional snatches of time away from my newspaper duties during 2004. I deeply appreciate the approval of my leave by Executive Editor Len Downie and Managing Editor Steve Coll, and I owe a special debt of gratitude to Jill Dutt, Assistant Managing Editor for Business News, who supported me in this endeavor and whose idea it was to use some of my research in a story that was published in the paper in August 2003. Jill and other editors bore the burden of arranging for my colleagues to fill in for me on various stories during my leave, the most heroic example being the coverage of the World Trade Organization meeting in Cancun by Kevin Sullivan of the Post’s Mexico City bureau. Kevin was not exactly steeped in the minutiae of global trade negotiations, but by the tumultuous end of the Cancun meeting he was tossing around terms like “Singapore issues” and “amber-box subsidies” as if he had been covering the WTO for years. Kevin, I’m putting this in writing: I owe you. Big time.

The Smith Richardson Foundation, which had provided a considerable amount of financial support for The Chastening, came through for me again with a generous grant. I cannot thank Smith Richardson  enough. There is simply no way I could have managed to do this book without that money. Allan Song, the program officer at Smith Richardson who handled my grant submission, has shown great enthusiasm for the work that I do; his kind words and guidance have also meant a great deal to me. By gently prodding me to sharpen my grant proposal, Al also played a significant role in helping me figure out what the book ought to say.

Important support for the project also came from the Brookings Institution, which named me a Guest Scholar and provided a comfortable office. Robert Litan, who headed the Economic Studies Department, graciously responded to my request for a perch from which to conduct my work, and I ended up in the Governance Studies Department, where department head Carol Graham and her colleagues provided stimulating company and good fellowship. Rob Wooley, Bethany Hase, and Sara Hommel cheerfully took care of administrative issues and made my stay at Brookings all the more pleasant.

Thanks to my Smith Richardson grant, I was able to hire several people in Buenos Aires who ably assisted me in gleaning various sorts of information. Two were American—David Shafer, who diligently searched the Argentine press for material that might be useful; and Brian Byrnes, an accomplished young journalist who did great work on the story I did for the Post, and who later helped me with other research. Another was Argentine—Mariano Melamed, a journalist of wondrous energy, curiosity, and talent who tracked down a number of people from a wide variety of social classes for the purpose of illustrating some of the book’s economic concepts with anecdotal material. In Italy, Sarah Delaney did a nice job on interviews that were used in my Post story as well as the book. The well-designed Chronology was the product of Farhana Hossain, a Post colleague. I also appreciate the work of Maggie Kozek, a research assistant at Brookings, and Maria Ramos, a student at Bell Intercultural High School in Washington, who translated some material for me.

A number of people supported me in other ways without being  financially compensated for doing so. Santiago O’Donnell, a former Post reporter from Argentina who is boldly leading Latin American journalism into a new era of independence and creativity, provided me with all sorts of wise counsel and did one particularly great favor by referring me to the aforementioned Mariano Melamed. I am proud to say that Santiago became a good friend during the course of this project. Judith Evans, whom I first met in Buenos Aires nearly twenty years ago, was as always a source of insight, a fount of contacts, and a dear pal. Finally, several people helped me unearth and understand financial data and economic statistics that I desperately needed; three deserve particular mention—Freddy Thomsen, an astute Argentine economist; Jens Nystedt, a former IMF staffer; and Peter Marber, president of The Atlantic Funds.

Once a manuscript draft was ready, I asked three people with extensive knowledge of the events in question to read it. One was Nancy Birdsall, president of the Center for Global Development; another was Shinji Takagi of the IMF’s Independent Evaluation Office; the third asked to remain nameless because of the sensitivity of her job. I am greatly indebted to all of them for preventing embarrassing mistakes from getting into print, and for offering numerous thoughtful suggestions. Having said that, I of course am responsible for any errors and omissions that remain.

The book would be far less satisfactory were it not for the superb editing of Clive Priddle at PublicAffairs. Over the phone, Clive exhorted me to confront big questions and explain broad implications; with a sharp pencil, he improved the manuscript immeasurably. Thoughtful and meticulous copyediting by Ida May B. Norton turned many sloppily worded phrases into gems. And as with The Chastening, I again appreciated the work of others at PublicAffairs, including Managing Editor Robert Kimzey, Production Editor Melanie Peirson Johnstone, Editor David Patterson, and Publicist Jaime Leifer.

Book authors typically become obsessed with their work to the point of antisociability, and I’m afraid I was no exception. So I want  to thank my children, whose accomplishments and merriment helped me maintain my emotional balance by reminding me that being the father of such beautiful kids is more important than anything else I might undertake. My greatest debt, of course, is to my wife Yoshie. Many were the times when, as I sat silent and vacant-eyed at the lunch table, she indulgently bade me to return to my basement office because she could tell that my mind was overloaded with the problem of how to write some transition or chapter ending. Many were the times, too, when she coped with the antics of our two young boys on weekends or while she was preparing delicious dinners, enabling me to squeeze in some extra work. Her support for me, and my feelings for her, far transcend these matters of comfort and convenience; suffice to say that she once again proved herself the perfect marriage partner for a struggling author—this one, anyway.






