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Executive Sunmary

Presi dent Carlos Menem of Argentina has advocated
replacing the Argentine peso with the dollar. Dollar-
i zation woul d benefit Argentina because it would elim -
nate the peso-dol |l ar exchange-rate risk, |ower interest
rates, and stinul ate econom c grow h.

Argentina's currency board system-under which the
peso trades at a fixed one-to-one rate with the doll ar
and is convertible on demand--has produced currency
stability and hel ped that country achi eve free-market
reforns and high growh. However, the currency board
is not orthodox, a factor that heightens uncertainty
and underm nes confidence in the peso.

The enmpirical evidence shows that devel oping
countries w thout their own central banks have not
suffered froma lack of nonetary flexibility and have
in fact had higher growh rates and no greater inci-
dence of or vulnerability to external shocks than other
countries. Argentina should unilaterally dollarize its
econony w thout entering into a treaty with the United
States. Access to the Federal Reserve's discount
w ndow i s unnecessary and undesirable for Argentina.

Q her nmechani sns al ready exist to supply energency
liquidity.

Steve H Hanke is professor of applied economcs at The
Johns Hopki ns University and an adjunct scholar of the Cato
Institute. Kurt Schuler is a senior econom st at the Joint
Economic Commttee of the U S. Congress, a position he
assunmed after contributing to this study.
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| nt roducti on

In the nonths |l eading up to the Brazilian governnent's
decision to devalue and then float the real in January 1999,
the Argentine peso al so cane under specul ative attack,

t hough much mlder than that which the real experienced.
After the real was deval ued, there was increased specul ation
that Argentina woul d deval ue the peso. 1In fact, despite the
good record of Argentina's currency board-Ilike system since
it was established in April 1991,' there has often been
specul ation that the currency woul d be deval ued.? |nterest
rates in pesos have accordingly been persistently higher
than interest rates in U S. dollars within Argentina.

During the past year, the spread between interest rates
on Argentine 30-day | oans in pesos and dollars has varied
bet ween 50 and 440 basis points. And as of late January
1999, the average rate for overnight interbank | oans was
about 7.5 percent a year for pesos, conpared with about 6.5
percent for dollars. For one-year interbank |oans, the
| at e-January 1999 interest rates were about 19.75 percent
for pesos and 14.75 percent for doll ars.

To reduce and ultimately elim nate specul ati on about
deval uation, the Menem governnent, on January 21, 1999,
announced that it intended to dollarize. The governnent is
now consi dering the precise formof dollarization and the
schedul e for dollarizing.

Argentina is already dollarized in an unofficial or
even semofficial sense. Dollar deposits in Argentine banks
exceed peso deposits, |oans can be made in dollars, and it
is legal to use the dollar alongside the peso. Wen we
speak of dollarization here, we nean full, official dollari-
zation. Under official dollarization, all peso notes (paper
nmoney) and coins woul d be replaced by dollars, and all peso
assets, liabilities, and prices would be converted into
dollars at the current exchange rate of 1 dollar = 1 peso.
Argentina's nonetary system woul d becone |i ke those of
Pananm, ® the best-known dol | ari zed systemtoday, and the 27
ot her countries and dependent territories that use only
foreign currencies.

It would be possible for President Carlos Menemto
enact dollarization by decree, sonmething he threatened to do
in 1995. However, his successor, to be elected later this
year, could just as easily end dollarization by decree.

Dol | ari zation woul d be nore durable if it were enacted into
| aw by the Argentine congress and had w de popul ar approval .
To assist in the debate about dollarization, we offer an
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anal ysis of how Argentina's currency board-1|ike system has

wor ked, argunents about why dollarization is desirable, and
a blueprint to inplement the formof dollarization that we

t hi nk woul d be best.

Argentina' s Monetary System|s Currency Board-1li ke,
Not an Orthodox Currency Board System

Argentina does not have a pure, orthodox currency board
system rather, it has an unorthodox, currency board-Iike
system® Argentines call the system and the w der economc
reforns it has spurred, "convertibility," an uncommon term
for an unusual system The system has sone peculiar
features that nmany observers negl ect.

The Convertibility Law (Law 23,928), which established
the system was introduced as a bill in the Argentine con-
gress on March 20, 1991. The Congress passed the bill and
Presi dent Menem signed it on March 27; its provisions took
effect on April 1. The |law established a selling rate of
10, 000 australes per U. S. dollar. As of January 1, 1992,
Argentina introduced the peso at a rate of 1 peso = 10,000
australes = 1 dollar (Decree 2,128 of 1991). The central
bank nmust hold freely avail able reserves of at |east 100
percent of the nonetary base (noney in circulation plus
sight deposits of financial institutions with the central
bank). Reserves can be in the formof deposits, other
interest-bearing instrunments, and Argentine or foreign
government bonds; the Convertibility Law itself does not
specify any limts on holdings of Argentine bonds. Reserves
must be payable in gold, precious netals, U S. dollars, or
other foreign currencies of simlar quality. The |law re-
quires reserves to be assessed at their nmarket val ue.
Reserves agai nst the nonetary base cannot be used or pl edged
for any other purpose. The |aw defines the nonetary base as
| ocal nmoney in circulation (notes and coins) plus |ocal-cur-
rency sight deposits of financial institutions at the cen-
tral bank.

A revised Organic Law of the Banco Central de |a Repub-
lica Argentina (BCRA) was approved on Septenber 23, 1992
(Law 24,144). 1t brought the central bank statute nore into
conformty with the spirit of the Convertibility Law. The
revised |law states that the primary m ssion of the central
bank is to preserve the value of the currency, with the
supervi sion of financial markets included as one of the
secondary m ssions. The |aw al so establishes the central
bank's i ndependence fromthe executive branch in fornulating
nmonetary policy. However, the central bank’s directors are
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appoi nted by the president in consultation with the con-
gress. (Four of the eight directors have six-year terns
that expire on Septenber 23, 2001, and the other four have
si x-year terns that expire on Septenber 23, 2004.)

