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I. INTRODUCTION 

In December 2001, Argentina committed the largest government 
loan default in history. 1 This unprecedented default has extensive 
economic implications for generations of Argentines, Latin Americans 
and the world. The $155,000,000,000 question is: 'how did 
Argentina's economy reach this point of chaos?' 

Anthony Faiola, the Buenos Aires Bureau Chief of the Washington 
Post, described the current social climate of Argentina in an interview 
on National Public Radio's Talk of the Nation, by stating: 

Essentially what we're seeing is a gravely deteriorating situation ... 
mobs of thousands of people that are lancing rocks, fighting with 
police ... there are some people that were trying to climb into the 
presidential palace ... there have also been at least two people killed 
today in the fighting ... what you're seeing is an escalating situation, 
and also increasing political uncertainty about what's going to 
happen next .... What made the [situation] escalate is that people 
are fed up, there's a certain level of rage with the political class ... 
this is the worst violence Argentina has seen in a decade ... this time 
it's different ... the people are clamoring as they've never before .... 
[T]he response of the government was to freeze bank accounts, 
people could only take $1,000 per month out of their bank 
accounts ... [the expenses in a city like Buenos Aires in some cases 
equal to Washington . . . ] A lot of cash machines are empty of 
cash ... but people are alleging that the banks don't want to give 
them money because they're (the banks) afraid of going bankrupt. ... 
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There was a time at the turn of the last century when [Argentina] was 
one of the seven richest countries in the world ... unemployment is 
now at an record high of 18.3% ... [which] has also led to a huge 
increase in homelessness .... 2 

In response to a question regarding the cause of the economic 
crisis, former member of the Board of Governors of the Central Bank 
of Argentina, Arturo O' Connell, explained to Talk of the Nation, 

Because [ of] a case of an unmitigated adoption more papist than the 
pope of the model that was being preached from international 
organizations and from the financial sector and this way of doing 
things has launched the country into these terrible problems. [A] 
local variant of it . . . was this adoption of the one-to-one fixed 
exchange rate with the dollar, [t]hat has meant that the Argentine 
currency is extremely overvalued, the country has become totally 
uncompetitive while all the rest of the countries have been devaluing 
[ ... and particularly] those neighbors like Brazil and Chile. This 
country has kept this exchange rate, meaning that we are totally 
beyond competition, both in terms of exports and the capacity to 
compete with cheap imports, at the very same time we were bringing 
down tariff barriers according to this free trade era that has been 
spread all around the world. 3 

Argentina's economic meltdown of December 2001 cannot be 
exclusively imputed to the one-to-one exchange rate peg of the 
Argentine peso to the U.S. dollar. The currency peg was one 
component of a set of radical reforms implemented by a new president 
at a time of escalating fiscal uncertainty.4 Pegging helped comprise a 
broad economic reform package that attempted to offer short-term 
economic stability. 

This paper is an examination of the economic dynamics of 
Argentina since the 1930's, and is a comparison of the advantages and 
disadvantages of the Convertibility Law of 1991 that implemented a 
one-to-one currency peg of the Argentine peso with the U.S. dollar. 

II. MODERN HISTORY OF THE ARGENTINE ECONOMY 

Argentina, once one of the richest countries in the world is now a 
country plagued by record high unemployment, increased 

Talk of the Nation (National Public Radio broadcast, Dec. 20, 200 I), 
available at http://discover.npr.org/rundowns/rundown.jhtml?prgld=5&prgDate= 
December/20/200 I. 

3 Id. 
4 Marc Minikes & John Foyt, Argentina: Austerity Measures and Capital 

Flows: Can the Peso Peg be Held?, I UCLA J. INT'L L. & FOR. AFF. 431 (1997). 
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homelessness, and a devastated domestic economy.5 Historically, 
Argentina has been a land rich in commodities, namely: wheat, 
soybeans, com, and cattle.6 In 1913, Argentina was the world's tenth 
richest economy.7 Up until the 1930's, Argentina generated substantial 
domestic wealth due to the relative scarcity of these commodities in 
the world commodity markets. 8 Argentina used its commodities as 
leverage to borrow in international financial markets.9 Unfortunately, 
the l 930's gave way to the Great Depression in the United States, 
during which time world commodity prices fell sharply. IO The sharp 
drop in commodity prices resulted in Argentina's default on part of its 
international debt. 11 These loan defaults ultimately caused Argentina 
and other Latin American countries to be economically disfavored by 
other nations and shunned from international commerce. 12 As a result, 
Argentine leaders focused exclusively on developing Argentina's 
domestic economy and almost completely avoided international 
trade. 13 