Prologue: Up, Up, and Away

THE CONCEPT of a “mission” to a foreign country may conjure up images of swashbuckling idealists—the sort who might be played in the movies by Jeremy Irons or Harrison Ford—tramping through tropical forests, accompanied by pan pipes, trying to convert the natives to the way of true salvation. In the case of the International Monetary Fund, however, missions typically involve teams of briefcase-toting civil servants with advanced degrees in economics, flying first class or business class to a national capital, shuttling between a deluxe hotel and the country’s economics ministries and agencies, scrutinizing budgetary and monetary data, and sending reports by e-mail back to IMF headquarters in Washington, D.C.

The IMF mission that traveled to Argentina in November 2001 closely resembled the norm—at least in superficial respects. After an overnight flight to Buenos Aires, the six members of the IMF team were chauffeured to their usual hotel, the Sheraton, a towering modern edifice in a city gilded with broad boulevards, European architecture, and elegant statuary. As on previous trips, the team set up an office in the central bank and spent many hours in meetings at  the Ministry of Economy, on the Plaza de Mayo, the fabled square that has been the scene of countless political protests, rabble-rousing speeches, and torchlight rallies during Argentina’s turbulent past.

Heading the mission was Tomás Reichmann, an economist from Chile who held chief responsibility for Argentina on the IMF staff. Sixty-one years old, Reichmann had a gentlemanly demeanor; a former colleague described him as having “not a single confrontational bone in his body.” He had accepted a job offer from the Fund in 1973, after receiving his Ph.D. from Harvard, because he and his wife did not wish to return to Chile, which had come under a military dictatorship. He had spent the bulk of his career in the Fund’s Western Hemisphere Department and had been working on Argentina in various capacities since 1996. Missions to the country were old hat to him. At the half dozen or so Buenos Aires restaurants where he liked to dine while on mission, the waiters recognized him as a steady customer.

Technically, the mission had a narrow purpose—to conduct a review of Argentina’s progress in meeting the terms of its $22 billion loan package from the IMF. Such reviews are conducted every few months on most IMF loans, and if this review were “completed” successfully, meaning Argentina’s progress was deemed satisfactory, the Fund would disburse a $1.24 billion installment that was scheduled to be lent to the Argentine government in December.

This seemingly modest issue, however, was enormously consequential, because a long-running crisis in the Argentine economy was reaching an acute stage. Global financial markets were panicking over the prospect that the country was heading into an economic cataclysm. Withholding approval of the IMF review not only would deprive the government of badly needed cash; it also would send a signal worldwide that Argentina was being cut off from international support at a moment of grave peril.

Most directly endangered was the cornerstone of the Argentine economy, its currency system, known as “convertibility,” which kept the value of one peso fixed exactly equal to one U.S. dollar and  allowed Argentines to use both currencies interchangeably. In the decade after its 1991 inception, the legal guarantee of the $1-per-peso link had proved remarkably successful in quelling Argentina’s corrosive inflation and imparting a sense of stability among consumers, savers, and businesses. The peso-dollar equivalency was deeply ingrained in the nation’s economic fabric: Millions of borrowers had taken out loans in dollars, even though their income was in pesos. Breaking the peso-dollar link would thus wreak havoc in the Argentine economy by generating bankruptcy en masse. Many borrowers were middle-class Argentines who had taken out mortgages on their homes; for a homeowner paying $1,000 a month on a mortgage, for example, a 50 percent decline in the peso would double, to 2,000, the amount of pesos required to make the monthly payments. That scenario loomed ever more menacingly as jittery investors and lenders pulled their money out of the country, depleting the reserve supplies of dollars that Argentina needed to keep the system alive and functioning.

In a bid to shore up the system, the IMF had twice granted emergency loans in 2001 to the Argentine government. In return, Economy Minister Domingo Cavallo, a man of intimidating personal force, had strained mightily to fix the country’s underlying problems, demonstrating his commitment to fiscal frugality by cutting government salaries and pensions even though the economy was mired in a long recession. Despite these moves, the slump had deepened as every month of 2001 went by, and the markets were continuing to plunge, reflecting fears among investors and traders that the government lacked the wherewithal to maintain interest and principal payments on its $140 billion debt.

Without the lifeline that Reichmann’s mission could extend, Argentina looked doomed—and for that reason, many in the markets were predicting that the IMF was certain to approve the loan disbursal as it had done on prior occasions. But within the IMF’s highest councils, a powerful sentiment had taken hold that further assistance to Argentina would be an exercise in futility. “When we  left Washington, the odds that the mission would complete the review were minimal,” recalled Alberto Ramos, a member of Reichmann’s team. The Argentine government had already acknowledged that its budget deficit for 2001 would exceed by a hefty margin the target agreed with the IMF, because the recession had caused a steep decline in tax revenues. And in examining the government’s projections for the coming year, the mission’s economists concluded that the amount of budget-cutting pain the government would have to inflict to balance its books would go beyond almost any conceivable bounds of political reality.

As Reichmann and his colleagues grimly sent word back to their superiors in Washington, a new financial shock rendered Argentina’s situation even more irremediable.

