Argentina’s experience of
debt crisis

By Augusto Hasman and Maurizio Tacopetta

There is still a lot of uncertainty around the possible paths
that Greece can follow in the near feature. One possible path,
which may be still averted by the current negotiation, is that
Greece will default on the upcoming debt obligations (see
graphics here for a detailed list of the upcoming Greek debt
deadlines), thus spiraling into a currency and credit crisis
and possibly resulting in a “Grexit”[1].

The Greek debt crisis shares some similarity with the Latin
American debt crisis of the 1990s and early 2000s. In both
Greece and Latin America, debts are mostly bond debts or debts
to international institutions. Similarly to Greece, many Latin
American countries had become more and more open in the
decades before the crisis. The series of financial crises
started with Mexico’'s December 1994 collapse. It was followed
by Argentina’s $95 billion default (the largest in history at
that time, although later on Argentina resumed some of the
payments), Brazil’'s financial crisis (1998-2002) and Uruguay'’s
default (2002).

Argentina is viewed as benchmark for getting insights on the
possible macroeconomic consequences of a Grexit, partly
because it abandoned the peg with the dollar as a result of
its mounting fiscal crisis. Nevertheless, some have pointed
out at marked differences between the two economies, in terms
of industry structure as well as trade composition (see here
for instance).

Here, we review the different steps followed by Argentina
during the crisis and propose some statistics related to
developments of key economic indicators in Argentina before
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and after the crisis. For comparison purposes, we also provide
key figures of the Greek’s economy.

Argentina and Greece at time of considerable stress

Greece entered the European and Monetary Union in 2001,
meaning an 1irrevocably fixed exchange rate regime and the
adoption of the Euro as legal tender. By early 2010, Greece
risked defaulting on its public debt and had to call for a
financial rescue to international institutions. On the other
hand, at time of the crisis, Argentina had its currency, the
peso, ‘immutably’ fixed to the US dollar on a one-to-one
basis. As today’s Greek situation, when Argentina defaulted in
late 2001, the country’s economy and government were both
experiencing considerable stress. 2001 was the third
consecutive year of serious recession for Argentina, foreign
direct investment had virtually stopped, and inflation,
interest rates and the budget deficit all were soaring. The
IMF had provided loans to keep the peso stable, on the
condition that the government would adopt fiscal and monetary
discipline. Argentina’s economic problems became a serious
crisis in December 2001, when the IMF denounced the
government’s inability to put its financial house in order and
suspended its loans. This development was followed almost
immediately by a banking crisis and violent public protests
that produced a rapid succession of six presidents in two
weeks. Figure (1) depicts the behavior of Argentinian key
economic indicators before and after the 2001 devaluation.
Figure (2) shows the Greek’s indicators since 1998[2]. A quick
inspection of the two figures reveals that:

-The magnitude of the decline of Greece’s GDP during the
crisis, counting from its highest point in 2008 is roughly the
same as that observed in Argentina during a recessionary
period before the devaluation: 25%.

— The rise in the unemployment rate has been much more severe
in Greece that in Argentina. In Argentina, unemployment, rose



from 12.4% in 1998 to 18.3% in 2001 whereas in Greece it went
up from less than 10% in 2008 to over 25% to this day. Both in
Argentina and in Greece the inflation had been relatively low
before the debt crisis; in fact in Greece it has even been
negative in recent years.

The recovery

What 1s somewhat surprising 1s what happened in Argentina
after the crisis.

First, after a short period of turbulence, the Gross Domestic
Product, in constant dollars, began to rise at an astonishing
pace of almost 10 percent per year, until the 2007-08
financial crisis. Second, the unemployment rate declined from
18 percent to about 7 percent. Third, the poverty rate went
down even below the level observed in the heyday of the pegged
exchange rate. But financial indices deteriorated. First the
difficulties in accessing external credits and the loss of
credibility of the government pushed up the bond spreads from
4000 basis points before the crisis to ten times as much after
the crisis. Second, the inflation rate seems to have
stabilized at a double digit figure. According to some
scholars (see for instance Alberto Cavallo “Online and
official price indexes: Measuring Argentina’s inflation”
Journal of Monetary Economics, 2012) there has been a
systematic attempt by government authorities to greatly
underestimate or underreport the inflation rate. Therefore,
the GDP gain may not be as high as the one showed in Figure 1.
Although the Argentinian economy has gone into a sustained
period of growth, it would be unwarranted to make an automatic
link between the renaissance of the Argentinian economy and
the dramatic conclusion of the crisis with the abandonment of
the peg and the debt default.

