
ABSTRACT

Throughout the second half of the 1990s, conventional indicators
for bank fundamentals depicted the Argentine banking system as
potentially resistant to liquidity and solvency shocks. Against this
background, in 2001 the Argentine banking system experienced a
massive run on deposits that culminated in the disruption of the
payment system. We argument that the drawbacks of the currency
board regime have been at the roots of this crisis. The dollarization
of the economy, the huge overvaluation of the real exchange rate
and the exposure to Government debt, all contributed to the buil-
ding up of the banks’ critical vulnerabilities. The lack of monetary
and exchange rate tools made it difficult to address the recession
of the last years of the 1990s and triggered a collapse of confidence
in the sustainability of the public debt and the currency board itself.
In such a context, the banks’ vulnerabilities became explicit so that
the collapse of confidence passed on the banking system, beco-
ming the vehicle for financial disaster.

1. Introduction
Following a decade of high inflation and stagnant output, and

several failed attempts to stabilize the economy, Argentina fell into
hyperinflation in 1989, with an annual rate of 4,924 percent, dow-
nsizing to 1,344 percent in 1990. In April 1991, in order to fight hy-
perinflation and to place the economy on a growth path, Argentina
adopted a currency board regime. The Convertibility Plan pegged
the domestic currency to the dollar according to a one-to-one rule,
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committing the Central Bank to guarantee a substantial backing of
the domestic currency with dollars. In so doing, the Argentina’s Cen-
tral Bank acquired an anti-inflationary credibility, inflationary ex-
pectations were curbed, and domestic inflation gradually decreased
to very low levels, compatible with healthy economic growth. At the
same time, the Government adopted a series of economic reforms,
thus fostering massive capital inflows that supported the following
remarkable growth.

At the same time, the banking sector underwent a process of li-
beralization, internationalization and consolidation, associated with
an increasing level of domestic financial intermediation. As a result,
notwithstanding the difficulties following the contagion from the
Mexican crisis in 1998, the Argentina’s banking sector was ranked
second among those of a number of emerging countries’ economies,
in terms of regulatory environment as well as sound fundamentals
for both domestic and foreign owned banks.

Starting from 1999, the macroeconomic stance deteriorated shar-
ply due to external shocks. The currency board regime implied that
the monetary and exchange rate policies could not be employed as
adjustment tools, so that much of the burden of the macroeconomic
stabilization rested on the fiscal policy. While the Government met
increasing constraints in financing its budget deficit through bonds,
the international and domestic market participants lost confidence
in the viability of the currency board regime and the sustainability
of the public debt. The loss of confidence ultimately extended to the
banking sector and resulted in huge deposit withdrawals mounting
up to a run on banks at the end of 2001.

Yet, still at the end of 2000, based on conventional indicators of
financial health, the Argentina’s banking sector was still judged re-
silient. In particular, capital adequacy and liquidity ratios were
strong by international comparisons, whereas asset quality ratios
showed only a modest deterioration. Stress tests run in 2000 by the
Central Bank of Argentina confirmed to a large degree that the ban-
king system was intrinsically sound.

In the paper, we provide an account for the reasons behind the
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scarce predictive power of standard banking indicators in anticipa-
ting the potential systemic risks for the Argentine financial sector.
In particular, we analyze the role of some factors in contributing to
the building up of critical, albeit latent, vulnerabilities in the finan-
cial sector. The most important ones relate to the high and increasing
dollarization of the economy fostered by the hard peg regime, the
potential credit risk in the context of a huge overvaluation of the real
exchange rate and the exposure of the banking system to Gover-
nment risk. The above factors were mainly the result of systemic fea-
tures stemming from the adoption of the currency board regime. The
latent fragility of the banking sector emerged on the occasion of the
deep recession of the last years of the 1990s. Due to the lack of mo-
netary and exchange rate tools for stabilization purposes, the future
of the exchange-rate regime and the sustainability of the public debt
were questioned. In such a context, as the banks’ vulnerabilities be-
came explicit, the loss of confidence passed on the banking system,
becoming the vehicle for financial disaster.

The paper is organized as follows. The first section lays out a ge-
neral description of the functioning of the currency board, discus-
sing advantages and shortcomings. The second section considers
how the currency board rigidities weigh against the banking sector,
and focuses especially on the challenges posed by the lack of a len-
der of last resort. Within the above framework, the third section de-
scribes the actual functioning of the Argentina’s currency board,
while the fourth section deals with the reform process aiming at the
strengthening of the financial sector, with the evolution of the ban-
king system in the country, and its ability to cope with the contagion
from the Mexican crisis. The next section explores the Argentine ban-
king sector’s vulnerabilities hidden under the veil of an apparent
strength and highlights the buildup of solvency risks. Summing up
the results of the analysis, the final section draws the conclusion that
the Argentine banking crisis was mainly due to causes outside the
banking system, as the loss of confidence and negative expectations
on solvency were triggered by a collapse of confidence in the sustai-
nability of the public debt and the currency board itself.
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2. Advantages and shortcomings of currency boards
A currency board arrangement can be seen as an extreme case

of a fixed exchange rate system. Its main distinctive characteristics
are that the Central Bank announces an exchange rate against some
designated reserve currencies and, at that rate, offers or demands
domestic currency according to the situation on the foreign exchange
market. Under a currency board, monetary policy is run according
to a very simple rule: the monetary authority leading the currency
board issues money only against the designated reserve currency. In
its “pure” version, the currency board is not supposed to acquire
any domestic assets, so that the entire monetary base it issues is fully
backed by foreign reserves. In other words, a currency board me-
chanism ensures that the proportion of monetary base to reserves
remains constant at the fixed exchange rate. Currency boards elimi-
nate traditional Central Bank functions like monetary regulation and
the lender-of-last-resort function. Institutional arrangements, which
see an explicit legislative (or even constitutional) commitment to the
exchange rate regime, typically make the abolition of a currency
board considerably more difficult1, thus providing credibility to the
exchange rate regime.

The pros and cons of irrevocable pegs are well known in the li-
terature. They have been traditionally assessed in the framework of
the Mundell’s theory of Optimal Currency Areas (OCA)2. Mundell
suggests that an irrevocable peg is more likely to be beneficial if the
country trades a lot with the anchor country, and if both countries
are not exposed to significant asymmetric shocks which would de-
mand monetary policy responses of different sign in the two econo-
mies. The peg might still be warranted even when the possibility of
asymmetric shocks is substantial, provided that the country can ea-
sily adjust to real shocks via nominal price and wage flexibility, or
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via other mechanisms such as fiscal transfers and/or labour mobility
between the two countries.

With reference to the Mundell’s theory, it must be stressed that
a currency board makes the probability of asymmetric shocks higher
and their effects much more painful when compared with ‘ordinary’
pegs. As to the probability of being hit by asymmetric shocks, one
has to consider that when establishing a currency board, the reserve
currency is chosen more with regard to its ‘soundness’ than accor-
ding to the degree of trade or financial integration. Thus, the dome-
stic economy is tightly linked to the reserve country, regardless of
the well-known criteria for forming an optimal currency union. The
productivity growth and economic cycle of the two countries may
be very dissimilar and, obviously, there is not enough price flexibi-
lity or factor mobility to compensate for it. To a certain extent, the
same applies also to unilateral pegs. The difference is that, besides
‘importing’ the reserve country’s monetary policy, a currency board
is totally constrained to shape the domestic money supply.