Amid growing fears about the safety of bank deposits, a steadily increasing outflow of money from banks surged to full-scale flood stage during the final three days of November, when thousands of depositors queued up to pull $3.6 billion out of their accounts—about 6 percent of total deposits. On Saturday, December 1, the Economy Ministry announced restrictions on withdrawals aimed at halting the run. Under this decree, which would be dubbed the corralito, or “little corral,” Argentines could take no more than $250 a week in cash from their accounts, although they could make payments by check or debit and credit cards. Furthermore, a comprehensive ban was imposed on transfers of money abroad except for those related to trade. People reacted with outrage to their inability to obtain cash from automatic teller machines. National television showed a woman screaming at presidential spokesman Juan Pablo Baylac: “How can I get my money? It’s my savings. I’m furious.” Radio talk shows were besieged with distraught callers asking how they were to pay their rent or electricity bills (checks and credit cards were much less commonly used in Argentina than in the United States). The government’s assurances that the measures would be lifted after ninety days were dismissed as lacking credibility.

All these goings-on were being monitored closely at IMF headquarters,  where a meeting of top officials and staffers convened on Monday morning, December 3. “A great feeling of defeat” pervaded the group, one participant recalled, because of the realization that the Fund’s rescue effort had flopped for certain and was reaching the stage where the plug was going to be pulled. The last straw, as far as the IMF was concerned, was the country’s imposition of the corralito, because it shredded the principles that lay at the heart of the convertibility system—the interchangeability of dollars and pesos, and the guarantee that the nation’s monetary authorities would furnish dollars freely to anyone with a legitimate claim on them. IMF officials felt they had put their institution’s money and credibility on the line based on Argentine insistence that the convertibility system was inviolate, only for the Argentines to abrogate its basic tenets without even consulting the Fund in advance.

“What does convertibility mean now?” demanded Anne Krueger, the IMF’s first deputy managing director, at the meeting.

Back in Buenos Aires that day, Reichmann was in the midst of lunch with a prominent Argentine economist when his cell phone rang with a call from a superior at IMF headquarters informing him that the Fund’s top management was calling an end to the mission. Reichmann was ordered to return home that evening, ostensibly to brief the Fund’s executive board about the new and disturbing circumstances in Argentina. The IMF would officially announce two days later that it was “unable at this stage” to complete the review necessary to disburse the $1.24 billion. In simple terms, Argentina was being abandoned.

Now Reichmann faced the unpleasant task of informing Argentine officials about the IMF’s decision. He quickly arranged after lunch to fly back to Washington on a United Airlines flight departing at 8:30 P.M. and tried to reach Cavallo to convey the bad news. The two men met around 4 P.M. in Cavallo’s office in the Economy Ministry, where Cavallo made it plain that he was not going to let Reichmann off easily. “You can’t tell this to me,” he said to the IMF official. “You will have to explain it to the president.”

That meant Reichmann would have to meet President Fernando de la Rúa at his residence in Olivos, about an hour’s drive from downtown Buenos Aires. Reichmann protested that he didn’t have time. “I’ve got an 8:30 plane to catch,” Reichmann told Cavallo, but the economy minister retorted that he would arrange for a government helicopter to ferry Reichmann to the presidential residence and then to the airport. Reichmann rushed to the Sheraton to pack his suitcase and returned for the helicopter ride to Olivos, where he met de la Rúa in his office.

In his twenty-eight-year career at the IMF, Reichmann could not recall a more difficult and emotionally charged moment. De la Rúa, a somber, austere man who had won the presidency two years earlier by campaigning on his reputation for being boring but honest, was obviously horrified by the fate he expected to befall his country. He asked Reichmann if he understood what the IMF’s decision meant. The mission chief replied that he did.

“We knew that we were losing our last chance,” recalled Chrystian Colombo, the cabinet chief, who was also present at the meeting. Reichmann, he added, was “very upset and uncomfortable.”

About a half hour into the meeting, a military aide interrupted to inform the group that United could not hold its plane to Washington. The helicopter would have to take Reichmann to the airport immediately or he would miss the flight.

“So nothing can be done?” De la Rúa’s tone of incredulity spoke volumes as the IMF official prepared to leave.

Reichmann shrugged wordlessly, raising his palms upward in a gesture of anguish.

The president’s head sank to his chest. Reichmann headed to the helicopter.






[ CHAPTER 1 ]

Globalization’s Big Bust

THE COLLAPSE of the Argentine economy, which commenced a couple of weeks after the withdrawal of the IMF mission in early December 2001, was one of the most spectacular in modern history. Partly, this was because of the manner in which the country descended into anarchy. First came the scenes of people thronging the Plaza de Mayo banging pots and pans, and mobs looting shops and sacking government buildings all over the country, resulting in so much mayhem (including the deaths of more than two dozen people) that President de la Rúa was forced to resign on December 21. Then came the tragicomic spectacle of a succession of five presidents taking office over a mere ten days, ending on New Year’s Day of 2002 when an emergency session of Congress handed the presidency to Eduardo Duhalde.