Some have pointed out that the recovery period coincided with
a boom in the price of primary commodities (soybeans), which
notoriously account for an important part of Argentinian
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exports. Clearly the increase in commodity prices has been a
windfall for Argentinian agricultural producers with possible
trickling effects on the rest of the economy. Yet, the
magnitude of the windfall itself can hardly account for the
large GDP gains. In fact, soybean was sold in Iowa at an
average price of $4.57 per bushel in the year 2000 and at
$5.88 in the year 2005. Only since 2010 prices have gone up
substantially more, but at that point, the Argentinian economy
had already gone through almost a decade of economic boom.
Furthermore, the high price of soybeans in the second half of
the 1990s (it was $7.32 in 1997) does not seem to have been
helpful to avoid the economic depression. The route to
recovery in Argentina has been characterized by setbacks, but
also by a number of inventiveness that may have played a role
in defraying the shock of the crisis.

Bank runs

At the end of November 2001, rising worries about a peso
devaluation and a deposit freeze, increased overnight interest
rates sharply. Additionally, spreads between US Treasury bonds
and Argentine government bonds increased by 5,000 basis
points. In order to stop the effects of a bank run, the
Minister of Economy Domingo Cavallo announced a freeze on bank
deposits. As in Greece, this measure considerably reduced the
capacity of depositors to withdraw and manage their bank
deposits. The deposit freeze had even accentuated the feeling
among the population that a crisis was going to explode, and a
series of demonstrations surged along the country.
Subsequently, the IMF announced a cut of its support to
Argentina, as it had failed to meet the conditions tied to the
rescue program and Argentina lost its last source of funding.
With a total amount of almost USD 22bn in 2000 and 2001,
Argentina was the largest debtor the IMF had at the time. In
the protests and raiding that followed, 24 people died.
President De La RUa and his cabinet resigned soon after these
events.



Claims after the currency devaluation

The government decided to ‘pesofy’ the loans at a rate of A$1l
(Argentinean peso) for each dollar (USD) owned by banks and
A$1.4 for each dollar deposited in a bank. Alternatively,
people could get a government bond (Boden 2012), that paid
A$775.12 for a nominal of USD$100, when the official dollar
was 4.35A%$/USD. A less attractive bond was issued the
following year: it paid A$930 for a nominal of USD$100 but
could only be converted at 8.95A$%$/USD.

Massive use of money-bonds

In 2001, different Argentinean provinces started to print
their own quasi-currencies, several emergency bonds
(technically called Treasury Bills for Debt Settlement) issued
between 2001 and 2002. They were created as a way of
alleviating the enormous financial and economic crisis that
occurred in Argentina in 2001. These bonds were considered a
“necessary evil” that initially allowed to cover the absence
of money circulation. While at first the issuing of these
quasi-currencies was controversial, it later gained acceptance
partly because of the size of the issue and partly because of
the magnitude of the crisis. These bonds circulated 1in
parallel to the Argentinean peso. They could be used to pay
some taxes, shopping and even salaries. As the pesos, they
were denominated in different values 1, 2, 5, 10, 20, 50 and
100 to facilitate transactions (nominally equivalent to a
Convertible Peso). The most popular bond was the Patacon that
was issued in Buenos Aires. This bond had an interest rate of

% and there were two series (Series A maturing in 2003, while
the B in 2006). It is estimated that the total issue amount
for the Patacons only reached 2.705 millions. Once the
economic recovery of Argentina started in late 2003, the
government honored 100% the principal of these outstanding
bonds, and even the interests were eventually paid. Up to 13
quasi-currencies were issued by different provinces during
that period.



Credit

Figure (1) shows that in Argentina the “Sovereign Bond
Interest Rate Spreads, basis points over US Treasuries” has
been growing for the last 18 years showing the difficulties
Argentina has had in accessing to international credit market.
The difficult access to foreign funding has pushed the
Argentinean government to get financed internally through the
central bank, retirement funds and the tax agency. The high
inflation that resulted from this policy (close to 26%,
unofficial measures) has made the use of local credit
extremely expensive for companies and households. However, as
Argentina started posting large surpluses on the fiscal and
current accounts after the default and large devaluation of
the peso, access to foreign finance became less urgent.
Argentina took a hardline approach against creditors. By 2010,
92% of the Argentine defaulted debt had been restructured.
However, ongoing litigation by holdout creditors could lead to
a new Argentine default in the near future.