As autonomous monetary policy is ruled out, so is the monetary
financing of the budget. The need to finance budget deficits through
the issue of Government bonds imposes a strict discipline on the fi-
scal policy. In fact, the accumulation of public debt must be kept
under firm control in order to avoid the risk of rising interest rates
required from market participants and/or problems of debt unsu-
stainability.

Actually, currency board arrangements are often meant to pro-
vide a nominal anchor in fighting domestic inflation, since they are
seen as a way to import anti-inflation credibility from the country to
which the domestic currency is pegged. However, as domestic infla-
tion converges to international levels only gradually, currency board
regimes are often characterised by cumulative real exchange rate ap-
preciations, loss of competitiveness and structural worsening of the
trade balance. In the short run, capitals are likely to flow into the cur-
rency board country owing to higher nominal interest rates resulting
from the gradual inflation decline. Initial capital inflows can help
supporting the economy. In the medium run, however, they are likely
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to cause a further real exchange rate appreciation and to increase the
country’s vulnerability to shifts in foreign investors’ confidence. Re-
gardless of whether a country adopts a currency board regime or not,
large capital inflows (in optimistic periods) or outflows (when expec-
tations of devaluation prevail) can occur. Yet, in a currency board,
they pose an additional problem inasmuch as the Central Bank is not
allowed to sterilise their effects on the monetary base. When capitals
flow out, the monetary base falls, domestic interest rates are forced
to increase, putting under considerable stress both domestic banks
and firms. As a result, a recession may follow, feeding back expecta-
tions of unsustainability of the exchange rate regime.

Moreover, real exchange rate appreciations may continue to
occur well after the domestic inflation rate reaches international le-
vels. When the reserve currency appreciates against the currency
board country’s trading partners or when trading partners devaluate
against the reserve currency, the peg of the domestic currency to a re-
serve currency implies a real overvaluation. The subsequent current
account imbalance, if not matched by capital inflows, leads to a de-
crease in the monetary base. Assuming that wages and prices react
rather quickly, real overvaluation can be tackled through deflation
(or “domestic devaluation”). In such a case, real interest rates will be
higher than abroad even if the currency board regime is fully credible
and there is no sovereign risk, that is, even when nominal interest
rates are the same as the reserve country’s ones. High real interest
rates, in turn, strengthen the depressing effect of the drop in exports
on aggregate demand. In the case of domestic nominal inertia, the
adjustment process is slower and more costly in terms of output and
employment, since the real overvaluation is long lasting. The fact that
the required adjustment process may entail significant output losses
could in turn undermine the confidence in the sustainability of the
peg. Experiences with currency board arrangements show that real
exchange rate appreciations do occur to a considerable extent3.
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In addition, countries adopting a currency board are more prone
to financial crises, due to the lack of domestic or foreign institutions
providing lender-of-last-resort services in the face of system-wide
liquidity crunches. As in the “twin crises”4 approach, financial and
currency crises are tightly intertwined. When devaluation expecta-
tions grow, speculative attacks make the monetary base to decrease
and interest rates to increase. Given the required reserve ratios,
banks are forced to recall loans and firms may go bankrupt. Unless
foreign banks provide additional liquidity or the Central Bank holds
excess foreign reserves with respect to the monetary base, the pres-
sure on foreign reserves may trigger a financial panic, with the pu-
blic trying to convert its demand deposits into the reserve currency.
It is likely that commercial banks may not be able to ensure the con-
vertibility of demand deposits. In fact, while fully (or near fully) bac-
king the monetary base (M0), a currency board does not hold reserve
currency assets matching the entire stock of liquid monetary assets
(M1, let alone M2). Given that the domestic financial assets that may
be used to buy foreign currency are usually a multiple of the mone-
tary base, speculative attacks may well be successful.

In general, by establishing a currency board, the monetary au-
thority subordinates other policy objectives to the defense of the ex-
change rate parity. Specific monetary policy objectives may be
pursued only when they do not conflict with the stability of the ex-
change rate regime, whereas an autonomous fiscal policy can be car-
ried on as long as the public sector is able to finance its needs on the
market. As a result, the ability to respond to shocks is restricted due
to limited tools for stabilization policy.
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4 See, for instance, Ilan Goldfajn, Rodrigo O. Valdes, Capital Flows and the Twin Crises:
The Role of Liquidity, IMF Working Paper, No. 97/87, 1997 and Graciela L. Kaminsky,
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Problems”, in American Economic Review, 89, 1999, pp. 473-500.
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3. Currency boards and the banking sector
A currency board arrangement poses a particular burden to the

banking sector. As said before, since the monetary base has to be
fully backed by foreign reserves, the Central Bank cannot sterilize
capital flows. When a balance of payment deficit or rapid capital
outflows occur, they will automatically be translated into domestic
liquidity tightening and higher interest rates5. Large fluctuations in
interest rates have a direct impact on the banking system through
the changed valuation of its assets and liabilities. A rise in domestic
interest rates depresses the market value of the banks’ domestic cur-
rency assets, brings about a recession and causes the share of non-
performing loans to grow. It thus induces a significant increase in
credit risk within the banking system. If high interest rates persist,
less capitalized banks may find it difficult to stay liquid and become
insolvent.

Besides, the currency board-backing rule limits the scope for len-
der-of-last-resort support and other monetary operations, which, in
times of crisis, might facilitate the stabilization of the banking sy-
stem. The limit is given by the amount of foreign exchange in excess
of that required for monetary backing. Typically, bank deposits are
some multiple of their reserves and so the lender-of-last-resort fun-
ction would require a much larger stock of official reserves as com-
pared with the monetary base. In fact, the commitment to convert
the domestic currency into foreign exchange enables the private sec-
tor to exchange bank deposits for foreign cash. Moreover, given the
backing rule, it does not matter whether the private sector wi-
thdraws domestic or foreign currency from its bank deposits. In the
event of a shock, in order to remain credible, the banks must have
access to sufficient cash to meet any resulting deposit drains, while
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holding only a fraction of reserves against their deposits. In the ab-
sence of a lender-of-last-resort support, the unmitigated effects of a
liquidity crisis of individual banks may spread to the whole system6;
in such a case, a bank run is likely and may put at risk the exchange-
rate arrangement. Thus, there appears to be a trade-off between the
credibility of the currency board backing rule and the need to be able
to provide lender-of-last-resort support to the banking sector.

In the light of the above considerations, the monetary authorities
of most countries with a currency board have established explicit,
albeit limited, lender-of-last-resort facilities, with differences in their
designs depending on both institutional arrangements of the cur-
rency boards and problems of the banking systems7. In some cur-
rency board countries, high reserve requirements have been
imposed on bank deposits with the advantage of reducing the scope
for lender-of-last-resort support, albeit at a cost for the banks. Re-
serve requirements have been subsequently relaxed to provide li-
quidity in case of stress. While addressing a liquidity shortage,
however, a reduction in reserve requirements may not be a solution
to the problem, as it may signal liquidity problems and thus under-
mine depositors’ confidence.