Equally disturbing was the severity of the economic downturn that beset the country following the government’s default on the bulk of its debt and its decision to let the peso sink in early 2002. Like an engine that has seized up for lack of oil, the Argentine economy ground to a virtual halt, as additional restrictions on bank withdrawals  led to a breakdown in the system by which people and businesses paid each other, and the bank credit that companies needed for day-to-day commerce dried up. National output shrank 11 percent in 2002, leaving nearly one quarter of the workforce unemployed and a majority of the population below the poverty line, even as prices soared for basic food items such as bread, noodles, and sugar. Average annual income per capita, which in the late 1990s peaked at $8,500—double Mexico’s level—sank to $2,800 in 2002. Although that low level was attributable in substantial part to the 75 percent decline in the exchange rate of the peso against the dollar, it reflected the privation felt by millions whose living standards plummeted and personal savings withered in value.

The impact struck Argentines of every social class. One of the country’s richest women was forced to auction off paintings by Gauguin, Degas, Miró, and Matisse. Members of the middle class became nervous wrecks over their lost nest eggs; in one widely publicized case, a fifty-nine-year-old woman who could not get her dollars out of her bank account walked into her bank, doused herself with rubbing alcohol, and set herself ablaze. Hardest hit, in general, were people on the bottom economic rungs. Among the most heart-rending tales were those of children suffering in rising numbers from malnutrition, and even dying from it—a shocking phenomenon in a country abounding with cattle ranches and wheat fields. Residents of fashionable Buenos Aires neighborhoods grew accustomed to averting their gaze when hordes of people called cartoneros would descend on their streets in the evening, ripping open plastic trash bags in search of anything saleable. In a grisly symbol of the nation’s abasement, an overturned cattle truck outside the industrial city of Rosario in March 2002 attracted hundreds of shantytown residents wielding machetes and carving knives, who slaughtered and diced up twenty-two Angus steers on the freeway, then fought over bloody hunks of meat.

Argentina’s downfall was especially painful for its citizens to bear—and for outsiders to behold—because during the 1990s the  country had seemed at long last to be moving full steam toward its rightful place in the ranks of advanced nations. Argentina is the most Europeanized of Latin American countries, boasting the region’s highest education levels and a throbbing intellectual and cultural pulse. The Continental influence is readily apparent to any Buenos Aires visitor who has strolled past the city’s manicured parks, Beaux Arts buildings graced by balconies with wrought-iron railings, and bustling cafés that look as if they were transplanted from the Via Veneto or the Champs Elysées. The people of this proud land understandably thought they were leaving behind their history of squandered riches and destructive upheaval when, from 1991 to 1998, the economy grew at an average rate of 6 percent a year, reaching a total gross domestic product of nearly $300 billion, with almost no inflation. That performance marked a drastic departure from the stagnation, bouts of hyperinflation, and repeated currency devaluations that had afflicted Argentina since the mid-twentieth century. Thus the pain was all the more excruciating when these raised aspirations were dashed.

If Argentina’s economic unraveling were an isolated case, it might be dismissed as a pitiable curiosity that has little bearing beyond the country’s borders. But it came in the wake of financial crises that struck other fast-growing “emerging markets” such as Mexico, Thailand, Indonesia, South Korea, Russia, and Brazil. It offers a case study of a pernicious syndrome that global capitalism has manifested in recent years: A developing nation shows great promise by unleashing the forces of private enterprise; foreign capital streams in, generating an investment boom; amid the ensuing euphoria, the country’s economy is puffed up to the point where serious vulnerabilities develop; an economic reversal degenerates into turmoil and panic; and finally, international rescue efforts fail or make a bad situation worse. A good analogy would be the membership process for an exclusive country club, in which hopeful applicants are given tremendous encouragement that they are meeting all of the strict criteria for joining, only to have the club door  slammed in their faces and find themselves cast out on the street just as they are nearing the initiation rite. Think of the world’s rich nations as the members of this club, and the emerging-market nations as the aspirants for membership who, one after the other, suffer this cruel setback. As an ugly example of the genre, Argentina presents an unsurpassed rise and fall, and the culpability of the international community—both the official and private sectors—is weighty. For believers in the power of globalization to raise living standards in the developing world (and I include myself among them), this dispiriting saga is an eye-opener to the need for systemic change.

Argentina prided itself on following free-market, economically orthodox policies during the 1990s. Few countries if any were so lionized for hewing to the “Washington Consensus,” a sort of economic Ten Commandments prescribed by the IMF, the World Bank, and the U.S. government. Among the main elements of this recipe are the eradication of inflation, the privatization of industry, the deregulation of the economy, and the removal of trade barriers, all of which the Argentine government vigorously pursued. The Heritage Foundation, a conservative think tank that evaluates countries according to an “Index of Economic Freedom,” rated Argentina in 1999 as tied with Chile for the best policies in Latin America, and almost equal to Australia and Taiwan. (The criteria include the degree of government intervention in the economy, respect for property rights, extent of black-market activity, and so on.) But having been a poster child for the Washington Consensus, Argentina is now a poster child for the growing disenchantment with the model in the developing world.