In conclusion, the Argentina exit from the debt crisis through
a default did not have long lasting dramatic consequences on
real activities as many had anticipated. The crisis meant a
transfer of wealth from depositors to debt holders and
promoted exports. After an abrupt decline, GDP quickly started
its ascent and the country experienced high rates of growth in
the 2000s, which reduced significantly unemployment.

Nevertheless the period right after the devaluation was
characterized by political instability, large macroeconomic
fluctuations and social revolts. The political stability that
followed, might have played a role in sustaining growth, but
the rate of inflation climbed at double-digit figures and the
various price control mechanism introduced by the government
have created a lot of frictions in the business sector.
Finally, the increasing isolation of the government from the
international political arena partly, due to the outstanding
litigation with international lenders, could, in the long run,



have negative repercussion on trade.

Figure 2. Gresce

[1] “Grexit” 1is a combination of “Greece” and “exit” and

refers to the possibility of Greece leaving the Euro area.

[2] The plots are generated using World Bank data, except for
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the level of 2013 Greek debt/GDP ratio, which is taken from
Eurostat.

On the search to “recapture
the 1industrial spirit of
capitalism”: From patient
shareholders to shared
governance

By Jean-Luc Gaffard and Maurizio Iacopetta

The government, buoyed by the law to recapture the real
economy, the Florange act, which establishes the possibility
of double voting for patient shareholders (who have held their
shares at least two years), has just taken two significant
decisions by temporarily increasing its holdings in the
capital of Renault and Air France in order to ensure that in a
general shareholders meeting the double voting option is not
rejected by the qualified majority authorized under the law.
The objective spelled out by France’s Minister of the Economy
in Le Monde is to help “recapture the industrial spirit of
capitalism” by favouring long-term commitments in order to
promote investment that will foster solid growth.

Under the impulse of the Florange law, that has recently
introduced the institute of the double voting for ‘patient’
shareholders (shareholders who have held their company’s
shares for at least two years), the government has taken the
important decision of increasing temporarily its equity shares
into two major French companies: Renault and Air France.
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The increased government’s stake into the two companies aims
at preventing attempts of the shareholders general assembly to
block the adoption of the double voting institute, which would
require the approval of a qualified majority. The France’s
Minister of the Economy explained in Le Monde that the
government’s action is intended to help “revive the industrial
spirit of capitalism” by favouring long-term commitments that
promote investments and foster robust growth.

This initiative has led to renewed discussions about the
governance of joint-stock companies and corporations (Pollin,
2004, 2006), to consider the problems that afflict them,
possible remedies, and what one could expect from the
government.

Because corporations have the ability to attract abundant
savings and because of their power in choosing where to direct
these savings, they are undeniably at the heart of the
investment process. They can be governed in various ways,
depending on the institutional contexts, which are related in
turn to significant differences in productivity and growth
(Bloom and Van Reenen, 2010 ; De Nicolo’, Laeven and Ueda,
2008 ; La Porta, Lopez-de-Silanes, Shleifer and Vishny, 2000).
So the question arises as to which governance model 1is best
able to promote entrepreneurial activity and innovation, and
thus ultimately to ensure growth (OECD 2012).

There is evidence that the big corporations do not suffer from
a lack of long-term financing. The development of the stock
and bond markets since the 1980s has allowed corporations to
reduce their dependence on bank financing and its cyclical
character. Investment problems thus mainly reflect major
breakdowns in the governance of companies, whether large,
medium or small, as well as in the governance of financial
institutions (Giovannini et al., 2015).

Traditionally, the focus has been on the ways controlling
shareholders’ choose managers, i.e. the conditions under which
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the capital owners get the yield on their investment that 1is
justified by their special position as residual claimant
(Shleifer and Vishny, 1997). But this ignores that other
company stakeholders (creditors, employees, suppliers or even
customers) also incur risk, and that the long-term performance
of the company depends on the conditions in which the
shareholders’ engagement controls the commitment of the other
stakeholders (Mayer, 2013). It is not certain, in this regard,
that the distribution of voting rights between different
classes of shareholders is decisive.