The central bank | aw prohibits the central bank from
I ending to or guaranteeing |oans of any |evel of the Argen-
ti ne government or government nonfinancial enterprises.
However, the central bank may hold part of its reserves
agai nst the nonetary base in Argentine governnent bonds.
Until Septenber 23, 1995, the Iimt was 20 percent of re-
serves; since then, the limt has been 33.33 percent. (The
increase inthe limt was not connected with the Tequila
crisis of 1995. It had been witten into the central bank
law in 1992.) A separate limtation is that the central
bank cannot increase its hol dings of Argentine public bonds
nore than 10 percent fromthe average of the previous year.
For exanple, if average holdings this year are 1 billion
pesos, average hol di ngs next year cannot exceed 1.1 billion
pesos. However, upon notifying the congress, the directors
of the central bank can, as an extraordi nary neasure, de-
clare a tenporary period of no nore than 90 days during
whi ch the 10 percent year-over-year increase would not
apply. In that case, the central bank could hold Argentine
government bonds up to the maxi mum of 33.33 percent for a
90- day peri od.

The reserves of the central bank not held as Argentine
government bonds are called the liquid reserves (in Spanish,
reservas de libre disponibilidad). They have never fallen
bel ow 80 percent of the nonetary base, and the central bank
has not availed itself of the provision suspending the 10
percent year-over-year increase in Argentine governnent
bonds. As of |ate January 1999, the nonetary base was
al nost 15 billion pesos, and the liquid reserves exceeded
$24 billion. (Note that of the total liquid reserves,
al nrost $8 billion represents commerci al bank reserve re-
qui renents, or what the Argentines call "liquidity require-
ments." They are held on deposit in foreign banks.)

In principle, anyone can exchange pesos for dollars
with the central bank, but in practice, only banks have done
so. The Convertibility Law established a selling rate of
10,000 australes (= 1 peso) per dollar, but no buying rate.
Initially, the central bank set its buying rate daily in
accord with market rates, at a rate not less than 9,970
australes (= 0.9970 pesos) per dollar. Over tine, the
central bank gradually increased the buying rate, until on
January 12, 1995, the spread between the buying and selling
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rates di sappeared (BCRA Comruni cation "A" 2298, January 12,
1995) .

When the Convertibility Law took effect, the central
bank had a large inherited portfolio of donestic assets.
Those assets and the corresponding liabilities were separat-
ed fromthe reserves established by the Convertibility Law
to back the nonetary base and have di m ni shed over tine as
t he | oans have been repaid.

To conpl enent the Convertibility Law, the governnent
has deregul ated and opened the financial system significant-
ly. Since 1994, foreign financial institutions have been
able to conpete equally wth Argentine ones (Decree 146,
January 31, 1994). |In consequence, the banking system has
beconme nuch nore internationalized. |n Decenber 1994,
forei gn banks operating in Argentina accounted for 16.5
percent of total system deposits and 25.6 percent of the
deposits in private banks. By June 1998, foreign banks
accounted for 40.9 percent of the system s deposits and 63.5
percent of the deposits in private banks.® That has dramat -
ically facilitated the access to liquidity provided by
i nternational capital markets.

After suffering during the Tequila crisis of 1995, the
poorly managed banks fornmerly owned by provincial govern-
ments began privatization, and the banking system consoli -
dated. In Decenber 1994, there were 235 banks; by June
1998, that nunber had been reduced to 174.

The Convertibility Law, in effect, prevents the central
bank from printing noney to bail out governnent-owned banks
as it had often done before. The Organic Law of the central
bank prohibits it fromlending to financial institutions in
di stress except in cases of tenporary illiquidity. Oigi-
nally the central bank was allowed to |l end no nore than the
value of an institution's capital and to make | oans for no
nmore than 30 consecutive days, although those provisions
were relaxed in early 1995 to all ow nore energency | endi ng.
Because the central bank has limted powers as a | ender of
| ast resort, financial institutions have had to rely mainly
on their own astute managenent and on financial markets for
l[iquidity, rather than evade market discipline by borrow ng
fromthe central bank

The Central Bank's Liquidity Policies

Even though the lender of last resort is limted, it
has notivated specul ati on agai nst the peso. In 1995, for
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exanpl e, specul ators increased their short positions in
pesos when the central bank extended nore liquidity to
illiquid, but solvent, banks. This throws into doubt the
al | eged benefits and rationale of the |l ender of |ast resort
feature of the convertibility system?®

In an effort to avoid a repeat of the 1995 liquidity
crisis, the central bank adopted a formal "liquidity policy"
i n Decenber 1996. The key provision of the policy was the
est abl i shnent of a Contingent Repurchase Facility.” Under
this program the Argentine central bank has the option to
sell certain donestic assets for dollars to a group of
banks, subject to a repurchase clause. As of October 1998,
14 international banks were participating in the Facility.
The assets underlying the repo included U . S.$6.2 billion in
Argentine U. S. dollar-denom nated bonds and up to U. S. $500
mllion in dollar-denom nated Argenti ne nortgages. The
average maturity of the Facility is three years, with a
cl ause that extends the life of the program by three nonths
and is renewed every three nonths. The Contingent Repo
option can be exercised at any time during the life of the
program and the maturity of the repo may begin on that date
and run through the end of the program The only event that
i nval i dates the agreenent is default by Argentina on any
i nternational debt comm tnent.

The Contingent Repo Facility contains several provi-
sions to protect the | ending banks. First, the programis
overcol |l ateralized. Argentine bonds nust be posted with a
mar ket val ue at | east 25 percent greater than the actua
funds delivered. Second, if the prices of those bonds
decline by nore than 5 percent, additional bonds nust be
deposited as "margin" to nmaintain the overcollateralization
m ni nrum of 25 percent.