In the bankrupting of Argentina, the key events of which took place between 1996 and 2001, two sets of actors from abroad belong at the center of the drama—private market financiers and top international policymakers, the latter being principally at the IMF and the U.S. government, the Fund’s dominant overseer. By putting human faces on these players, demystifying their operations, and  chronicling their actions at critical junctures, I seek in this book to lay bare, in an accessible manner, the uncomfortable story of the international community’s role in the Argentine debacle. It may seem obvious that Argentina, for all its own failings, was a victim of misfeasance, nonfeasance, and even malfeasance by foreign money interests, bureaucrats, and political figures. But only by going behind the scenes can the scale be truly appreciated and put in proper perspective. Thorough scrutiny of these events also helps pinpoint the factors that led Argentina over the cliff. Some of the recriminations that have been leveled in the wake of the country’s collapse are offbase, and it is important to draw the right lessons from what went wrong.

One crucial (and often ignored) factor in the collapse is the modern system of globalized financial capital. This engine is remarkably powerful but volatile. Just as it would be unwise to put a fourteen-year-old behind the steering wheel of a Ferrari, newly developing economies are not always able to thrive for long with the wild ride of money moving freely across international borders. This is a facet of globalization about which economists harbor growing misgivings. It is one thing to open a country to foreign goods and to investment in factories by multinational firms. It is quite a different matter to open it to the giant flows of international finance, which can be expansive and buoyant during some periods, timorous and flighty in others. At a time when Argentina’s indebtedness was mounting in the late 1990s, global markets lauded the country as a paragon of the developing world and poured money in, lulling the government into complacency. The IMF also overlooked Argentina’s vulnerabilities, but even when the Fund tried to sound alarms, the markets’ optimism rendered the Fund’s concerns irrelevant. Nancy Birdsall, president of the Center for Global Development, has coined an apt phrase to describe how Argentina was treated: The country was “the spoiled child of the Washington Consensus.”

Globalization is not supposed to work this way. According to globalization’s most ardent boosters, international markets reward  good, sound economic policies by steering capital to countries that practice them. The influence of the capital inflow makes the government even more disciplined, because policymakers know that otherwise investors may yank their money out. As Thomas Friedman put it in his book The Lexus and the Olive Tree, the “Electronic Herd”—the agglomeration of the world’s investors—“can impose pressures [for good policy] that few governments can resist. It has a self-interest in doing so and it generates in others the self-interest to comply.... The Electronic Herd turns the whole world into a parliamentary system, in which every government lives under the fear of a no-confidence vote from the herd.”

That’s the theory. In practice, foreign funds numbed Argentine policymakers into minimizing the perils of their policies. The effect was similar to a dose of steroids, giving the economy a short-term boost while insidiously increasing the risk of breakdown in the long run.

Argentina was not a wholly innocent victim—far from it. Democratically elected and appointed Argentine officials made the decisions that led the country down the road to economic disaster. They spent more than they should have, taxed less than they should have, and borrowed more than they should have—all the while keeping a currency system that required much stricter fiscal discipline—because they wanted the political benefits they could accrue from these practices. But in putting their nation’s economy on a collision course, they got plenty of help. Argentina will be paying the price for a long time, not only for its own mistakes but for the mistakes of the international community as well.

“It’s like a nephew who becomes dependent on a very rich, doting uncle,” said William McDonough, who was president of the Federal Reserve Bank of New York until 2003. “Suddenly the uncle dies and leaves the money to someone else, or decides he doesn’t love the nephew anymore and cuts him off. You can ask, who’s responsible—the uncle or the kid?”

For the markets, doting on Argentina was understandable to some extent, given the great strides the economy was making and  the government’s commitment to free-market reforms. But fueling the flow of money from abroad were forces that went well beyond the age-old phenomenon of irrational exuberance.

Upon close scrutiny, the conduct of the markets in Argentina is redolent of the scandals that rocked Wall Street following the bursting of the stock market bubble in the United States. Striking parallels can be seen between Argentina’s crisis and some of the most notorious flameouts of recent years, such as Enron Corp., WorldCom Inc., and Global Crossing Ltd., in which major brokerage firms pumped up the companies’ securities prices, issuing bullish forecasts that were later seen to be tainted by self-interest. In Argentina’s case, though, the injured party was not a company or group of stockholders. It was South America’s second-largest country, a nation of 38 million people.

The Wall Street firms whose analysts tended to produce the most optimistic and influential reports for investors on Argentina’s prospects were generally the same ones collecting fees from bringing Argentine government bonds to market—a business that generated nearly $1 billion for big securities houses during the period 1991–2001. A little over a year before Argentina’s default, for example, J.P. Morgan & Co., the firm that brought more Argentine bonds to market than any other, sent clients a report taking issue with pessimists worried that the country was destined for bankruptcy. The report’s title was “Argentina’s debt dynamics: Much ado about not so much.”

Besides optimistic analyses, another factor propelling the excessive amount of capital to Argentina was Wall Street’s system for rating the performance of professional money managers. The system created bizarre incentives by rewarding money managers for investing heavily in the bonds of emerging-market countries that already had lots of bonds outstanding. Put more simply, the system strongly encouraged people who controlled huge pools of money to lend to countries with huge piles of debt. Topping the list of those countries was Argentina.

“And the money kept rolling in from every side ... rollin’ on in, rollin’ on in,” as the song goes from the musical Evita.