Control and engagement

The central issue is how capital owners affect management’s
decision-making. Thus, the goals and values [Jjof family
businesses reflect the interests and inclinations of the
family owners, which can become inconsistent with productive
efficiency, especially with the rise of rentier capitalism,
when it is no longer the founders who are at the head of the
company but their heirs or, more surreptitiously, a self-
perpetuating caste (Philippon, 2007). While there is a
positive relationship between the wealth of self-made
millionaires and GDP and growth, the relationship to GDP turns
negative when this concerns the wealth of millionaire heirs
(Morck, Stangeland, and Yeung 2000). Faced with this potential
problem, the existence of dispersed ownership would seem to be
beneficial in so far as it replaces special interests with
what can be likened to a collective interest.

This vision of the corporation nevertheless faces an objection
formulated by Berle and Means (1932), who view the separation
between ownership and control as a source of inefficiency. It
creates problems of agency, meaning that the managers are
likely to act in their own interests rather than in those of
the shareholders, just like families or owning castes.
Empirically, the Tobin’s Q (the ratio of capital’s market
value to 1its replacement cost) increases, then decreases
before increasing again as the power of the managers grows



(Morck et al., 1988). It is then possible that shareholders
have less incentive to subscribe new shares or keep the ones
they hold, resulting in lower share prices and less access by
companies to external financing. The provisions that make it
possible to protect large enterprises can have the effect of
hindering the market entry of new businesses and introducing
significant distortions into the investment decision-making of
established firms (Iacopetta, Minetti and Peretto, 2015).

Solving these problems requires creating institutional
arrangements to ensure that shareholders become active in
corporate management.

These arrangements have involved improving the quality of
audits, of risk management and of communications between the
company and its shareholders. They have led to greater
transparency in executive compensation policy and linking pay
to performance. This process has spurred the development of
“markets for corporate control” and for shareholder activism,
and indeed of a particular class of shareholders consisting of
investment funds, including pension funds, whose management
methods (the delegation of investment decisions to fund
managers) emphasizes the immediate performance of their
portfolios.

In the light of the financial crisis, these arrangements seem
questionable to say the least (Giovannini et al., 2015).
Financial institutions, although subject to the “best”
governance rules ensuring genuine shareholder control, have
been scenes of conflict between shareholders who have
benefited from upside positive performance and creditors (and
taxpayers) who have had to bear any losses. What was true of
the financial institutions also held true for manufacturing
companies, which have been arenas of conflict between
shareholders and the other stakeholders (creditors, employees,
suppliers and customers).

The real problem is that the while arrangements that were



designed to solve agency problems have strengthened the
control exercised by shareholders over company management,
they have also reduced the shareholders’ level of engagement
(Mayer, 2013).

Notwithstanding their particular interests, family owners can
ensure a stability and long-term engagement vis-a-vis other
stakeholders that is not guaranteed by dispersed shareholding.
The same is true of managers with delegated authority who have
acquired sufficient independence vis-a-vis the shareholders to
be open not only to their own interests but also to the
interests of the employees (and sub-contractors). After all,
the constitution of industrial empires is far from a bad thing
so long as they are economically viable and do not violate the
rules of competition. But the advantages conferred on managers
are being offset by the development of markets for corporate
control and shareholder activism, which has led to judging
managerial effectiveness on the grounds of current
performance. There is indeed a trade-off between the
requirements of control and engagement. The problem is perhaps
not so much to align the interests of managers with those of
shareholders as to make shareholders responsible for what
happens in the long run to the companies in which they invest.

The measure of engagement

The degree of commitment of financiers, 1lenders and
shareholders is critical since it determines that of the other
stakeholders in the company. It is reflected in the attitude
chosen in response to fluctuations in performance, and more
specifically in the degree of tolerance of poor business
results. A low tolerance is a sign of a low degree of
engagement, and usually a sign of hostile takeovers and
pension fund activism.

It is also necessary to agree on the meaning of poor results.
This could be the result of bad management, in which case
investors’ power to provide financing conditioned on



management’s ability to make the changes they require does not
necessarily indicate a lesser degree of engagement. It may
even prevent the financial crises that could result from
serious agency problems — at least if consistent performance
is the norm. But this is exactly not the case when the
relevant industrial activities have a cyclical dimension.
Companies can deal with this by offsetting the results of
several activities against each other provided that their
cycles are different. But the attitude of investment funds is
to emphasize the diversification of their portfolio on the
valuation of the diversification of their activities by the
companies themselves, prompting the latter to refocus on what
is sometimes described as their core business. A series of
dismantling operations, in particular, in the cases of Alstom,
Alcatel and Thomson, constituted one of the reasons for the
deindustrialization seen in France (Beffa, 2012).