The costs of the liquidity protection provided by the
program are nodest. The option premum or conmtnent fee,
is 32 basis points, and the cost of funds inplicit in the
repo agreenent is roughly LIBOR (London Interbank O fer
Rate) plus 205 basis points.

| mportantly, the Contingent Repo Facility is not a
| ender of last resort-like arrangenent resting on the power
toinflate. On the contrary, it is a commercial borrow ng
facility between the central bank and the commercial banking
sector. Although the end of the Argentine crisis of 1995
was |largely attributable to the $7 billion multil ateral
bailout, the $6.7 billion Contingent Repo Facility illus-
trates that the same kind of funding also can be secured
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w thout a |lender of last resort that has the capacity to
print noney.

In 1995, the governnent hel ped establish the privately
fi nanced Fondo de Garantia de | os Depésitos. (Since 1992
t here had been no governnent deposit insurance.) The fund
i nsures peso and foreign-currency deposits with maturities
| ess than 90 days up to 10,000 pesos and deposits with
maturities |longer than 90 days up to 20,000 pesos. Deposits
that pay interest nore than two percentage points over the
rate for the sane term paid by the governnment-owned Banco de
I a Naci 6n are not covered (Decree 540, April 12, 1995).
Menber banks are required to make basic nonthly paynents of
0.03 percent of their average daily deposits and an anount
up to 0.03 percent nore, depending on the riskiness of their
assets. The central bank may all ow banks to reduce or
suspend the paynents when the fund reaches 2 billion pesos
or 5 percent of total bank deposits. The fund is adm nis-
tered by Seguros de Depdsitos S. A, an organizati on owned
mai nly by nmenber institutions, with a small anmount of gov-
er nnment owner shi p.

Before the Convertibility Law, the purpose of reserve
requi renents (which paid no interest) was to collect an
inflation tax from banks and bank depositors. Today, their
purpose is instead to protect depositors. Since the end of
1995, reserve requirenents, which are called liquidity
requi renents, are nore uniformthan before and do not dis-
crim nate between pesos and dollars or agai nst checking
accounts. Liquidity requirenents are currently just over 20
percent of the deposit base. The |aw prohibits the central
bank from paying interest on reserve requirenments. But
since it is required that these reserves be held in foreign
banks, they receive a nmarket rate of interest. |n conse-
gquence, reserve requirenents in Argentina do not serve as an
inplicit tax on banks or bank depositors.

Because the central bank has limted powers to lend to
commer ci al banks, the governnent has enphasi zed that commer -
cial banks need a strong capital base. M ninmm capital
requi renents, which were about 3 percent in md 1991, were
i ncreased by stages and are now 11.5 percent. That conpares
with an international standard under the Basle Agreenent of
8 percent. Capital is weighted according to the riskiness
of a bank's assets, and Argentina's standards for cal cul at -
ing mninmmcapital are stricter than those of the Basle
Agr eenent .

To generate confidence in the peso, the governnent has
given the U S. dollar, previously a widely used unofficial
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currency, equal legal tender status with the peso. In
Decenber 1989, banks in Argentina were allowed to accept
foreign-currency deposits (Law 23,578). Since then, the
governnment has elimnated restrictions on foreign currency
to the point that Argentina now has one of the world' s nost
liberal systens. Dollars are |egal tender along with pesos,
and contracts can be nmade with equal freedomin either
currency. |Indeed, Argentina has a "binonetary"” system
Lendi ng and borrowing are equally easy in either currency,
and banks hold required reserves exclusively in dollars
(BCRA Communi cation "A" 2298).

Devi ati ons from Ot hodoxy

Argentina's currency board-1ike systemdiffers from an
ort hodox currency board in several ways, as do the currency
board-1i ke systens of Estonia (established in 1992), Lithua-
nia (1994), Bulgaria (1997), and Bosnia (1998).% An ortho-
dox currency board system has no central bank and no room
for discretionary nonetary policy. Argentina' s nonetary
system in contrast, has a central bank that has sone room
for discretionary nonetary policy, though rmuch | ess than
nost central banks.

The central bank is allowed to hold foreign reserves
equal to a mninum of 66.66 percent of the nonetary base,
rat her than 100 percent, as an orthodox currency board.

Al t hough the Convertibility Law defines the nonetary
base, neither it nor the central bank | aw defines the cate-

gories "nonetary liabilities" or "financial liabilities,"
whi ch can include donestic assets. An orthodox currency
board woul d have no financial liabilities other than the

nmonet ary base.

The central bank faces no maxi numreserve ratio, so it
can accunul ate excess reserves and use themin a discretion-
ary fashion. Although many orthodox currency boards have
accunul ated additional reserves of 5 percent to 15 percent
in excess of the 100 percent standard, their "excess" re-
serves have been intended to protect the currency boards in
case the securities they held | ost value. Moreover, their
excess reserves have been subject to rules preventing them
from being used in discretionary fashion

The exchange rate of the peso has a floor but no ceil-
ing. In principle, therefore, the governnment coul d appreci-
ate the peso against the dollar, though in practice it is
unlikely. For an orthodox currency board, in contrast, the
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floor and the ceiling are the sane, or nearly the sane,
allowng a margin for conm ssion fees that has usually been
no nore than 1 percent.

The central bank has three major instrunents of discre-
tionary nonetary policy: reserve requirenents, repurchases,
and foreign-currency dealing. Reserve requirenents are
entirely wwthin the discretion of the central bank, because
statute law sets no m ninmum or nmaxi mum Repurchases (repos)
enabl e the central bank to lend to commercial banks and to
i nfluence short-terminterest rates. |t can undertake
repurchase operations, and buy or sell foreign currency on
its owmn initiative, if its reserves exceed the m ni mum
established by the Convertibility Law, as they have fromthe
start. The central bank has used repos and excess foreign
reserves to snmooth short-termfluctuations in interest rates
and to intervene in the foreign-exchange market, but until
the Tequila crisis it tried to have repos net out to zero
month by nonth.° An orthodox currency board, in contrast,
has no instrunents of discretionary policy.