It has been stressed (Santiprabhob, 1997) that the banking sector
in countries adopting a currency board must be more sound than el-
sewhere, precisely because of the restricted, or even null, scope for mo-
netary operations. Indeed, a weak banking system may call for a
broader lender-of-last-resort support, requiring the monetary authority
to maintain a higher amount of excess foreign exchange. Given the li-
mited availability of foreign currency, such a need may translate into
a narrower scope for monetary backing and undermine the credibility
of the convertibility commitment. Besides, in currency board regimes
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nominal interest rates on domestic currency assets tend to converge
towards those prevailing in the reserve-currency country. Unsound
banks slow down such a process, since they are willing to take higher
risks, and depositors ask for higher risk premiums. This may contri-
bute to weaken the credibility of the nominal exchange-rate anchor, as
higher interest rates are bound to prevent economic agents from incor-
porating a lower inflation path into their inflation expectations.

In order to favor a strengthening of the banking sector, countries
with a currency board have imposed prudential regulations and su-
pervision stricter than international standards, as in Argentina, Esto-
nia, Hong Kong and Lithuania. More stringent standards have been
applied to risk-based capital adequacy ratios, to foreign exchange
exposure limits, to maximum exposure to a single borrower.

4. The currency board in Argentina
Following a decade of high inflation and stagnant output, and

several failed attempts to stabilize the economy, Argentina fell into
hyperinflation in 1989. The Convertibility Plan, introduced in April
1991, was designed to stabilize the economy through drastic, and al-
most irreversible, measures. The Convertibility Plan aimed at achie-
ving a definitive break in the vicious circle of peso depreciation
followed by a surge in domestic prices and inflationary expectations.
The core of the Plan was the currency board-like arrangement8, in
which the domestic currency, the peso, was fixed at par with the U.S.
dollar. The credibility of the commitment to low inflation rested on
the external nominal anchor specified by the hard peg regime. Mo-
reover, the exchange rate parity was established by law, so that only
a Parliamentary act could alter it. The law precluded the creation of
pesos not backed by dollars, with the exception of a limited range9:
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(1995), Schuler (2003).

02-mulino (I)_41_78_02-mulino (I)_41_78  17/12/15  09:26  Pagina 50



the money base had to be kept equal to or less than the amount of
foreign exchange reserves plus no more than 33 percent of the total
money-base backing to be constituted by dollar-denominated Go-
vernment bonds10. Thus, as explained below, the Convertibility Law
gave the Central Bank some flexibility to act as lender of last resort.

Full convertibility of the peso was established for both current
and capital transactions. Besides, the law stated the right of any Ar-
gentine citizen to hold and transact business in foreign currency. The
latter provision, which was meant to boost the credibility of the one-
peso-one-dollar rule, led to a persistent and rising level of financial
dollarization, given the enduring market perception of exchange-
rate risk that convertibility could not remove, despite its heavy in-
stitutional and legal shield.

With reference to the Mundell’s conditions for an OCA with the
U.S. dollar, Argentina did not meet any of them. In particular, the
trade and productive structure made a peg to the dollar highly ina-
dequate, since the U.S. accounted for less than 15 percent of the Ar-
gentine total trade11, leaving a considerable scope for asymmetric
shocks. In addition, Argentina had a substantial share of foreign
trade with countries whose currencies fluctuated with respect to the
U.S. dollar. Wage and price flexibility, as well as factor mobility, were
limited, thus making the adjustment to real shocks difficult. Actually,
as in other currency board countries, the adoption of the Converti-
bility Law was not guided by the OCA arguments, but by the credi-
bility-enhancing effect that renouncing monetary discretion was
expected to have after many years of acute monetary instability. In
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10 Holdings of those securities could not expand by more than 10 percent per year. Ini-
tially, the minimum ratio of reserves excluding Argentine Government bonds was set
at 90 percent. Subsequently, it was stated that during the first three years of the opera-
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the law provided for the minimum ratio to be at 66.6 percent under all circumstances,
with the 10 percent annual growth ceiling.
11 Bilateral trade with the USA was an even smaller share of Argentina’s GNP: less than
3 percent.
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such a context, the Argentine currency board made more likely the
occurrence of asymmetric shocks, whereas the inadequate price me-
chanism and the limited policy makers’ ability to react to shocks con-
tributed to the buildup of dangerous vulnerabilities.

In any case, the choice of the hard peg led to the successful di-
sinflation of the early nineties, and to a restored credibility in the im-
plementation of sound policy reforms, fostering massive capital
inflows that supported the Argentina’s remarkable growth. During
1991-1994, prior to the Mexican crisis contagion, average real GDP
growth was 8.2 percent p.a. After a 3.3 percent decline in 1995, real
GDP resumed its growth, averaging 5.8 percent p.a. in the period
1996-199812. Yet, the currency-board regime was not consistent with
several features of the economy: labour market rigidities and price
inflexibilities, limited openness to international trade, small size of
the domestic financial sector, currency mismatches in the balance
sheets of private and public sectors. The above structural weaknes-
ses made the choice of a nominal anchor to the dollar a straightjacket
for the economy, as it limited the authorities’ ability to support the
economic activity. In 1998, when a period of recession started, the
currency board arrangement limited the Argentine authorities’ abi-
lity to prevent a tightening of the monetary policy, while the public
debt dynamics, exacerbated by the protracted slump13, ruled out the
loosening fiscal policy. During the convertibility period, the buildup
of a sizeable foreign currency debt and the corresponding balance-
sheet vulnerabilities dramatically increased the cost of exiting the
fixed exchange-rate regime. The result was a policy dilemma that
ultimately undermined the confidence needed to prevent the en-
suing crisis.

Several economists have dealt with the analysis of the Argentine
experience in the period of the Convertibility Law, addressing in
particular the causes of the crisis. Most of the analyses point to mul-

MARCELLA MULINO, LUISA GIALLONARDO, BEATRICE GORGA

52 THE JOURNAL OF EUROPEAN ECONOMIC HISTORY

12 IMF, World Economic Outlook Database.
13 Real GDP dynamics was again negative from 1999, averaging -2.8 percent p.a. in the
period 1999-2001.

02-mulino (I)_41_78_02-mulino (I)_41_78  17/12/15  09:26  Pagina 52



tiple domestic vulnerabilities, which were reinforced under the effect
of external shocks. Some authors argue that the crisis was the out-
come of an over borrowing process, which initially fostered growth
and eventually made Argentina financially fragile, due to the accu-
mulation of dangerously high levels of external debt (Cavallaro,
Maggi and Mulino, 2011; Maggi, Cavallaro and Mulino, 2012). The
loss of confidence and consequent capital reversals could not be ad-
dressed, due to the strong commitment to maintain the peg, which
left no room for stabilization purposes. Some authors emphasize that
the crisis was rooted in insufficient fiscal tightening in a period of
economic expansion and consequent excessive debt accumulation
(Mussa, 2002), whereas others claim the peg was maintained too
long (Krueger, 2002a). Many analysts agree the peso became over-
valued under the currency board parity with the dollar, although by
how much is more disputed (Feldstein, 2002; Perry and Servén, 2003;
Stiglitz, 2002). The Argentina’s competitiveness was impaired; the
country had to rely on capital inflows to finance external imbalances
and became vulnerable to foreign investors’ confidence. Roubini
(2001), De la Torre et al. (2002) and Perry and Servén (2003) empha-
size the existence of a hard peg as a crucial factor in the deteriorating
situation, since corrections to the real exchange rate could only take
place through price deflation, implying falling output and growing
unemployment, which erodes the repayment capacity of debtors
whose earnings come from the non-tradable sector. Finally, most re-
cognize the contribution of external shocks, including the ‘sudden
stop’ in capital inflows after the Russia’s default, the Brazil’s major
devaluation, and the appreciation of the dollar against the Euro and
other currencies (Hausmann and Velasco, 2002; Calvo, Izquierdo,
and Talvi, 2003).