Juan Peron, Argentina's first post World War II president (1948-
55), implemented a policy of state-directed capitalism to construct a 
domestic industrial base to produce Argentina's industrial and 
consumer goods. 14 These policies were intended to be an insulation to 
protect Argentina from the volatility of the international markets. 15 

Most Argentine elites and industrialists supported these policies in 
hopes that they would prevent a crash similar to that of international 
commodity prices during the l 930's. 16 

Peron established economic nationalist policies that sought to 
enhance and preserve Argentina's position within the international 
community by increasing the economic resources available to the 

5 Minikes & Foyt, supra note 4, at 433. 
6 EDUARDO R. CONESA, THE ARGENTINE ECONOMY: POLICY REFORM FOR 

DEVELOPMENT I, 3 (University Press of America 1989). 
7 Martin Wolf, Exchange Rates in a World of Capital Mobility, 579 ANNALS 

38, 42 (2002). 

8. 

8. 

' Minikes & Foyt, supra note 4, at 433; see also CONESA, supra note 6, at 2. 
9 Minikes & Foyt, supra note 4, at 433; see also CONESA, supra note 6, at 3-

IQ 

II 

12 

Minikes & Foyt, supra note 4, at 433; see also CONESA, supra note 6, at 3-

Minikes & Foyt, supra note 4, at 433. 
Id. 

13 Id.; see also CONESA, supra note 6, at 3-8. 
14 Minikes & Foyt, supra note 4, at 433. 
15 Id. 
16 Id. at 434; see also CONESA, supra note 6, at 5-7. 
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state. 17 Usually in postwar conditions, economic nationalists 
"emphasize political independence and economic development."18 

Argentine "import substitution industrialization" policies were the 
avenue through which Peron "sought to promote enterprises that 
would manufacture goods to displace imports from developed 
states."19 

Argentina's interventionist measures were employed to control 
inward and outward investment flows. 20 "[P]rotective tariffs, tax 
incentives, ... and performance requirements" were used to screen out 
the inward flow of foreign investments that did not operate in 
accordance with Peron's national impmt policy.21 Exports and other 
outward investment flows were restricted by fears of loss of capital. 22 

Since Argentine producers were not in competition with foreign 
suppliers, they were able to charge higher prices for domestically 
produced goods that were barred from import, driving up the costs of 
consumer goods. 23 Furthermore, most of the domestic state-run 
industries were operated inefficiently and began to drag the Argentine 
economy down substantially.24 

By the 1970's, the deficits created by inefficient state-controlled 
enterprises, coupled with the short-term solution of printing more 
money, had placed Argentina in a dire economic predicament.25 

Consequently, it turned again to loans from the international financial 
markets.26 

Argentina's monetary problems were neither unique nor limited in 
effect. For example, in 1982, Mexico defaulted on many of its 

17 Kenneth J. Vandervelde, The Political Economy of a Bilateral Investment 
Treaty, 92 AM.J .!NT'L L. 621, 622 (1998); see also CONESA, supra note 6, at 5-6. 

7. 

7. 

18 Vandervelde, supra note 17, at 622; see also CONESA, supra note 6, at 5-7. 
19 Vandervelde, supra note 17, at 622. 
20 Id. 
21 Id.; see also CONESA, supra note 6, at 5-7. 
22 Vandervelde, supra note 17, at 622-23. 
23 Minikes & Foyt, supra note 4, at 434; see also CONESA, supra note 6, at 5-

24 Minikes & Foyt, supra note 4, at 434; see also CONESA, supra note 6, at 5-

25 Minikes & Foyt, supra note 4, at 434. 
26 Id. 
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outstanding loans. 27 As a result, international financial markets again 
downgraded the credit of many Latin American countries.28 

Throughout the 1980's, Argentine leaders printed more money to 
compensate for the rising debt, consequently producing a hyper-
inflated economy.29 In order to combat the hyperinflation, the 
Argentine government launched the Austral Plan in 1984, which 
combined exchange and price controls to reduce inflation and to 
achieve price stability. 30 In 1985, the Austral Plan reduced inflation 
from 350%, in the first half of the year, to 20% in the latter half of the 
year.31 

However, the Austral Plan ultimately failed because of Argentina's 
inability to control its deficit. The fallout of the Argentine 
government's economic credibility with the Argentine people and in 
world financial markets occurred in 1998.32 A crumbling tax base left 
Argentina owing large sums of money to many employees of state-
controlled enterprises. 33 This created a severe tax revenue shortfall, 
ultimately resulting in consumer market erosion.34 

At the turn of the decade, Carlos Saul Menem was elected as the 
Argentine President. Menem was initially a follower of the economic 
nationalist policies originally established by Peron.35 However, the 
severe financial crisis convinced him to employ radical policy 
changes. Menem soon realized that the state-involved, isolationist 
trade policies were no longer viable.36 His reforms marked a true shift 
from Argentina's traditional isolationist, state-controlled enterprise 
and price-control economic polic:0 to an economic reform plan that 
focused on market liberalization. 7 The desired effect of this policy 
shift was to stimulate growth in Argentina's domestic market through 
decreased barriers to inbound and outbound trade and investment. 