Foreign investors may repatriate their investnents in
Argentina at any tinme (Decree 1,853, Septenber 2, 1993). A
| aw of 1993 abolished the president's power to inpose capi-
tal controls by decreeing a paynents energency (Law 21, 382,
Article 14). \Wen the Convertibility Law took effect,
capital controls nomnally existed, but the central bank
granted all requests for capital novenents and al |l owed
regi stration of capital novenents to | apse, even before
1993.

Changi ng the Convertibility Law would require an act of
the Argentine congress. Only a sinple magjority would be
required if the president agreed to the changes, but to
overturn a veto by the president would require a two-thirds
maj ority of both houses of congress. The Convertibility Law
i's popular across the political spectrum To their credit,
Presi dent Menem and officials of the central bank have
followed the spirit of the Convertibility Law and have |eft
nost of the |oopholes in the current system unexpl oited.
However, future presidents and officials of the central bank
may not be so full of the spirit of the | aw

Because Argentina's systemis not an orthodox currency
board system Argentina has experienced sone probl ens that
have generally not occurred in orthodox currency board
systens. The nost serious problens occurred in the 1995
Tequila crisis, which we will not discuss at Ien%}h, because
it has already been anal yzed in depth el sewhere. On the
ot her hand, orthodox currency board systens and dol |l arized
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systens have had the sane type of success as Argentina's
currency board-like systemin avoiding deval uati ons, main-
taining full convertibility into the anchor currency, re-
stricting inflation, limting fiscal deficits, and encourag-
ing economc growh. Central banking systens in Argentina
and ot her devel oping countries have not had the sane suc-
cess. ™ The success of Argentina's convertibility system
is, therefore, mainly attributable to its currency board
features, while its problens are due to the central banking
features that remain mxed into the system

Dol |l ari zation I's Desirabl e

Because Argentina does not have an orthodox currency
board and has been unwilling to make the system orthodox, as
we have advocated, *? dollarization is desirable. A dollar-

i zed nonetary system works al nost just |ike an orthodox
currency board system The nmain difference is that under
dol larization a country | oses seigniorage (the profit from
i ssuing the nonetary base) to the United States; whereas,
under an orthodox currency board, it retains the profit.

Let us now consider the costs and benefits of dollarization
conpared with Argentina's currency board-1like system

The main cost of dollarization would be | ost seignior-
age. At present, Argentina earns perhaps 750 mllion pesos
a year in seigniorage. Since the size of Argentina' s econo-
nmy, as neasured by gross donestic product (GDP), is roughly
340 billion pesos, seigniorage is only about 0.22 percent of
annual GDP. In other lowinflation countries, the seignior-
age can be as nuch as 1 percent. Argentina's long history
of inflation before the Convertibility Law has made Argen-
tines less wlling to hold local notes and coins than people
in other countries with lowinflation, so seigniorage in
Argentina is |lower than average. Since the peso-dollar
exchange rate is 1 to 1, there would be al nbost no one-tinme
costs associated with converting conputer prograns and cash
registers frompesos to dollars. In consequence, the adm n-
istrative costs of dollarizing Argentina would be very
smal |

The maj or benefit of dollarization would be reduced
interest rates in Argentina. Wth no peso-doll ar exchange
rate, currency risk would be elimnated, and the spread in
interest rates between pesos and dollars for |oans within
Argentina would be closed. As we have nentioned, as of late
January 1999 the interest rate for overnight interbank |oans
i n pesos was about 1 percentage point higher than the rate
in dollars, with the spread wi dening to about 5 percentage
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points for one-year interbank |oans. For nonbank borrowers,
the spreads are higher. It is true that people who want to
pay |l ower interest rates can borrow in dollars, but that
exposes themto a currency risk that nmany do not wish to
take, given Argentina's long history of deval uations before
the Convertibility Law was passed.

By elimnating currency risk, dollarization would
reduce interest rates. In consequence, Argentina' s trend
rate of growth would be higher and the variability of annual
gromh would be lower with dollarization than with its
currency board-like system [Indeed, a governnment menorandum
estimates that |lower interest rates resulting fromdollari-
zation woul d add two percentage points to the trend rate of
econonmic grow h.'® That benefit exceeds the cost of
seigniorage |lost (0.22 percent of GDP).

Even using the conventional benefit-cost franmework, as
we have just done, |eads us to conclude that the benefits of
dol larizing Argentina clearly outweigh the costs. However,
when evaluating alternative nonetary regi nes, conventiona
benefit-cost analysis fails to capture inportant benefits
and costs, nanely the wants of consuners. The "consuners"
of noney are those who use it--al nost everyone except young
children. Rather than using as their starting point a
determ nation of what characteristics consuners find desir-
abl e in noney, econom sts sinply assune that a well-inten-
tioned, conpetent, politically independent central bank
woul d produce the best outcone, and that is where they begin
their calculations. In the case of Argentina, that is as
unrealistic as assum ng that a governnent-owned tel ephone
monopoly woul d produce efficient, |ow cost service.

Argentines have shown that the characteristics they
want in a currency are those that the dollar has: |owinfla-
tion, full convertibility, the prospect of continued good
performance in the future, and international acceptability.
The Convertibility Law succeeded where past nonetary reforns
had failed because it nade the peso a cl ose substitute for
the dollar. However, the dollar is still perceived by
consuners as being superior to the peso. Dollarization
woul d al l ow consuners fully to take advantage of the per-
ceived superiority of the dollar. Governnent officials have
on a nunber of occasions said that the reserves backing the
peso shoul d be considered the property of holders of the
peso nonetary base, held in trust by the central bank. That
is a conmendabl e attitude, but one that consunmers do not
fully believe. Dollarization would privatize the reserves
by distributing themto the Argentine people who hold peso
notes and coins. Any doubts that consumers m ght have about
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their peso property rights and the durability of the 1-to-1
peso-dol | ar exchange rate woul d be el i m nat ed.