All the above factors contributed to the confidence loss in the
maintenance of the peg, triggering the Argentina’s currency crisis.
With a growing perceived probability of exiting the convertibility
regime, the collapse in confidence spread to the banking sector,
whose liquidity and solvency were put into question and made ex-
plicit the banks’ hidden vulnerabilities. The currency crisis was thus
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coupled with a financial crisis of unprecedented severity; both the
crises led to the abandonment of the currency board regime in Ja-
nuary 2002 with a subsequent impressive devaluation of the peso.
In the context of the Argentina’s experience in the 1990s, we concen-
trate on the role of the dollar peg in the building up of potential risks
for the financial sector.

With reference to the bearings a currency board put on the ban-
king sector, the monetary authority of the Argentina’s currency
board has recognized the importance of ensuring bank liquidity. It
established a number of explicit lender-of-last-resort facilities and
liquidity provisions. In particular, the Central Bank of Argentina
could use as disposable reserves dollar-denominated public bonds
up to a third of the monetary base, so that it could exploit this facility
to manage the monetary base, thus acting as the lender of last resort.
However, the coverage of the monetary base with foreign reserves
has always been higher than the minimum ratio of 66.6 percent: even
during the Mexican crisis contagion, it was around 75 percent.

Moreover, the Central Bank was allowed to provide limited re-
discounts and advances to facilitate the commercial banks’ liquidity
management. In the wake of the Mexican crisis of 1995, some of the
above limits were relaxed with a widening of facilities and the rolling
over of rediscounts. In addition, some open market operations using
repos and swaps were managed. Besides, in 1996 a contingency credit
line was established with a consortium of large international banks,
from which the domestic banks could draw with the assistance of the
Central Bank. Finally, in order to ensure liquidity in time of stress,
the Central Bank imposed high reserve requirements on deposits.

5. The banking sector in Argentina during the 1990s
The decision to peg the peso to the US dollar through a currency

board was accompanied by a series of economic reforms. The ban-
king sector as well experienced a number of ambitious reforms
aimed at the strengthening of the entire financial sector in view of
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the particular context in which they were called to operate. The re-
forms of the banking sector involved both the institutional setup and
the regulatory framework. As to the former, a process of liberaliza-
tion and internationalization of the banking sector started in 1992
and, following the Mexican crisis contagion, subsequently intensi-
fied. The system experienced also substantial concentration (see Ta-
bles 1 and 2), many public banks (especially provincial banks) were
privatized, private banks were consolidated through mergers and
selective bank liquidations14 and a number of foreign banks entered
the Argentine financial market. Overall, the system underwent a re-
markable financial deepening as indicated by the strong growth in
the volume of deposits: they registered a growth of around 187 and
77 percent during 1992-1999 and 1994-1999, respectively15. The pro-
cess of privatization, started in 1992, intensified after the Mexican
crisis: in 1999, the number of public banks was less than half than
that of 1994, whereas the share of their assets declined from 36 per-
cent in 1994 to 30 percent in 199916. Moreover, up to the end of the
decade, the process of internationalization increased: in September
1999, the number of foreign banks accounted for more than 50 per-
cent than that before the Tequila crisis. Data reported by Perry and
Servén17 for December 2000, when the number of foreign banks was
39, indicates that 9 banks closed between September 1999 and De-
cember 2000. Nevertheless, foreign banks accounted for 15 percent
of total banking assets in 1992, 55 percent in 1998 and 73 percent in
200018. On this point, it is worth noting that the presence of foreign
banks, believed as reputably solid and ready to stand behind their
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14 In the first nine months of 1995, 34 banks closed (through acquisitions, mergers, or
liquidations). See Carrizosa et al. (1996).
15 Authors’ calculations from data of Table 1.
16 John Hawkins, Dubravko Mihaljek, The Banking Industry in the Emerging Market Eco-
nomies: Competition, Consolidation and Systemic Stability - An Overview, BIS Papers, no. 4,
2001.
17 Guillermo Perry, Luis Servén, The Anatomy of a Multiple Crisis: Why Was Argentina
Special and What Can We Learn From It, The World Bank Policy Research Working Paper,
no. 3081, 2003, p. 44.
18 Ibid., p 43.
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As to the regulatory reforms, the deposit insurance was abolished
in 1992 with the aim to reduce the possibility of moral hazard behavior
on the side of the financial institutions. In addition, Basel standards
for capital requirements were adopted, with the ratio of capital to risk
weighted assets equal to 9.5 percent. The reform process went together
with a rapid financial deepening in the 1990s, as reflected by the steep
growth of bank deposits and loans. For instance, banks deposits in-
creased steadily from 5.7 percent of GDP in 1991 to 30.4 in 200020.

affiliates once run into trouble, contributed to reinforce over time
the general perception of a banking system able to withstand liqui-
dity and solvency problems19.
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19 Contrary to the general perception, in the midst of the crisis foreign banks reacted to
the increased financial risk by reducing their exposure. Their presence, therefore, did
little to improve the situation (Dominguez and Tesar, 2005, p. 12).
20 Kurt Schuler, Argentina’s Economic Crisis: Causes and Cures, Joint Economic Committee,
U.S. Congress, 2003.

TABLE 1
Structure of the Banking Sector 1980-1999

1980 1992 1994 1999a

Number of Total Banks 214 167 168 96

Number of Private Banks 179 131 135 81

Foreign 27 31 31 48

Domestic – – – –

Number of Public Banks 35 36 33 15

Total Depositsb 55.020 26.002 42.278 74.693
a September 1999; b In millions of pesos of 1993.
Source: Calomiris and Powell (2000), p. 7.

TABLE 2
Banking Sector Concentration 1994-2000

Shares in Total Deposits in Percent
Number of
Total Banks Three Largest Banks Ten Largest Banks

1994 206 39,1 73,1

2000 113 39,8 80,7
a September 1999; b In millions of Pesos of 1993.
Source: IMF (2001), p. 127.
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Notwithstanding the strengthening of the banking sector, the
stability of the financial system was seriously threatened following
the Mexican crisis of 1994-95. The resulting deposit and liquidity cri-
sis – with 18 percent of total deposits withdrawn between December
1994 and May 1995 and 51 institutions failed21 – prompted the im-
mediate intervention of the IMF and the World Bank and was follo-
wed by a decisive action of the Argentine authorities, including the
reduction of reserve requirements, the easing of liquidity constraints,
and the creation of a liquidity buffer22. Reserve requirements on dol-
lar deposits were reduced in order to provide more liquidity to the
banking system, followed by a reduction of reserve requirements
also on peso deposits23. A special security fund24 was setup to assist
institutions suffering from high deposit withdrawals, and a Trust
Fund for Provincial Development was established to provide sup-
port to the provincial banks. A limited deposit insurance network
was put again in place through a private institution, called SEDESA,
which covered up to 20,000 dollars per person (later increased to
30,000 dollars) for certain bank deposits. In addition, standards for
capital requirements were tightened: at the end of 1994, they were
set at 11.5 percent, 3.5 percentage points above the Basel standards
of 8.0 percent. Changes were made to the Central Bank Charter to
allow it to provide liquidity, in case of emergency and only over a
limited period of time, equal to 100 percent of a bank’s capital. Besi-
des, with the new Charter the Central Bank could use repos and re-
discounts to help troubled banks. In addition, new loan agreements
were signed with the international financial institutions, which in-