The complicity of global markets and the IMF in pumping up the Argentine bubble would be less deplorable if the bubble had been gently deflated—that is, if the international community had effectively assisted Argentina in minimizing the impact once its economy fell on hard times and market psychology turned negative. Unfortunately, the international community blew it.

The helicopter ride that Tomás Reichmann took from Olivos in December 2001 marked the end of a rescue effort that only prolonged Argentina’s agony and made the crash all the more devastating in the end. The IMF marshaled one major loan package at the end of 2000, and when that failed to pull the country’s economy out of its downward spiral, international policymakers—like gamblers doubling a losing bet—tried beefing up the loan a few months later. In the process, they passed up opportunities to confront Argentina’s fundamental problems—in particular, the size of its debt—earlier and more proactively. And they ignored warnings that the longer they postponed the day of reckoning, the more catastrophic the result would be. Might Argentina’s crisis have ended less disastrously, and might the suffering of the Argentine people been substantially mitigated, had those warnings been heeded? It is impossible to know for certain. But the most plausible answer is surely yes, considering the depth and pain of the collapse that materialized.

Reconstructing these events reveals much about how international bailouts work—or rather, how they often don’t work, and make the final outcome worse instead of better. This, of course, was a period when, to quote the song again, the money was “rollin’ on out, rollin’ on out, on out.”

 



 



To citizens of rich countries, the implications of what happened to Argentina may seem remote. Crippling crises have been confined to emerging markets; the closest any wealthy nation has come to the  cliff was the speculation that forced the British government to devalue the pound in 1992. The idea that an economically advanced country could undergo a setback of the Argentine variety will strike many people living in such nations as preposterous, especially those in the United States. Americans will deem it intuitively obvious that their country’s $10 trillion-plus economy is not susceptible to the sort of financial turbulence that wracks their unstable neighbors to the south. And they would have some justification for thinking so, because the rules and practical realities of the global financial system are tilted in favor of wealthy countries, and against those of developing nations, in certain respects.

Perhaps the most important is that political maturity and sheer economic size confer natural advantages that smaller, less mature economies do not enjoy. Markets trust that the leaders of advanced countries will correct major deficiencies in their economies eventually, so investors tend to be patient even when they see policies going astray. They do not give as much benefit of the doubt to developing-country governments. Moreover, the pool of capital held by savers, investors, and financial institutions in rich countries is enormous relative to the amount of securities suitable for foreign investment in emerging markets, a disparity that increases the potential for instability in the developing world. The total assets under management by insurance companies, pension funds, and mutual funds in advanced economies totaled $34.7 trillion in 2001, a sum seven times as large as the value of all the bonds outstanding, plus all the publicly traded stocks, of all emerging markets combined. So even modest shifts in the way those trillions of dollars are invested abroad can have an enormous impact—either positive or negative—on emerging markets. This is why some economists have likened global finance to a choppy sea, and the economies of emerging-market nations to small craft bobbing on the waves, all too likely to be swamped or capsized. The economies of rich nations, with their much larger and deeper financial markets, are ocean liners by comparison, capable of steaming through storms.

Another reason emerging markets are more vulnerable to crises than rich countries is that their borrowing abroad is usually conducted in the currencies of other nations; they cannot borrow cheaply in their own currencies. No matter how sound their policies, they suffer from what economist Ricardo Hausman has called “original sin.” The governments of Brazil, Poland, and the Philippines may issue bonds to foreigners denominated in U.S. dollars, but if Brazil tries to sell bonds to foreigners that are denominated in its currency, the real, or if Poland tries to sell bonds denominated in zlotys, or if the Philippines tries to sell bonds in pesos, they have to offer considerably higher interest rates, because investors overseas strongly prefer not to be exposed to the risk inherent in such currencies. Major industrial nations, by contrast, can and do borrow in their own currencies (most of Europe uses the euro), and this is particularly true of the United States, whose dollar is the world’s main “reserve” currency, widely used around the globe in all kinds of commercial transactions. This gives the U.S. government an extraordinary benefit. Investors in U.S. Treasury bonds can feel totally confident that the government in Washington will never default on its debt, in part because they know that the government has the power to print as many dollars as it likes, and even though printing a lot of dollars might generate inflation, it would be preferable to a default. Argentina’s government, by contrast, could not create the dollars (or Japanese yen or euros) in which it borrowed abroad. So it ran the risk of running out of the foreign currency it needed to pay the interest and principal on the bonds, and the danger of an investor panic was heightened as a result.

For all the differences between the rules and practices affecting rich countries like the United States as opposed to emerging markets, some unsettling resemblances to the U.S. situation are evident in the story of Argentina’s rise and fall. Most remarkable is the manner in which the flow of foreign capital into the United States has rendered its policymakers complacent about the nation’s budget and trade deficits, just as buoyant global markets did in Argentina about  the rise in its public debt. The assurances often uttered by officials of the administration of President George W. Bush—that foreigners will continue to provide the funding the United States needs as long as the country remains a good place to invest—bear eerie similarities to the logic employed by Argentine policymakers.

The larger point, though, is that for people everywhere—whether in the First World, Third World, or somewhere in between—the bait-and-switch treatment that is all too often accorded countries aspiring to enter the rich nations’ club should be an issue of immense concern. At a time when fundamentalist ideologies and terrorism threaten global order, world peace depends more urgently than ever on offering a path of hope and progress to the great bulk of humanity still mired in poverty and underdevelopment. The Argentine case shows with unmistakable clarity that this path remains far too slippery and unreliable.