Mbst Objections to Dollarization Are | ncorrect

Argentina is not the only place where there has recent-
|y been public debate about dollarization. It has al so been
debated i n Hong Kong.!* People have already made severa
objections to dollarization in Argentina; other objections
t hat have been made in Hong Kong may soon be repeated in
Argentina. Mst of the objections are m staken. W wll
exam ne the nore inportant ones here.

The nost passionate objection to dollarization is not
econom c, but political. That should not cone as a sur-
prise: the choice of alternative nonetary regi nes al ways
contains political elenents. The political aspects can be
i nternational and pervasive, as they were |ast year in
| ndonesi a, when President Suharto enbraced the currency
board idea. |Indeed, the currency board debate in |Indonesia
was, to a large extent, politically notivated. In conse-
guence, the critiques of an Indonesian currency board were
based neither on facts nor on sound economic anal ysis. ™

Sonme Argentines consider that the peso is an essenti al
synbol of Argentina, and think that dollarization would
infringe on Argentina' s sovereignty. However, the several
dol l arized countries that are independent do not find that
dol lari zation constrains their independence or that a | ocal -
ly issued currency is essential to sovereignty or to nation-
al pride; neither would Argentina. Dollarization should not
be considered a blow to national pride. Rather, it is a
| ogi cal extension of the principles underlying the Convert -
ibility Law.

Under a currency board (or a nonetary union), a nation
gi ves up nonetary-policy sovereignty. The sane is true
under dollarization. Wen conpared with a nonetary union,
however, the great advantage of a currency board or dollari-
zation is that political sovereignty is not |ost, because a
nation can unilaterally enter or exit a currency board or a
dol l arized system |In practice, that is not the case with a
nmonetary union. Once a nation enters a nonetary union
political sovereignty is given up because it is extrenely
difficult to unilaterally exit a nonetary union.

The claimthat a national currency is a synbol of
sovereignty also inappropriately m xes political concepts
Wi th econom c ones. National sovereignty is the ability of
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a national governnent to have sone freedom of action in
foreign policy and other international political matters

W t hout being subject to coercion by other nations; it is
not the ability of a governnment to restrict the political or
econom c freedons of its citizens. In a market econony, the
fundanmental concept is not national sovereignty, but indi-

vi dual freedom of choice. The economst W H Hutt coined
the term "consunmer sovereignty" in 1934 to express that

i dea.

By introducing a currency board-1ike system Argentina
enhanced consuner sovereignty and transfornmed the country
into one of the world’'s economcally free and fastest-grow
ing economes in the 1990s. Indeed, as a result of convert-
ibility, Argentina's econom c freedomranking has inproved
nore than any other country in the world in the 1990s,
moving from59th in 1990 to 7th in 1997.% Now only Hong
Kong, Singapore, New Zeal and, the United States, the United
Ki ngdom and Canada rank above Argentina. Dollarization
woul d further solidify and enhance consunmer sovereignty in
Argenti na.

The nost frequent econom c objection to dollarization
is that it would deprive Argentina of flexibility in none-
tary policy, even the limted flexibility of its currency
board-li ke system The critics assert that dollarization
woul d rob Argentina of the nmeans to cope with external
shocks, because the nonetary authority would |ack flexibili-
ty and roomfor discretionary policy. This objection is a
neat theory, but it is contradicted by the enpirical evi-
dence. Annual growth rates in devel oping countries w thout
monetary flexibility--those wth currency boards or doll ar-
i zed systens--were over 50 percent greater than in those
with central banks and nonetary flexibility during the
1950-93 period. Furthernore, the variability of those
grow h rates, as neasured by their standard devi ations, was
virtually identical, indicating that a | ack of nonetary
flexibility did not result in a greater incidence of or
vul nerability to external shocks.

A related objection is that Argentina would be hurt if
t he dol |l ar soneday beconmes an unstable currency with high
inflation. The solution to that potential problemis to
extend the considerable freedomthat already exists for
people in Argentina to use any currency. Though initially
the dollar would be the nost widely used currency, people
woul d be free to use whatever currency they wish. |f people
wi sh to make contracts specifying paynment of wages, business
expenses, or loans in euros, yen, or even Brazilian reals,
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|l et themdo so. That way, people would be able to use the
nost stable currencies in the world if they w sh.

Some econom sts have clained that Argentina is not part
of an "optimum currency area" with the United States, be-
cause the economc forces affecting the two countries are
different. According to them dollarizing Argentina woul d
hurt it by preventing the governnment from ever using the
exchange rate as a tool of nonetary policy. W reply that
the theory of optinmum currency areas, as econom sts general -
ly think of it, is incorrect. A governnent, a central bank,
or econom sts sitting in their arncthairs cannot determ ne
what an optimum currency area is, any nore than they can
determ ne the optinmal type of tel ephone service for a coun-
try. The only way to determ ne an optinumcurrency area i s
to all ow people freedom of choice, and then see what hap-
pens.*® The Argentine people have shown by their preference
for the dollar and for a peso with a fixed exchange rate to
the dollar, that for them Argentina is part of an optinum
currency area with the United States.

Still another objection is that dollarization is an
I nappropriate basis for a single currency in the Mercosur,
because other countries, especially Brazil, wll not dollar-

ize. Again, the goal for Argentina should be the retention
of political sovereignty and the enhancenent of consuner
sovereignty. In principle, a Mercosur nonetary union would
not achi eve those goals, whereas dollarization would do so,
in principle and in practice.