SYSTEMIC SHOCKS AND FINANCIAL CRISES: LESSONS FROM ARGENTINA DURING 1991-2001

57JEEH • 2/2015

21 Adolfo Barajas, Emiliano Basco, V. Hugo Juan-Ramón, Carlos Quarracino, Banks Du-
ring the Argentine Crisis: Were They All Hurt Equally? Did They All Behave Equally?, IMF
Working Paper, no. 06/42, 2006, p. 7.
22 Kathrin M.E. Dominguez, Linda L. Tesar, International Borrowing and Macroeconomic
Performance in Argentina, NBER Working Paper, no. 11353, 2005, p. 6.
23 However, there are potential negative effects in relaxing liquidity requirements, since
it can have adverse signaling effects, further weakening confidence.
24 The Fund was managed by Banco Nacion (the largest Government bank), with the
participation of 5 private institutions and 2 public banks.
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creased the Central Bank’s international reserves and its ability to
meet the commercial banks’ liquidity needs. Overall, the reduction
of the banks’ reserve requirements coupled with the deposits insu-
rance, the easing of liquidity constraints, the creation of a liquidity
buffer succeeded in preserving the liquidity as well as the solvency
of the banking sector25.

By the end of August 1995, the intermediation process gave im-
portant signs of recovery and restructuring: half of the deposits wi-
thdrawn after November 1994 entered again the banking system,
this time flowing mainly towards the largest banks, with the pro-
portions of deposits held by foreign banks increased from 16 to 20
percent and the share of peso deposits to dollar deposits decreased
from 49 to 44 percent26. In the years following the Mexican crisis, the
banking sector’s regulation and supervision made further advances.
Between December 1995 and December 2001, mainly due to changes
driven by large banks, the number of banks decreased by 27 percent
with an increase in the volume of total assets equal to 20 percent27.
Large banks (classified as those with assets greater than one percent
of the market) increased their market share in assets from 71 to 85
percent, with the rise driven by the largest banks (those with assets
share higher than 5 percent). At the same time, small banks (those
with assets less than or equal to one percent) decreased their market
share in assets from 29 to 15 percent28. During 1995-2001, the year
1998 revealed itself crucial: up to 2001, the number of large banks
remained almost constant (22) but among them the number of lar-
gest banks increased from 4 to 7 in 1998. During the same period,
the number of small banks decreased from 105 to 66.29

During 1994-1995, provisioning requirements were tightened
and a liquidity requirement system was introduced. In addition, the
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25 For details on this points, see The World Bank, 1998, p. 58.
26 Ritu Basu, Pablo Druck, David Martson, Raul Susmel, Bank Consolidation and Perfor-
mance. The Argentine Experience, IMF Working Paper, no. 04/149, 2004, pp. 6-7.
27 Ibid.
28 Ibid., pp. 7-11.
29 Ibid.
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BASIC oversight approach30 – an approach providing timely and re-
levant information on single banks to regulators and to private mar-
kets, making it possible for the first to impose higher capital
requirements to banks with excess exposure to credit risk and for
the second to price down banks’ subordinated debt – was adopted.
Finally, in 1999, differentiated risk weighted capital requirements
were introduced: since the interest rate charged on each loan was
seen as a signal of credit risk, capital ratios were required to rise ac-
cordingly.

As a whole, all the regulatory advances triggered an impressive
development of the banking regulatory environment. As a result, up
to the end of the 1990s, according to the international standards for
bank fundamentals, the banking system appeared to be not only he-
althy but also resilient and thus consistent with the convertibility sy-
stem.

As reported by the World Bank’s CAMELOT rating system re-
lative to the year 199831, the Argentine banking sector ranked se-
cond, alongside Hong Kong, in terms of banking system regulation
over 12 emerging countries. The CAMELOT rating system is a com-
bination of separate rankings for a number of different requirements:
capital requirements (C); loan loss provisioning requirements with
definition of past-due loans (A); management (M) operationalized
in terms of the percentage of high quality foreign banks; liquidity
requirements (L); operating environment (O) defined as a combina-
tion of single rankings in property rights, creditor rights, and enfor-
cement; and transparency (T) detected when banks are rated by
international risk rating agencies and are given an indicators of de-
gree of corruption. The Argentine banking sector ranked 1 for C, 4
for A, 3 for M, 4 for L, 7 for O and 2 for T.

Standard indicators of financial health continued to depict a he-
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30 Acronym with B standing for Bonds, A for Auditing, S for Supervision, I for Infor-
mation and C for Credit Rating.
31 The World Bank, Argentine Financial Sector Review, Report n. 17864-AR, Washington
D.C.: The World Bank, 1998, pp. 53-54 and 97-99.
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An IMF Staff Country Report in December 2000 still reported
that “capital adequacy and liquidity indicators are strong in the Ar-
gentine banking industry” (p. 6). A stress test on capital adequacy

althy banking system even after the Russian financial crisis of 1998,
with the parallel capital flows’ reversal, after the Brazilian devalua-
tion shock of 1999 and, more important, notwithstanding the under-
lying worsening of the macroeconomic imbalances. Indeed, up to
2000, the banking sector had relatively strong provisions, was well
capitalized and highly liquid notwithstanding the increasing under-
lying losses and percentage of not performing loans (see Table 3)32.
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32 It is worth noting that the data for “systemic core liquidity” in Table 3, provided by
the Central Bank, are calculated with international reserves including liquidity requi-
rements held abroad according to past arrangements between the IMF and Argentina.
See on this point, Pellecchio and Cady (2005), p. 8. This may account for levels and per-
cent values higher than published elsewhere, as in Schuler (2003), Table 1, that gives a
ratio of 29 percent in 1997, steadily decreasing to reach 20.9 percent in 2001, and Pou
(2002), p. 5, that gives a ratio of around 20 percent for the years 2000-2001.

TABLE 3
Selected Banking Sector Indicators (percentage at end year)

1997 1998 1999 2000
Net Worth/Assets 12,11 11,44 10,72 10,52

Capital/Risk-Weighted Assets 18,13 17,64 18,56 21,18

Non-Performing Loans/Total Loansa 8,23 5,98 7,14 10,21

Provisions/Total Loans 7,70 7,10 7,82 8,65

Provisions/Non Performing Loansa 108,64 140,40 122,25 77,13

Systemic Core Liquidityb 42,98 39,58 40,89 38,69

Returns on Equity before Provisions 22,59 10,61 8,43 7,76

Returns on Equity after Provisions 7,41 -2,24 -6,71 -9,42

Returns on Assets after Provisions 1,04 -0,27 -0,77 -1,01

Leverage Ratio (not in percent) 6,11 7,26 7,74 8,33

Notes: a Non Performing Loans is defined as the sum of loans with problems, loans with high
risk and non-recoverable loans; b Defined as the ratio of international reserves of the Central Bank
in foreign currencies and other liquidity requirements held abroad and total deposits.
Source: Perry and Servén (2003), p. 43.
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run by the Argentine Central Bank in 2000 detected 4 banks failing
to meet the Basel capital adequacy standard and 12 banks failing to
meet the higher Argentine capital adequacy requirements. In a
“bad” scenario simulation, the number of banks falling short of Basel
and Argentine criteria increased to 10 and 37, respectively, amoun-
ting to 3.6 percent and 10.3 of assets33. As to the total liquidity cu-
shion available to absorb deposit withdrawals (systemic core
liquidity), on March 2000, it was 38.69 percent of total deposits, indi-
cating an ability to resist the withdrawal of over a third of total de-
posits, an amount almost twice as large as the one that occurred
during the 1995 crisis.