Nor does the consistency of performance prevail when companies
choose to innovate by introducing new products or new
production techniques and exploring new markets. Because firms
incur the costs long before increased in revenue, these are
irrevocable costs, that is to say, whose recovery 1is
contingent on the success of the decision to innovate (“sunk
costs”). Any form of governance that would have the effect of
favouring immediate results and eliminating tolerance of a
temporarily poor performance would then only hold back
innovation by penalizing long-term investment. But this 1is
exactly where the possibility of hostile takeovers and the
activism of investment funds are leading.

The institutional prescriptions

The debate has thus been opened on the ins and outs of the
conflict between different classes of shareholders established
in relation to the volume of securities held and the length
they are held (Samama and Bolton, 2012). Many companies have
adopted mechanisms that financially reward shareholders’
loyalty or that grant them additional voting rights in return



for this 1loyalty. Some countries (France and Italy 1in
particular) have legislated in this regard. It is difficult to
assess the results. In theory, the principle of “one share —
one vote” does not rule out the existence of several classes
of shares involving different voting rights. It does of course
reduce the agency problems involving the holders of blocs of
shares, but it also reduces the beneficial effects of the
stability that these blocs provide (Burkart and Lee, 2008).
Moreover, empirical studies reach mixed conclusions, further
indicating the complexity of the problem (Adams and Ferreira,
2008) .

Nevertheless, numerous empirical studies do confirm that
companies that have a more stable ownership structure and meet
performance indicators that do not refer merely to financial
capital have better outcomes in the long run (Clark et al.,
2014). The existence of stable shareholder blocs or of
restrictions on voting rights may be mechanisms that are
likely to ensure this sustainability and strengthen the degree
of commitment made by the capital providers, thereby
justifying that other stakeholders — employees, suppliers and
customers — do likewise in turn.

The difficulty with mechanisms for restricting voting rights
is that they do not allow shareholders to indicate the length
of time that they want to keep their shares and to indicate
their level of engagement (Mayer, 2013). In fact, those who
intend to hold their shares only briefly (possibly
milliseconds in case of high-frequency trading) have the same
influence on managers’ decisions as those who intend to keep
their shares for many years. The first bear the consequences
of their votes only momentarily, unlike the latter, but both
have the same influence on current decision-making, which may
affect the company’s performance for a long time to come.
Basically, establishing different classes of shares does not
necessarily substitute for the constitution of a stable bloc
of shareholders that is able to deal with hostile takeovers



motivated by the quest for short-term capital gains.

Things may be different when past loyalty is rewarded
financially by an increase in the dividends paid, since in
this case selling the shares leads to losing the financial
advantage acquired. There is therefore an incentive to hold
the shares even longer. Nevertheless, the payment of dividends
is never equivalent to the retention of profits. The proceeds
from new issues are under the control of the shareholders,
whereas undistributed profits are still under the control of
the managers. The higher the dividends, the more companies are
dependent on their ability to draw on the stock market. There
is still an issue of too much dependence vis-a-vis impatient
shareholders, pulling companies towards short-term
investments.

Accordingly, one potential relevant mechanism might be to
establish voting rights based not on the time the shares have
been held, but on the future period to which the shareholders
are committed (Mayer, 2013). Under this proposal, shareholders
would be able to register the period for which they intend to
hold their shares and to be paid in the form of votes that are
set according to the length of time remaining before they are
able to dispose of them. At the moment, “loyalty and the
double vote of the shares remunerate shareholders for the
period the shares have been held and, consequently, fail to
make them more responsible for the future consequences of
their decisions. Really, since shareholders who have held
their shares a long time are more likely to sell them, this
potentially rewards a lack of commitment” (Mayer, 2013, pp.
208-9). It is clear, however, that it would be difficult to
implement this institutional arrangement in practice, not
least due to its credibility, and it would be preferable to
explore other forms of governance that involve other
stakeholders in the decision-making process.

On the expectations of government



In light of the analysis above, the question arises of what
the government can expect from its decision to impose double
voting rights. The answer is that this could be mainly to
reduce, even if in a limited way, the public debt, without
losing its influence in the companies in which it holds
shares. The intention to revive industrial capitalism by this
measure, laudable as this may be, is unlikely to have any real
impact. This is true in particular because there is nothing to
suggest that in the future the State would behave differently
from any other shareholder, despite double voting rights, and
could impose or contribute to imposing management decisions
that are not necessarily in the long-term interest of the
companies and their stakeholders.