Dol | ari zati on and Fi nanci al Sophi sti cati on

Dol l arization is not "too sinple” for Argentina. On
the contrary, the nore financially sophisticated Argentina
becones, the greater the value of a sinple and transparent
nmonetary system Central banking is central planning in
noney, and central planning works as poorly in noney as it
does in agriculture or in industry. That is why the histor-
i cal performance of central banking has been nmuch worse than
the performance of market-|ed nonetary systens, such as the
currency board or dollarized systens. Inflations, deval ua-
tions, exchange controls, large fiscal deficits, and curren-
cy confiscations have been absent in those systens.

Because the currency board-|like systemretains sonme
features of a central bank, the peso has experienced peri od-
i c specul ative attacks. Especially during specul ative
attacks, interest rates in pesos have been nuch higher than
conparable rates in dollars. W think that dollarization
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woul d elimnate the rationale for specul ative attacks.
However, in a speech nade | ast Novenber, Al an G eenspan

chai rman of the Federal Reserve System said, "It is ques-
ti onabl e whether a sovereign nation, otherwise inclined to
econom c policies that are 'off the wagon,' can force itself
into 'sobriety' by dollarization. "

Greenspan's criticismhas been repeated in the Argen-
tine press, and Lawence Sumrers, deputy secretary of the
U S. Treasury, has recently made a simlar claim It is a
version of the idea that sound fiscal policies nmust precede
a sound currency, as if the nonetary systemexerts no influ-
ence on governnent finance.

Argentines know fromtheir own experience, though, that
the nonetary system does exert considerable influence. It
is generally recognized that without the Convertibility Law,
econom c reforns in Argentina would not have progressed so
far and so fast. Oher countries have had simlar experi-
ence. A study of 98 devel oping countries during the period
1950-93, for exanple, found that fiscal deficits were, on
average, 65 percent larger and 1.4 tinmes nore variable in
countries with central banks than in those with currency
boards or dollarized systens.?

Dol | ari zati on woul d not absol utely guarantee sound
econom c policies, but no systemcould. The inportant thing
is that dollarization would inprove the odds that Argentina
woul d continue to foll ow sound policies, much as the Con-
vertibility Law greatly inproved the odds that Argentina
woul d i npl enent sound policies in the first place.

I n Hong Kong, sone critics of dollarization have
clainmed that it would require huge foreign reserves beyond
t hose necessary to convert the nonetary base into U S
dol | ar assets. That is incorrect. Dollarization requires
only foreign reserves to cover the nonetary base (M), not
reserves to cover broader neasures of the noney supply that
i ncl ude deposits at commerci al banks, such as ML, M2, or M.
As in an orthodox currency board system or in a central
banki ng systemin normal tines, it is the responsibility of
banks to hold reserves sufficient to nmeet the demands of
their custoners to convert deposits into notes.

Under a currency board, dollarization, and central
banki ng ali ke, the reserves that banks hold in excess of
| egal requirements are ordinarily only a few percent of
their total liabilities. Under dollarization, peso deposits
woul d becone dol |l ar deposits of equivalent value at 1 dollar
= 1 peso; they would not be converted into actual U S
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doll ar notes. Apparently, no country that has ever doll ar-
i zed has done so by converting all |ocal-currency bank
deposits into U S. dollar notes, so it is bizarre to claim
that dollarization would require such an operation. Deposi-
tors woul d have no nore reason to nmake nmass conversions of
U S. dollar deposits into U S. dollar notes than they now
have to make nmass conversions of peso deposits into peso
notes. Depositors would al so have no reason to switch
deposits from sone banks to others under dollarization. The
assets and liabilities of banks would be the sane as they
are now Only the unit of account woul d change. Expressed
internms of U S dollar values, nothing would change. The

i nvestment portfolios of banks, and hence their credit-

wor t hi ness, woul d stay the sane.

Critics will no doubt devise other objections to dol-
| ari zation, but that is no reason for dismssing dollari-
zation. It is possible to nmake objections about any none-
tary system However, the true test of a nonetary systemis
experience. There is anple historical and current experi-
ence with official and unofficial dollarization. No far-
fetched conjectures are necessary. |If you want to know how
dol lari zation works, | ook at Panama or Puerto Rico. Dollar-
i zation works well there and el sewhere. |t does not encoun-
ter the problenms that critics claimwould arise. Purely
hypot heti cal objections are not sufficient to outweigh the
practical success of dollarization.

Dol |l ari zati on Shoul d Take a Li beral Form

The governnent of Argentina is considering at |east two
forms of dollarization: unilateral dollarization, which can
occur without a treaty, and a limted treaty under which
Argentina mght regain sone of the seigniorage it would | ose
fromdoll arization and gain access for Argentine banks to
t he di scount wi ndow of the Federal Reserve Systemas a
source of liquidity.

Qur own preference is for unilateral dollarization, now
rather than later. The sooner the governnent elimnates the
lingering uncertainty in the currency board-like system the
sooner interest rates can fall and the sooner Argentina's
econony woul d benefit. Unilateral dollarization does not
require the approval of the U S. governnent or the invol ve-
ment of the U S. Federal Reserve System

Argentina woul d need about $15 billion to replace the
peso nonetary base with dollars. This swap of currencies
woul d be feasible to inplenent, because, in consequence of



Page 17

the Convertibility Law, the central bank's liquid reserves
are about $24 billion. The resulting currency swap woul d
generate a seigniorage benefit for the U S. governnent, so
it is hard to understand why the United States woul d di sap-
prove of dollarization in Argentina. Even if it did, howev-
er, consider that of the total supply of U S. dollar paper
noney, which is about $470 billion, 50 percent to 70 percent
is held outside the United States. Al nost none has m grated
abroad with the official approval either of the U S. govern-
ment or of the governnments whose people hold the dollars.
Russi ans, for exanple, have acquired nore than $40 billion
in dollar notes through normal channels of trade, in spite
of efforts by the Russian governnent to di scourage the

hol ding of dollars and to prohibit their use in retai

trade. Argentina could acquire U S. dollars in a simlar
manner. The approval of the U S. governnent would be conve-

nient to have, but it is not essential. Even if the U S
governnment actively di sapproves, Argentina could still
dollarize. It mght have to nove settlenent of interbank

paynments from New York to sonepl ace outside the United
States, but that would create no great problens; at various
ti mes, Panana has done the sane.