Two other factors pointed to a greater capability of the system to
withstand some significant deposit withdrawals without systemic
disruption, compared with that in 1995: first, the larger share of de-
posits held by the foreign banks, seen to be better able to manage li-
quidity; second, a better management of reserve requirements with
respect to the term structure of liabilities. In short, over the last years
of the decade, conventional indicators captured a banking system po-
tentially resistant to liquidity and solvency shocks and the worsening
of macroeconomic imbalances. Indeed, as said above, it gave some
proof of resiliency withstanding the Mexican crisis and, thereafter,
the trouble originated from the Russian and the Brazilian crises.

The picture provided by conventional bank indicators can be
hardly reconciled with the December 2001 massive run on deposits.
Still at the end of the decade, conventional indicators failed in fact
to detect the imminent disruption of the payment system into which
the crisis of the banking system culminated. In December 2001, in
order to halt the run on banks, the Ministry of Economy imposed
the freezing of withdrawals for bank deposits: restrictive measures
allowed the withdrawal of 250 pesos (dollars) per week per account,
the notorious corralito that ended in December 200234. The Gover-
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33 Also according to a value-at-risk approach, actual provisioning and capital levels for
the banking system exceeded the adequacy values.
34 Ibid., p. 55.
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nment prohibited as well any fund transfer abroad on the side of do-
mestic and foreign investors, thereby implementing capital controls
to guarantee the peg. Always in December 2001, the default of the
State, given the recent sharp increase of bank financing of the Go-
vernment’s debt, left the banks with large asset losses.

On the sharp contrast of the banking sector’s crisis with the por-
trait provided by standard indicators, lines of criticism35 have focu-
sed on some intrinsic problematics of the reform process. First, the
dynamic inconsistency of the reform process: deposit insurance abo-
lished in 1992 was reintroduced in 1995 and afterwards its coverage
limits were raised; liquidity requirements were changed over time,
mostly under severe straits, as after the Mexican crisis. Second, the
fragility of some aspects of the reform process: the obligation to issue
subordinated debt, a key point of the BASIC approach, was associa-
ted to a low penalty in case of noncompliance; through regulatory
incentives, the reform process left significant room for discretion for
the creation of excessive bank financing of Government’s debt.

6. Hidden weaknesses of the financial sector
Some specific factors contributed to the building up of critical

vulnerabilities in the financial sector36. The most important ones re-
late to the high level of financial dollarization, the external disequi-
libria together with the limited openness of the Argentine economy
and the exposure of the banking system to the public sector.

Once the negative effects of the external shocks, coupled with
the inherent rigidities of the currency board, hit the economy, the
continuation of the exchange rate arrangement was put into que-
stion. In such a context, the factors mentioned above made bank cre-
dit risk to soar at a very high level, leading to the unsustainability
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35 The World Bank, 1998.
36 For a comprehensive and systematic analysis of financial crises, see Allen and Gale
(2007).
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of the banking system. Thus, the lack of confidence in the converti-
bility extended to the solvency of the banking sector so that currency
and financial crises became tightly intertwined, amplifying their ne-
gative outcomes.

The commitment to “one peso for one dollar, forever” resulted
in an asset substitution, since a credible commitment makes assets
equivalent in the eyes of investors, regardless of currency denomi-
nation. As the Convertibility Law aimed at reinforcing the viability
of the convertibility, the authorities could not discourage the use of
the dollar in financial contracts. Indeed, it was legal to write con-
tracts in the reserve currency and dollars could be used as alternative
mean of payment. Yet, the credibility of the Currency Board was
never fully established, as indicated by the Argentine Emerging
Market Bond Index (EMBI) spread that during the decade showed
values similar to the average of emerging markets (Calvo, Izquierdo
and Talvi, 2003). Thus, due to the lasting perception of a residual
risk of nominal devaluation, the share of dollar deposits was high
and increasing37, in particular after the Russian crisis and the Brazi-
lian devaluation. Time deposits became more and more dollarized
during Convertibility, reaching nearly 80 percent of the total. In con-
trast, the degree of dollarization of saving accounts, albeit high
(about 40 percent) grew only at the end of the 1990s, whereas the de-
gree of dollarization of demand deposits was well under 10 percent
and remained stable during most of the decade38.

Following the accumulation of dollar denominated assets, the
banks extended dollar credits, which were increasingly demanded
by the private sector because of lower interest rates on dollar con-
tracts. Thus, the share of dollar credit over total credit to the private
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37 Yet, another explanation for the increase in dollar deposits was put forward, namely
that an increase in confidence in the domestic banking system induced the residents to
move dollar denominated assets from offshore to domestic banks. See Caprio et al.
(1996).
38 Augusto De La Torre, Eduardo Levy-Yeyati, Sergio L. Schmukler, Living and Dying
with Hard Pegs. The Rise and Fall of Argentina’s Currency Board, The World Bank Policy
Research Working Paper, no. 2980, 2003, p. 7.
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and public sectors showed a steady rise, from less than 50 percent
in 1991 to more than 60 percent at the end of the decade. As stated
above, the interest rate factor may also have encouraged credit dol-
larization because peso loans carried higher interest rates than dollar
loans, given the persistent currency premium39. In fact, the spread
between peso and dollar interest rates was very high at the start of
the currency board (due to the gradual inflation decline), subsequen-
tly it recorded an average of 230 basis points from 1993 to 2000, and
soared to over two thousand basis points in 200140. Dollarization
characterized both the private and public debt. By mid-1999, 80 per-
cent of the private debt, whether domestic or foreign, was denomi-
nated in US dollars, whereas the share of credit in US dollars over
total credit to the public sector soared from less than 50 percent in
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39 Perry and Servén (2003), p. 47.
40 Dominguez and Tesar (2005), Table 1.
41 Perry and Servén (2003). The Government did not issue peso debt in domestic mar-
kets not solely because dollar debt was less costly, but also because incurring the addi-
tional interest rate cost could have been interpreted as a hedge against a future
devaluation, undermining the confidence in the one-to-one convertibility rule.