 



 



Even among foreigners, something about Argentina—the tango, perhaps, or the melodies from Evita, or chilling memories of the atrocities committed by the Argentine military in the 1970s—seems to inspire passionate opinions about the country’s fate. There are people who insist that Argentines have been inflicting economic and political misery on themselves for the better part of a century, and that the events of 2001–2002 were merely the latest manifestation of the country’s penchant for bollixing up its economy. Forces deeply rooted in Argentine society, they suggest, keep the country from breaking through to lasting prosperity, in a manner akin to the “Curse of the Bambino” that purportedly kept the Boston Red Sox from winning the World Series for eighty-six years. A variant on this theme is that the country is so permeated with corruption that it fell of its own rotten weight—a view one can hear expressed on Buenos Aires street corners as well as at dinner parties in Manhattan or Georgetown.

This book is not intended to be a comprehensive history of Argentina during the period leading up to the crisis, so an exploration  of the country’s pathologies will have to be found in accounts by authors more expert than I on the Argentine national psyche. Corruption is an unavoidable part of the history, but there is strikingly little evidence that it was a significant causal factor in the crisis. It is fair to say, of course, that if Argentina’s privatizations of state-owned enterprises had been conducted cleanly—in the same manner that might be found in, say, Switzerland—the government would have reaped more revenue in the early 1990s, which might have made the debt burden less of a critical problem in later years. And if Argentine tax enforcement had been run as honestly as, say, Norway’s—or even Chile’s—the government could have collected more tax revenue, likewise diminishing the debt. But reprehensible as these problems may be, they were peripheral contributors to the storm that was brewing.

It is crucial to understand how global markets and global institutions helped lay Argentina low. Although the economy revived in 2003 and 2004, the durability of the expansion is open to question, and by many measures the economy is still operating well below 1998 levels. Disdain toward globalization is on the rise in the developing world, in part because many countries that have liberalized their economies have experienced subpar growth, disappointing reductions in poverty, or financial crises. Argentina’s implosion, however, is globalization’s most stunning bust. It is Exhibit A for critics of global free markets. Globalization’s defenders may rightly feel that regardless of what happened in Argentina, lowering barriers to the free flow of goods, services, and investment still offers the most promising way forward for poor countries as well as rich. But globalization will not long survive many Argentinas. Just as Argentines will be better off accepting their own heavy responsibility, the international community will be better off confronting the facts of its role in this story. It began, as the good times started to roll at the opening of what Argentines would regard as their miracle decade, in 1991.






[ CHAPTER 2 ]

“This May Not Be Paradise”

THE ANNOUNCEMENT on January 29, 1991, that Domingo Cavallo would become Argentina’s Economy Minister ignited a 30 percent, one-day rally in the Buenos Aires stock market. Partly, this was because Cavallo, a former central bank president and foreign minister, was known to be a well-trained economist with orthodox free-market views. The son of a broom factory owner from the industrial city of Córdoba, he had won a scholarship to Harvard after graduating from college, and he earned a Ph.D. in 1977 under the tutelage of luminaries such as Martin Feldstein, who would later become chairman of the Council of Economic Advisers in the administration of President Ronald Reagan. Partly, too, the markets’ enthusiasm reflected the hope that Cavallo’s forceful personality would translate into decisive action against Argentina’s most intractable problem, the inflation that had driven up prices at triple-digit and quadruple-digit annual rates during the 1980s. Dynamic and mercurial—as a child, his mother nicknamed him “Lightning”—Cavallo was renowned for his damn-the-torpedoes style. “He is so sure about his policies, he has a hard time thinking that things can go wrong,”  Miguel Ángel Broda, a prominent Buenos Aires economist, was quoted as saying shortly after Cavallo’s appointment. As the markets expected, Cavallo did not wait long before adopting a drastic approach to quell inflation.

Among the experts Cavallo consulted was Horacio Liendo, a Buenos Aires lawyer with whom he had worked in the past. Liendo had written a doctoral thesis on social and economic emergencies, and he was particularly enamored of the strict monetary rule that Argentina had adopted at the end of the nineteenth century to deal with the turmoil then besetting the country. That system, based on a legal guarantee that paper pesos could be converted into gold pesos at a fixed rate, lasted from 1899 to 1929. “Those three decades,” Liendo observed, “were the most successful decades in the history of the country.” Argentina should adopt a similar system now, Liendo urged Cavallo, if not by legally linking its currency again to gold then by linking it to a store of value almost as good—the U.S. dollar. After mulling a series of options, Cavallo asked Liendo on a Sunday evening in March 1991 to write a law establishing the principle of convertibility between the currencies of Argentina and the United States. “On Monday at midday, I presented my first draft,” Liendo recalled. “Cavallo presented it to the president, and they introduced it in Congress on Wednesday.”