Dol | ari zati on may require m nor changes in financial
regul ati ons, accounting rules, and so on. The governnent,
in consultation with the financial comunity, could appoint
a commttee of experts to examne matters and nake reconmen-
dations. At the current exchange rate, dollarization should
create no | egal problens because anpbunts specified in con-
tracts would not change. Dollarization would not create any
gaps in financial markets or in reference rates such as base
lending rates. On the contrary, markets in dollars are nuch
bi gger and nore extensive than markets in pesos, so it would
be easy to find a dollar anal ogue for any contractual obli-
gation in pesos.

Under unilateral dollarization it may still be possible
for Argentina to negotiate a treaty under which Argentina
woul d regain sone of the seigniorage it would | ose from
dol l arization. Even without a treaty, the |oss of seignior-
age woul d be nmuch smaller than the potential gains from
elimnating currency risk, reducing interest rates, and
stinmul ati ng hi gher econom c grow h.

In our opinion, alimted treaty between Argentina and
the United States that would all ow Argenti ne banks to have
access to the Federal Reserve’ s discount wi ndow woul d be
undesirable. One reason is that, contrary to what nost
econom sts think, it is undesirable to have a central bank
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as a lender of last resort.? Al the nost expensive res-
cues of banking systens have occurred under central banking.

I n devel oping countries, the results of the rescues
have been uninpressive. Argentina, in fact, holds the
record for the nost expensive bank rescue in proportion to
the size of its econony: The banking crisis of 1980-82 cost
55 percent of GDP. The banking system experi enced anot her
crisis in 1989-90 and another during the Tequila crisis of
1995.22 Only during the last crisis did the governnment make
| asting refornms to i nprove the banking system by |iquidating
poor|ly managed, governnent-owned banks. Wthout the
Convertibility Law, which limted the ability of the centra
bank to act as a lender of last resort, it is doubtful that
the refornms woul d have occurred.

Argentina already has in place a deposit insurance fund
and a Contingent Repo Facility of $6.7 billion, as we have
menti oned. Conbined with the extensive internationalization
of Argentina's banking system meking their head offices, in
effect, lenders of last resort to |ocal branches in tines of
need, current arrangenents for energency liquidity are
adequate for the needs of a dollarized system The experi -
ence of Panama's highly internationalized banking system has
been that systemm de banking crises do not occur, because
the system has access to a huge worl dw de pool of liquidity
in dollars. Furthernore, dollarization would not prevent
t he governnent frombeing a | ender of last resort: the
government's fiscal authorities could I end to banks directly
i nstead of having a central bank do the job. D rect |ending
by the governnent woul d probably be nore transparent than
| endi ng by a central bank.

Finally, we do not favor a formal treaty, because,
despite the good long-termrecord of the dollar, there is no
reason to conpel Argentines to use the dollar, as a treaty
m ght inply the governnment should do. The dollar can be a
| egal tender in Argentina w thout being a forced tender.
Legal tender sinply neans that the dollar 1s acceptable for
paynments where the parties to a contract agree, and perhaps
that it is acceptable if no currency is specified in a
contract or an agreenment. It is possible for nmultiple
currencies to be legal tender sinultaneously. Al the major
i nternational currencies should have | egal tender status in
Argentina, and the governnment shoul d consider accepting
paynents for taxes in euros and perhaps yen as well as
dollars. (Paynents woul d be accepted at market rates of
exchange.)
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El ectroni c paynents are changing rapidly, as conputers
and communi cation becone increasingly cheap. It is possible
that in the future banks wi Il devel op currenci es based, for
exanpl e, on baskets of commodities that will be superior to
currencies issued by national governnents. Argentine |aw
shoul d not prevent people fromusing newy devel oped curren-
cies if they wsh. Under the formof dollarization we
propose, the dollar would be the predom nant currency in
Argentina for many years, but if Argentines decide they
prefer some other currency instead, they would have conpl ete
freedomto switch

In closing this section, we are obliged to comment on
the proposal to establish a Mercosur nonetary union. Even
if a nonetary union could be established in Mercosur, we are
skeptical that could ever produce a stable noney of a quali -
ty equal to the dollar. Dollarization today is vastly
superior to a Mercosur nonetary union. |Indeed, the dollar
is king of the currencies and will remain so for the fore-
seeable future. One side of 90 percent of all the world's
i nterbank transactions is in dollars, and about 90 percent
of all the world's trade in comodities is in dollars.

| nvoi ci ng patterns for manufactured goods are a nore
m xed picture, but virtually all U S. exports are priced in
dollars, and an amazing 88 percent of U S. inports are
priced in dollars. In Japan, the world' s second-| argest
econony, 36 percent of exports and 70 percent of inports are
invoiced in dollars. Finally, apart from gold, about 70
percent of official reserves of foreign exchange held by
non- Eur opean governnents are dol | ar-denon nat ed. #

When Mercosur countries can unilaterally unify their
currencies with the dollar either by nmeans of a currency
board system or by neans of official dollarization, it is
hard to understand why they woul d even consi der establishing
a nonetary union, a new central bank, and a new currency,
the "Latino."