FIGURE 1
Share of dollar deposits over total deposits

Source: Schuler (2003), Table 1. Authors’ calculations.
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revenues were in domestic currency42.
The financial dollarization exposed the Argentine banks to a po-

tential source of credit risk, linked to the possibility of a devaluation
of the peso against the U.S. dollar. While most of the banks’ assets
and liabilities were matched in terms of their currency of denomi-
nation, only a minor part of the banks’ lending capacity arising from
currency denominated deposits was allocated to those sectors eligi-
ble to make reimbursements in foreign currency (manufacturers of

1991 to more than 90 percent prior to the crisis41. Owing to lower in-
terest rates, a relatively small financial sector and liquidity con-
straints on the domestic market, both the firms and the Government
turned to financial international markets, so that external debt re-
presented a growing share of GDP (see Figure 2). The high incidence
of foreign currency debt led to a balance-sheet currency-denomina-
tion mismatch, as the revenues in non-tradable sectors and the fiscal
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42 Indeed, Reinhart and Rogoff (2013) underline that a sustained surge in capital inflows
makes countries more prone to banking crises.

FIGURE 2
External debt stocks (in % of GDP)

Source: World Bank, World Development Indicators. Authors’ calculations.
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goods subject to export). Many dollar-denominated bank loans went
to Argentine companies and households that had earnings in pesos.
It is estimated43 that only 25 percent of productive activities were in
the tradable sector, and, therefore, potentially capable of generating
earnings in hard currency44. In “good” times, the currency denomi-
nation of private debt is irrelevant. In “bad” times, however, cur-
rency mismatch positions for households, non-tradable firms and
the Government add to the traditional credit risk a specific risk of
dollar loans to the debtors whose income is in pesos.

As stated above, the latent risk of non-repayment for dollar loans
would materialize in the event of a devaluation of the peso against
the U.S. dollar. It is worth noting, however, that it would occur also
in the event of significant adverse shocks requiring a real effective
exchange rate (REER) depreciation, that is – under a hard peg regime
– a deflationary adjustment. Between 1991 and 1993, during the early
stages of stabilization, the CPI-based REER appreciated by more
than 30 percent. From 1993 until 1996, Argentina’s CPI-based com-
petitiveness remained roughly unchanged45, but afterward it wor-
sened, partly due to stagnant productivity and partly as a reflection
of the appreciation of the US dollar and of the Brazilian real deva-
luation. The latter were a manifestation of specific disturbances to
which the currency board was vulnerable. Different estimates – de-
pending, among the others, on the deflator employed – put the ma-
gnitude of the overvaluation of the REER between 30 and 55 percent
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43 Guillelmo A. Calvo, Ernesto Talvi, Sudden Stops, Financial Factors and Economic Collapse
in Latin America: Learning from Argentina and Chile, NBER Working Paper, no. 11153,
2005, p. 21.
44 According to traditional measures of openness, i.e., imports plus exports as a share
of GDP, Argentina was a fairly closed economy, as the share averaged 19 percent for
the period 1991-1997, prior to the Russian crisis. Calvo and Talvi (2005).
45 Perry and Servén (2003) argue that through 1996 important gains in relative produc-
tivity in the tradable sector warranted the REER appreciation.
46 Perry and Servén (2003); Guillelmo A. Calvo, Alejandro Izquierdo, Ernesto Talvi, Sud-
den Stops, the Real Exchange Rate, and Fiscal Sustainability: Argentina’s Lessons, NBER Wor-
king Paper, no. 9828, 2003; William R. Cline, Restoring Economic Growth in Argentina,
The World Bank Policy Research Working Paper, no. 3158, 2003; Dominguez and Tesar
(2005).
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The deflationary adjustment required to restore competitiveness
tends to reduce aggregate demand and domestic production, which
in turn would erode the capacity to pay of the debtors whose ear-
nings come from the domestic demand (non-tradable sectors). Con-
sequently, a “potential” severe deterioration of the quality of the
banks’ loan portfolio would follow, since loans repayments become
increasingly difficult. In turn, the recession following an ‘internal
devaluation’ increases the Government budget deficits and deter-
mines a growing public debt. Given the currency mismatch of the
public sector balance sheet, it deteriorates the Government ability
to meet its liabilities and exposes the banking sector to a further wor-
sening of its portfolio. In Argentina, the banks’ credit risk was en-
hanced by the extent of the REER overvaluation: international
evidence reported by Goldfajn and Valdes (1999) shows that, once a
real overvaluation exceeds a threshold of around 30 percent, it be-
comes very difficult to reverse it through a deflationary adjustment,

by 200146. Figure 3 depicts the evolution of the REER during the con-
vertibility period (according to our definition, a REER increase
means an appreciation).
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FIGURE 3
Real Effective Exchange Rate, CPI deflated (April 1991 = 1)

Source: Banco Central de la República Argentina. Authors’ calculations.
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and a collapse of the nominal exchange rate is likely to occur. Thus,
to the growing credit risk stemming from the non-tradable sector’s
difficulty to repay its debt a devaluation risk was added.

The banking sector was also vulnerable to a sovereign debt crisis
owing to its exposure to the public sector’s growing debt. The Ar-
gentina’s public finances deteriorated in the course of the 1990s, al-
beit until 1998 the deficit was moderate, in the range of 1.5 – 3.0
percent of GDP. However, when taking into account the persistent
off budget spending47, the deficit was higher (see Figure 4). As the
currency board regime precluded direct money financing of fiscal
deficits, the public debt ratio increased from 31 percent of GDP at
the end of 1992 to 41 percent at the end of 1998. The rise was sub-
stantial but the level of the ratio did not appear to be a dangerous
one yet. The successive prolonged economic slump led to higher de-
ficits and growing indebtedness, which resulted in rising interest
rates and higher debt service. The debt-to-GDP ratio raised from 47.6
percent in 1999, to 50.9 percent in 2000 and to 60.2 at the end of 2001
(see Figure 4). Again, fiscal indicators did not point to an apparent
risky level, albeit the rate of debt accumulation was impressive. The
main driving force behind the deteriorating public debt dynamics
during this period was the differential between the interest rate and
the GDP growth48. Such a differential, which contributed on average
to more than 80 percent of the debt/GDP growth from 1998 to 2001,
resulted from the Government’s difficult access to capital markets,
requiring rising interest rates, and from the deep and prolonged re-
cession characterized by a GDP which was declining not only in real
terms, but even in nominal terms due to deflation49. The extent of
the recession was impressive: according to IMF’s estimates (2003),
the output gap widened from -2.7 percent of potential GDP in 1999
to -12.1 in 2001.
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47 It comprises various court-ordered compensation payments, including payments to
pensioners and former victims of political prosecution.
48 IMF (2003), Table 2.
49 The GDP deflator fell at an average of 0.9 percent annually in 1998-2001.
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At the same time, the Argentina’s fiscal indicators concealed
some critical vulnerabilities of the public sector that materialized
during the convertibility period. The weaknesses of the public sector
mainly rested in the currency denomination of the public debt and
in the Government’s recourse to the international capital markets in
order to meet its growing financing needs. As said above, more than
90 percent of public debt was foreign-currency denominated. As a
result, and considering that the real exchange rate was deeply over-
valued, the figure for debt-to-GDP ratio was a misleadingly indica-
tor of fiscal policy sustainability, as it underestimated the actual
figure. In addition, nearly 80 percent of the overall public sector debt
consisted of external debt, meaning that – given the low Argentine
export/GDP share – the public debt-to-exports ratio alone was well
above 350 percent50. In the aftermath of the Asian and the Russian
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50 See Dominguez and Tesar (2005). Indeed, rating agencies looked more at the public-
debt-to-exports ratio than at the conventional public-debt-to-GDP ratio (Pou, 2002).