Also, without wishing to neglect what the existence of several
classes of action could mean for making decisions about
business strategy, including possibly introducing protection
against hostile takeovers, it seems a more fundamental measure
would be to revise the business model as a whole.

The degree of engagement of the capital providers commands the
commitment of the other stakeholders. Intermediated financing
is the primary source of funds for owners who want to keep
control of their business. It enables companies to innovate
and grow without the need to dilute ownership. But it 1is
necessary for such financing to exist, i.e. for banks to
commit over a long term to these companies. Yet banks too are
afflicted with problems of governance, leading to a conflict
between the two main types of investors, shareholders and
creditors (Giovannini et al., 2015). If institutional progress
is to take place, it should therefore concern the financial
system and be based on a return of intermediation (Pollin
2006). And if action is to be taken on the conditions of
governance of the corporations themselves, this should be
based on the proposals by Mayer (2013): perhaps, subject to
feasibility, by instituting voting rights in proportion to the
time for which shares are held in the future, but especially



by establishing “boards of trustees” that set broad
guidelines, acting as the guardians of values common to the
various stakeholders (shareholders, creditors, employees and
even suppliers and customers ) instead of acting merely as
representatives of the shareholders. These common values do
nothing more than express the recognition of the strategic
complementarities that exist between all the actors who are
the source of value creation.

Bibliography

Adams, R. and D. Ferreira (2008), “One Share-One Vote: The
Empirical Evidence”, Review of Finance 12, 51-91.

Beffa J-L (2012), La France doit choisir, Paris: Le Seuil.

Berle A. and G.C. Means (1932), The Modern Corporation and
Private Property, New York: Harcourt, Brace & World, Inc.

Bloom, N. and J. Van Reenen (2010), “Why Do Management
Practices Differ across Firms and Countries?”, Journal of
Economic Perspectives 24, 203-24.

Bolton, P. and F. Samama (2012), “L-Shares: Rewarding Long-
Term Investors”, ECGI Working Paper, No. 342/2013.

Burkart M. and S. Lee (2008), “One Share-One Vote: The
Theory”, Review of Finance 12, 1-49.

Clark, G., A. Feiner and M. Viehs (2014), ‘From the
Stockholder to the Stakeholder’, Smith School of Enterprise
and the Environment, Working Paper.

De Nicolo, G., L. Laeven and K. Ueda (2008), “Corporate
Governance Quality: Trends and Real Effects”, Journal of
Financial Intermediation 17, 198-228.

Giovannini A., Mayer C., Micossi S., Di Noia C., Onado M.,



Pagano M. and A. Polo (2015), “Restarting European Long-Term
Investment Finance. A green paper discussion document”, CEPR
Press. http://reltif.cepr.org/restarting-european-long-term-in
vestment-finance

Iacopetta, M., R. Minetti and P. F. Peretto (2014), “Financial
Markets, Industry Dynamics, and Growth”, Duke University
Working Paper Series (ERID), 172.

La Porta, R., F. Lopez-de-Silanes, A. Shleifer and R. Vishny
(2000), “Investor Protection and Corporate
Governance”, Journal of Financial Economics 58, 3-27.

Mayer C. (2013), Firm Commitment, Oxford: Oxford University
Press.

Morck, R., A. Shleifer and R. Vishny (1988), “Management
Ownership and Market Valuation: An empirical
analysis”, Journal of Financial Economics 20: 293-315.

Morck R., Stangeland D. and B. Yeung (2000), “Inherited
Wealth, Corporate Control, and Economic Growth”, in R. Morck
ed., Concentrated Corporate Ownership, Chicago: University of
Chicago Press.

OECD (2012), Corporate Governance, Value Creation and Growth.
The Bridge between Finance and Enterprise, OECD, Paris.
http://www.o0ecd.org/corporate/ca/corporategovernanceprinciples
/50242938. pdf ).

Philippon T. (2007), Le capitalisme d’héritiers: la crise du
travail en France, Paris: Le Seuil.

Pollin J-P (2004), “A propos de quelques ouvrages sur la

gouvernance des entreprises”, Revue Economique 55 (2):
333-346.
Pollin J-P (2006), “Essais sur la Gouvernance HAL Archives

ouvertes”, https://halshs.archives-ouvertes.fr/halshs-00081933



http://reltif.cepr.org/restarting-european-long-term-investment-finance
http://reltif.cepr.org/restarting-european-long-term-investment-finance
http://www.oecd.org/corporate/ca/corporategovernanceprinciples/50242938.pdf
http://www.oecd.org/corporate/ca/corporategovernanceprinciples/50242938.pdf
https://halshs.archives-ouvertes.fr/halshs-00081933

Shleifer A. and R. Vishny (1997), “A Survey on Corporate
Finance”, Journal of Finance 52 (2): 737-783.