With that, Argentina set forth on an odyssey of monetary self-denial, formally putting convertibility into effect on April 1. (Argentines do not observe April Fool’s Day, so the inauspicious launch date evoked no wisecracking among the nation’s pundits.) The new system was based on a law guaranteeing that the central bank would exchange pesos for dollars at the immutably fixed rate of one peso per dollar. This guarantee, together with other legal strictures on the central bank’s freedom of action, would prohibit the monetary authorities from pumping up the money supply—the proximate cause of inflation.

Not everyone was enchanted with the new system, and skepticism ran particularly high at the International Monetary Fund.  Argentina’s recent history, after all, was littered with cases of economic initiatives that were unveiled with great fanfare and fizzled shortly thereafter. In 1983 the government had introduced the “peso argentino,” a new currency that replaced 10,000 old, badly devalued pesos. Two years later, following months of secret planning, had come the Austral Plan, in which a currency called the austral replaced 1,000 of the new pesos (in other words, 10 million of the old ones), and the government pledged to impose discipline over its budget, monetary, and wage policies. The Primavera Plan, announced in August 1988, had envisioned a loose link between the austral and the U.S. dollar as well as additional efforts at spending restraint. Each of these moves succeeded for only a few months in curtailing the country’s chronic hyperinflation. Loan programs negotiated with the IMF during the 1980s to stabilize the economy repeatedly fell apart over Argentina’s failure to meet targets for curbing budget deficits, restraining wage increases, and limiting expansion of the money supply.

Although the IMF was not opposed outright to convertibility, both former Fund and Argentine officials clearly remember its lack of enthusiasm. Barring the central bank from inflating the money supply, IMF economists knew, did not necessarily mean that the government was changing its propensity to spend well in excess of the amount it collected in taxes, since the government could still borrow to cover its deficits. Largely for that reason, the Fund feared that the new system would suffer a premature demise, as chronic overborrowing by the government would risk eroding faith in the country’s economic underpinnings, leading to a sell-off in the currency. Sterie T. “Ted” Beza, who was then director of the IMF’s Western Hemisphere Department, recalled the Fund’s reasoning thusly: “To do the kind of exchange rate where you lay down an anchor forever, you need a very good fiscal policy. And for Argentina, that would have represented a marked improvement from past experience.” Among IMF staffers, added one of Beza’s former colleagues, “Absolutely nobody dreamed that the system would last a decade.”

In those days, Argentina was anything but a darling of the international financial elites. In addition to its reputation for haplessness at vanquishing inflation, the country had fallen deeply into arrears in its debt payments to foreign banks. So it was hard to conceive at the time that with the initiation of convertibility Argentina was embarking on a transformation into a role model for the developing world.

But Cavallo was confident that convertibility would work wonders, just as the link to gold had done. “One hundred years ago, Argentina overcame a similar crisis through similar measures and lived through many decades of economic growth and stability,” he said at the March 20 news conference announcing the plan.

The urge to rekindle the magic of that period was understandable, for Argentina had been so prosperous then, and it had endured such torment in the interim.

 



 



During a halcyon era lasting roughly from 1860 to 1930, Argentina became one of the ten richest countries in the world. Fueling the country’s wealth was the fertility of the vast pampas and the arrival of more than 3 million immigrants from 1871 to 1914, most of them from southern Europe (together with some from Ireland, the Netherlands, and Britain), seeking better lives in a land that was being deliberately modeled after Europe and the United States. Industries sprang up in cities around the country, land cultivation burgeoned, and “the Paris of Latin America” blossomed in Buenos Aires, which boasted not only parks and mansions but electric street lights, public transportation, and modern sanitation. National output expanded at an average rate of 6–7 percent a year, led by exports of frozen meat, corn, wheat, flour, and other agricultural products. By 1913 per capita income in Argentina was greater than that in France, Germany, Spain, and Italy. Argentines celebrated the centennial of their nation’s 1810 rebellion against Spanish rule basking in praise from their fellow Latin Americans that they  were leading the region’s march into modernity. “The world looks to this great country of the South,” wrote Rubén Darío, a Nicaraguan intellectual. “With its 7 million inhabitants, it rivals, in more than one agricultural or financial enterprise, the other great country of the North, with a population surpassing 80 million.”

Argentina’s wealth gradually dissipated over a sixty-year period of economic and political convulsions, starting with a military coup in 1930 and the depression that was then spreading worldwide. The country underwent repeated cycles in which populist leaders rose to power, followed by social strife that prompted the military to seize control, then a restoration of civilian rule once the generals’ inability to govern effectively had been demonstrated. Most indelible in its impact was the ascendancy of Gen. Juan Domingo Perón, who was elected president in 1946 and galvanized working-class Argentines with his quasi-fascist vision of an “organized community” based on state-dominated cooperation among industry, unions, agriculture, and other interests. Championing the cause of los descamisados (the shirtless) and vilifying the wealthy, Perón nationalized many of the nation’s enterprises, raised high protective tariffs along with restrictive quotas against imported goods, and issued decrees conferring generous benefits on workers—with special favors going to unions whose support he commanded. The passion he stirred, as evidenced by the throngs who responded rapturously to his addresses, reached its climax in 1952 with the death from cancer of his charismatic wife, Eva, at age thirty-three. But Perón finally took class warfare too far when he raised the specter of civil war against his opponents, and the military toppled him in 1955, forcing him into exile.
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