FIGURE 4
Main fiscal indicators, 1992-2001 (in % of GDP)

* Includes off-budget federal expenditure.
Source: IMF (2003), Table 1. Authors’ calculations.
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crises, this made the external financing of the fiscal policy highly su-
sceptible to any change in market sentiment and rendered the Ar-
gentina’s access to capital markets increasingly difficult, both for
new bond emissions and for the rolling over of the public debt co-
ming to maturity.

Already after the Tequila crisis, the Government started to mo-
derately resort to domestic savings, notably pension funds and local
banks. The share of claims on the public sector to total assets in the
Argentina’s banking system was less than 10 percent in 1994. It did
not change significantly until 1998 and it started growing only after
that date. At the end of the nineties, as the external credit dried up,
the Government accelerated the placement of the domestic debt with
local banks as other sources of financing gradually run out. The
share of loans and public bonds in the banks’ assets jumped from 15
percent at the end of 2000 to nearly 30 percent by end-200151. The in-
creasing reliance of public finances on domestic financial markets
was not restricted to the federal government since also provincial
governments absorbed the local banks’ liquidity, adding to the stress
put on the banking sector52.

The above process caused the banking system to be less liquid,
and its solvency became strictly linked to that of the Government,
which, in turn, was increasingly put into question53. In an attempt
to avoid a default over debt service, the Government drained the li-
quidity of the financial system through a somewhat compulsory pla-
cing of the public debt. In April 2001, it used moral suasion to place
US$2 billion of bonds with the banks, allowing them to use those
bonds to meet up to 18 percent of the liquidity requirement. At the
same time, prudential regulations were revised so that it was esta-
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51 IMF (2003).
52 Moreover, because of limited financing availability, some provincial governments re-
sorted to issuing IOUs. The circulation of IOUs affected bank operations, especially
their credit risk evaluation.
53 Between January and December 2001, the spread on Government bonds, as indicated
by the EMBI+ index for Argentina, rose from 703 to 4,385 basis points (Perry and Servén,
2003).
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blished a positive weight for the loans to the Government for the
purpose of determining capital requirements; in addition, the banks
were compelled to correct the value of their public bonds according
to a “mark-to-market” criterion. The effect on the banks’ balance she-
ets was disruptive as the market value of the Government obliga-
tions was only half of the nominal value.

Ultimately, the latent risks linked to the widespread dollariza-
tion of the economy, the overvaluation of the REER and the growing
exposure to the public sector’s debt materialized, putting the Argen-
tina’s banking system in a very difficult position and eventually led
to a huge run on bank deposits.

7. Concluding remarks
In the paper, we have discussed how several factors contributed

to the building up of latent vulnerabilities in the Argentine banking
sector, in sharp contrast with the conventional bank indicators that
provided a picture of a banking system potentially resistant to liqui-
dity and solvency shocks. Indeed, the low level of domestic financial
intermediation (albeit it increased over the Convertibility decade)
and the modest recourse to equity financing contributed to the eco-
nomy’s excessive reliance on foreign lending and thus to a higher
risk of liquidity problems.

Here, however, the argument is that the root of the financial sy-
stem crisis did not lay in an incorrect or irresponsible behavior on
the side of the Argentine banks. As analyzed in the paper, the banks
hidden vulnerabilities were the result of systemic features stemming
from the adoption of the currency board regime. Apart from some
unwise decisions (for instance, the choice of the reserve currency),
the functioning of a currency board in itself restricts the ability of
the policymakers to support the economic activity because of the ab-
sence of policy instruments for stabilization purposes. Hence, the
continued economic contraction in the last part of the 1990s could
not be addressed by contrasting the tightening of the monetary po-
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licy54, while the constraints on the public debt financing ruled out a
loosening of the fiscal policy. Consequently, the international and
domestic market participants lost confidence in the viability of the
currency board regime and the sustainability of the public debt. The
above factors, i.e., the deep recession, the increasing Government
default risk, and the uncertainty about the future of the exchange
rate regime, reinforced each other in a vicious circle and ultimately
made explicit the banking sector vulnerabilities and called into que-
stion the solvency of the financial sector as well.

The result was a massive run on bank deposits. At the end of
2001, the Government imposed strict limits on cash withdrawals
from bank accounts (the so-called “corralito”), with the consequent
disruption of the payment system. Our argument that the banking
crisis was due to causes outside the banking system is confirmed by
the fact that, up to 2000 and in the first months of 2001, withdrawals
concerned peso deposits, while dollar deposits kept increasing. Dol-
lar deposits increased from 39.4 billion dollars in 1998 to 43.2 in 1999
and to 47.7 in 2000. In 2001, dollar deposits fell to 44.2 billion dollars,
albeit this figure may be overstated due to the imposition of the “cor-
ralito” in December 2001. In the same period, peso deposits steadily
decreased from 38.8 billion pesos in 1998 to 25.0 in 200155. For fear
of a nominal devaluation, depositors withdrew their peso deposits
or converted them into dollar deposits. Actually, in the months pre-
ceding the explosion of the crisis, the share of dollar deposits soared
(see Figure 1) as depositors withdrew more peso deposits than dollar
deposits from their bank accounts. Only a minor part of depositors
feared a freeze on deposits or a pesification, therefore withdrawing
dollar deposits from the banks. In any case, until mid-2001 the de-
positors’ behavior did not point to a loss of confidence in the banks’
liquidity and solvency.

The turning point was the sharp deterioration in the macroeco-
nomic stance in 2001. Doubts about the one-to-one peg to the dollar
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54 In fact, the currency board arrangement implies a pro-cyclical monetary behavior.
55 See Schuler, 2003, Table 1.
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soared after April 2001, when the Government announced the even-
tual peg of the peso to an equally weighted dollar-euro basket, once
these two currencies would have reached parity, a move perceived
as the masking of a way out from convertibility. The Government
pushed also for a reform of the Central Bank Charter, removing the
limits on the monetary authority’s ability to inject liquidity. Thereby,
it effectively dismantled the backing rule that underpinned conver-
tibility, thus fostering concerns about a potential abandonment of
the currency board arrangement. In addition, on its way towards an
outright monetary financing of its budget, the Argentine Gover-
nment dramatically increased the exposure of the banking sector to
a sovereign debt crisis. In such a process, the future of the currency,
of the public finances, and of the banking system became tightly lin-
ked. By the end of 2001, once the Government was clearly headed
towards the default in a context of no access to the capital markets,
and once the debate was centered not around if, but only around
how to exit from the currency board arrangement56, the attempt to
safeguard their savings led investors and depositors to a widespread
withdrawal of deposits.

While the currency board regime initially brought significant be-
nefits, ending decades of high or hyperinflation, it also implied re-
strictions on the use of monetary policy and the exchange rate as
adjustment tools. Thus, it required excessive nominal flexibility of
the economy and put much of the burden of macroeconomic stabi-
lization on the fiscal policy. To the extent that the banks held claims
on the domestic private and public sectors, they were exposed to
both non-tradable sector risk and domestic Government risk, in ad-
dition to the traditional risk of intermediation. Notwithstanding a
relatively high total liquidity cushion, the absence of a lender of last
resort made the financial system vulnerable and, eventually, it col-
lapsed under the run on deposits.
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to debate alternative ways out of the Convertibility Law.
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