Who will pay the bill 1in
Sicily?

by Augusto Hasman and Maurizio Iacopetta

Rumors of a Sicily'’s possible default are in the air again.
The employees of the Sicilian parliament did not receive their
checks at the end of September. Another possible default of
Sicily made already the international headlines in July (see
the New York Times 22/07/12) due to the contagion effects it
could have had on other regions. But in that occasion, the
central Italian government prevented Sicily’'s default by
providing an immediate injection of liquidity in the order of
400 million euros.

Other Italian regions are in trouble. In recent months the
provision of basic health care services has deteriorated;
regions are renegotiating contracts with their creditors to
obtain deadline extensions. The figures reported by Pierre de
Gasquet in Les Echos of 02/10/2012, give a good idea of the
deterioration of the Italian regional public finance over the
last decade.

It will take a good deal of imagination for regional
governments to come out of the impending budget crisis, not
only in Italy but also in other European countries that have
difficulties in managing their public debts, such as Spain,
Ireland and Greece.
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In recent weeks we learned that some local politicians are
endowed with a good deal of creativeness, but they hardly use
it to find a solution to the budget crises. The governor of
the region Lazio —where Rome is located — resigned a few days
ago in the midst of a political scandal due to revelations
that members of the regional parliament funneled electoral
funds to pay extravagant personal expenses, including car
upgrades and luxury vacations.

Why don’t regional governments issue their own money to
finance public expenditures? It may seem absurd that now that
European countries have finally accepted a common currency,
regional and possibly local governments might be tempted to
create some sort of fiat money. But historically it would not
be the first time that local monies emerge when the central
government has its hands tight.

Argentina in the early 1990s (convertibility law n°® 23.928,
27/03/1991) pegged the currency on a one-to-one basis with the
U.S. dollar (See Anne-Laure Delatte’s article on this blog for
a parallel between the Argentinean events and hypothetical
scenarios for Greece.). For most of the decade, things seemed
to be working well; the economy was growing at the impressive
annual rate of almost 5.7%, notwithstanding (or perhaps thanks
to) the fact that Argentina, in practice, gave up the monetary
policy instrument. But by 1998, the load of public debt
started to become unbearable. Financing it by printing money
was out of question. The IMF was called for help to prevent
the panic of Argentinean savers. It granted a loan of 40
thousands million dollars but it also asked the government to
impose a severe austerity plan, which had, among many effects,
that of depriving provinces under financial difficulties from
the prospect of being rescued by the central government.

It was at this point, in 2001, that a number of provinces
began to print their own money in order to pay wages and
current expenses. (Krugman’s open editorial of ten years ago
at the New York Times — Crying with Argentina, 01.01. 2002 -
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gives a fresh reading on the unfolding of the events). Fifteen
out of twenty-two provinces ended up using newly issued
interest-bearing notes, which earned the name of ‘quasi-
money’. At the beginning, thanks to an agreement between
provinces and large stores, quasi-money had a high level of
acceptability. Indeed, competition led more and more stores to
accept the quasi-money. Local trade seemed to resuscitate. In
August 2002, 5 thousands million pesos of quasi-money
circulated side-by-side with 12 thousands million of (real)
Argentinean pesos.

Interesting, although the case of Argentina seems very
surprising, the academic literature has always been puzzled of
why 1t does not happen more often. The question is why
government non-interest bearing banknotes circulate side-by-
side with government bonds that promise an interest. In
principle the phenomenon defies an elementary no-arbitrage
principle.

One of the first to pose the puzzle was Hicks in 1935 in a
famous article by the title of ‘A suggestion for simplifying
the theory of money’. An answer to Hicks’ puzzle was offered
by Bryant and Wallace (1980). Their argument 1is based on
observation that private banks are not allowed to slice large
denomination government bonds in small denomination banknotes.
If banks could issue their own small denomination notes that
are fully backed by large denomination government bonds, then,
competition among banks would presumably drive the return on
private banknotes in line with the return on bonds. If
interest rates on bonds are positive, the argument goes, the
demand for non-interest bearing money should then fall to
zero. For Bryant and Wallace only the legal restriction on
intermediation would prevent this from happening.