A Specific Proposal for Dollarizing Argenti na

O ficial dollarization would require the nonetary base
(peso notes and coins, plus peso sight deposits of financial
institutions with the central bank) to be swapped into U S.
dol |l ar assets--notes, bank deposits in the United States,
easi |y marketabl e assets such as U. S. Treasury bills, or
sonme conbi nation. Dollarization, in the rapid formthat we
envi sion, can be started imediately and | argely conpl et ed
wi thin 30 days according to the steps below. A schedul e of
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30 days is realistic, because other countries have nmade nore
conpl ex nonetary reforns in less tine.

To dol larize Argentina, the followi ng steps should be
fol | owed:

1. Ensure that the liquid reserves of the central bank
are at |least equal to the nonetary base. The liquid
reserves are, again, the foreign reserves held agai nst
t he nonetary base; they exclude Argentine public bonds.
As we have nentioned, in |late January 1999 they exceed-
ed the nonetary base.

2. Announce that effective imedi ately, all peso wages,
prices, assets, and liabilities are U S. dollar wages,
prices, assets, and liabilities at the rate of 1 dollar
= 1 peso. No conmission fees will be permtted for
converting values in pesos into their equivalents in
dollars. Expressed in ternms of U S. dollars, nothing
wi || change during dollarization.

Bank deposits and | oans bearing fixed interest
rates wll continue to bear the sane interest rates
until they expire, except now the principal and inter-
est will be payable in dollars. Interest rates in
dollars will probably be |ower than rates were in pesos
just before dollarization. Borrowers wll be able to
benefit fromlower interest rates if they can refinance
their debts; if not, they will be no worse off than
t hey woul d have been under the currency board-1|ike
system because, in terns of dollars, they will be
payi ng equi val ent anounts at the sanme rates of interest
as they were paying in pesos.

Dol | ari zation will cause sone redistribution of
i ncone: in general, new borrowers of dollars will pay
|l ess and I enders wll earn |l ess than they do now,
because they will be unable to I end in pesos. But
| enders will also enjoy sonme benefit, because there
will no | onger be any possibility of a deval uation of
the type that has bankrupted banks in Asia. GCenerally,
| ower interest rates will benefit Argentina' s econony
by enabl i ng busi nesses and consuners to borrow for
projects they otherwi se could not undert ake.

3. I'mediately replace the peso with the dollar as a
unit of account. Because the exchange rate is 1 to 1
no transition period is necessary. No changes in
bookkeepi ng, conmputer systenms, or prices on store
shelves will be necessary.
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4. Immedi ately replace peso deposits at the central
bank with U S. dollar assets. 1In 1995 Argentina al -
ready took a step in this direction by noving settle-
ment of paynents from peso accounts at the central bank
to a dollar account at a bank in New York. This step
woul d sinply finish the process.

5. Retire peso notes and coins fromcirculation, the
bul k of them preferably to be retired during the tran-
sition period. How quickly that can be acconplished
depends on how qui ckly the central bank can obtain U S
dollar notes. It is desirable to replace the bul k of
peso notes during the transition period. Once retire-
ment of peso notes begins, banks will not be allowed to
charge comm ssion fees for replacing peso notes with
dollar notes. After the period for retiring peso notes
fromlarge-scale circulation is conplete, banks and the
governnment will continue for, say, five years to accept
peso notes, so that holders of the notes have tine to
redeemthem However, old peso notes will no | onger be
used for hand-to-hand paynents. After five years, the
presi dent of Argentina should have the power to denone-
tize all peso notes by decree.

We favor repl acing peso notes and coins alike with
dol l ar notes and coins, but Argentina could retain
| ocally issued coins, as Panama does.

6. Reorganize the central bank to recognize that it no
| onger issues noney. The central bank wll cease to be
an institution maki ng nonetary policy. However, it can
continue to have a role in the financial systemregu-
lating financial institutions and gathering financial
statistics.

Sonme people may think that dollarization, if adopted,
shoul d be only tenporary. Historical experience, in con-
trast, indicates that dollarization in the formwe have
proposed shoul d be permanent. W propose to continue all ow
ing Argentines to use any currency but to prevent the gov-
ernment fromissuing a currency again. For Argentina, a
gover nnent -i ssued currency has al ways been a curse. The
Convertibility Law has made the peso al nbst as good as the
dollar, but it is still not as good. Dollarization in the
form we have proposed woul d ensure that Argentines have the
freedomto use the world' s best currencies, and woul d nake
it more difficult to return to the bad old days of a bad
national currency.
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Appendi x: A Mddel Doll arizati on Statute

The nodel statute is nmeant to suggest the main features
that are desirable for a law on dollarization. Legal tech-
nicalities may require an actual statute to be sonewhat
different.

1. The Banco Central de |a Republica Argentina (BCRA)
shal | cease to issue pesos. It shall wthdraw from
circulation the Argentine peso nonetary base and shal
replace it with U S. dollars at the exchange rate of 1
dollar = 1 peso. The BCRA shall preferably acconplish
the bulk of this task wwthin 30 days after this | aw
enters into force. Peso notes currently accepted for
redenption into dollars shall continue to be accepted
by the BCRA or the governnent for five years after this
|aw enters into force. After five years, all peso
notes in circulation may be denonetized by a decree of
t he Executive Power.

2. \\ges, prices, assets, and liabilities shall be
converted frompesos to U.S. dollars at the exchange
rate of 1 dollar = 1 peso. By 30 days after this |aw
enters into force, wages and prices shall cease to be
guoted in pesos.

3. Interest rates and other financial ratios shal
remain the sane in U S. dollars as they were in pesos.
The maturities of |oans and ot her financial obligations
shal | remai n unchanged.

4. The Executive Power nay appoint a commttee of
experts on technical issues connected with this lawto
recommend changes in regul ations that nmay be necessary.

5. Nothing in this law shall prevent parties to a
transaction fromusing any currency that is nutually
agreeable. However, the U S. dollar may be established
as the default currency where no other currency is
speci fi ed.

6. Previously enacted legislation conflicting with this
| aw i s repeal ed.

7. This | aw becones effective inmmediately.
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