But Makinen and Woodward (1986) report that, during the period
from 1915 to 1927, French government treasury bonds circulated
at a relatively small denomination of 100 Francs (roughly
50-60 euros of today). The bonds were issued with terms of 1
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month, 3 months, 6 months, and 1 year. These bonds were
continuously available to all banks (including branches of the
Bank of France), post o[]Jces, and numerous local o[]Jces of the
Finance Ministry. This historical episode casts some doubts
on the legal hypothesis, for the Bank of France kept issuing
Francs.

Why then in Argentina bonds emerged as money — albeit for a
limited period? It seems to us that the key was the promise
offered by the issuer to accept the regional bonds in settling
a debt — typically a tax obligation. The rules on what the
regions can and cannot do in Europe are different from country
to country. In Italy for instance regions, provinces, and
municipalities have been authorized to issue bonds by the law
of ‘rationalization of public finance’, introduced in the
first half of the 1990s (art. 32 of the law of 8.6.1990 n.142,
for municipalities and provinces, and art.35, law 23.12.1994
n. 724). The law set several conditions for an administration
to qualify to issue bonds. First, bonds can be issued only to
finance investment projects. The law explicitly forbids the
issue of bonds to finance current expenditures. Second, the
issuer has to demonstrate a good history of balanced budgets.
Third, the maturity of the bonds cannot be shorter than five
years. Fourth, the bonds cannot go in direct competition with
the central government bonds, namely cannot be offered a real
return above the one offered by the central government for
bonds with similar maturities. Fifth, the central government
is not allowed to back-up bonds of the regions who, in turn,
cannot take responsibility for the bonds issued by provinces
or municipalities

Is it desirable to relax these conditions? Perhaps it 1is
useful to see the end of the story in Argentina -not
particularly that of a Hollywood movie. The acceptability of
gquasi-money outside the region that issued it was very low.
More importantly, the central government did not allow tax
payers to use quasi-money for their federal taxes.



Consequently, in a few months the de-facto exchange rate
between the quasi-money and the national currency dropped from
1 to around 0.7 — it was somewhat higher for Buenos Aires
quasi-money, for this was accepted in many other provinces.

At the beginning of 2002, a new government, presided by
Eduardo Duhalde, decided to abandon the convertibility law.
As a result, the exchange rate of the pesos vis-a-vis the U.S.
dollar dropped from one to four. During that year, the GDP
declined 10.9%.

Having gained the power of printing money again, the central
government allowed quasi-monies holders to convert them into
the devalued national peso. The short run benefits evaporated
soon. The recession along with the depreciation slashed the
purchasing power of the working class. At the end of the
crisis, the national product was about a quarter lower than
its 1998 level, and the rate of unemployment shot up to 24%.
It appears that issuing of local money delayed the collapse of
the financial system, but it is unclear whether the temporary
breath gained by local administrators that issued bonds made
the subsequent recession less severe. The case of Argentina
suggests, nevertheless, that a major relaxation of the current
constraints of regional and municipal entities is not going to
help solve how to guarantee the provision of health care
service in the long run. Nonetheless, the current policy of
cutting basic public services indiscriminately is the least
imaginative of the solutions. Alesina and Giavazzi in an open
editorial published on Corriere della Sera on Sept 27,
suggested that hospitals could charge health care users
directly instead of being reimbursed by the regional
authorities. By doing so, they argued, not only the quality of
the service would improve, but regions would need fewer
resources. Although this is food for thought, in the U.S. such
a system generated a colossal profit making machine that
contributed to the explosion of the health care costs.
Similarly, Fitoussi and Saraceno (2008) argue that the
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spectacular gain in income of the last three decades in China
did not go hand-in-hand with similar gains in life expectancy
and quality of health care, because the government opted for a
health care system based on out-of-pocket expenses.

The Argentinean experience tells us that local administrators
in distressed regions of Europe are going to lobby the
government to give more freedom in managing their budget
intertemporally — something that is already happening 1in
Spain, and is summarized in the London School of Economics
blog by K. Basta . They are also probably going to make more
intensive use of ‘creative accounting’, so as to prolong
their serving time in office. But this will not be the
solution. A major reassessment of the national government’s
priorities in combination with a sensible monetary policy at
the European level is the only way out. We badly need to free
up resources to revitalize the public educational system and
to maintain the overall good standard of public health care
services.
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