27 Id. 
28 Id.; see also Proceedings of the Ninth Annual Conference of the Legal 

Aspects of Doing Business in Latin America: New Approaches: Looking to the 
Twenty First Century, 11 FLA. J. INT'L L. 1, 5 (1996). 

29 Minikes & Foyt, supra note 4, at 434. 
30 Minikes & Foyt, supra note 4, at 435. 
31 Minikes & Foyt, supra note 4, at 436. 
,2 Id. 
ii Id. 
34 ld.at437. 
" Id. 
36 Id. 
,, Id. 
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President Menem' s liberal economic reform plan replaced 
traditional import substitution and high tariffs with free markets and 
minimal state intervention. 38 This policy was characteristic of liberal 
economic principles of production specialization, economies of scale, 
export-led growth, and productivity.39 Essentially, Argentina would 
produce those products in which it specialized, and then trade its 
products for others that it wanted, but could not produce as 
effectively.40 

In 1989, Menem enacted the Economic Emergency Law as an 
emergency directive, which served as a forerunner of the 
Convertibility Law.41 "Argentina also adopted a national 
administrative reform law that dealt with regulatory agencies."42 To 
further assist in the recovery, "the Public Works Concession Law, 
opened up opportunities for public-private partnerships through 
concessions."4 "Concessions allowed the private sector to enter the 
previously state-owned market in Argentina through infrastructure 
projects and actually make a profit."44 

The most dramatic policy change came in March of 1991. 
President Menem and Economic Minister Domingo Cavallo enacted 
the Convertibility Law, which included the one-to-one currency peg 
with the U.S. dollar in order to initiate stability in Argentina's 
economy and boost confidence within all strata of Argentine society.45 

This peg to the U.S. dollar at a one-to-one ratio required the 
Convertibility Board to hold reserves of foreign currency equal to the 
Argentine money supply in circulation.46 This inhibited the printing of 
money in order to meet budget deficits. By July of 1991, Argentina 
had entered into a multilateral investment treaty with Brazil, Paraguay, 
Uruguay, and the United States that was built upon the tenets of 
eliminating non-tariff barriers, such as increasing the role of 

38 Id. 
39 Vandervelde, supra note 17, at 624. 
40 Id. 
41 Oliver P. Yandle, Practicing law in Americas: The New Hemispheric 

Reality: Article: Financing Sources for Trade and Investment in Latin America, 13 
AM. U. lNT'LL. REV. 815, 846 (1998). 

42 Id. 
43 Id. 
44 Id. 
45 Minikes & Foyt, supra note 4, at 438. 
46 Id. at 431. 
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international trade and foreign direct investment to achieve common 
economic development of the Americas.47 

Table 1 
Timeline of Argentine Events 

1930 
Prosperity in the International Trade of Wheat & Cattle 

1935 
The Great Depression and the Crash of Commodity Prices 

The Late 1940's 
Juan Peron Institutes Isolationist Policies 

1980 
The Falkland War 

1980-1984 
Hyper-Inflation 

1982 
Mexico Default Crisis 

1984 
Launch of the Austral Plan 

1986 
The Austral Plan Considered A Failure 

1987 
-3.1% G.D.P. Growth· 

1989 
-10.9% G.D.P. Growth 

1990 
Convertibility Issues 

1991 
Peg to the U.S. Dollar Begins 

1995 
Argentine Recession 

2001 
Argentine Default on $115 Billion of Debt 

47 Argentina - Brazil - Paraguay - United States - Uruguay: Agreement 
Concerning a Council on Trade and Investment, July, 1991, 30 l.L.M. 1034, 1034-
36. 
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Ill. SUMMARY OF THE MOST RECENT CRISES 

The seven years following the 1995 Argentine recession evidenced 
further instability and heightened recessionary symptoms. This 
scenario paved the way for default and devaluation. Between 
September 1998 and February 2001, U.S. consumer prices had risen 
by eight percent.48 During the same period, Argentine prices fell by 
three percent.49 Additionally, real interest rates remained very high and 
the Argentine govermnent was borrowing at a real rate of fifteen 
percent relative to the changes in the domestic price level. 50 The 
volume of Argentina's public and private debt compounded problems 
with the real interest rate, Argentina's debt amounts to about fifty 
percent of its Gross Domestic Product ("GDP").51 

Harvard Economics professor, Martin Feldstein, attributes the 
financial crisis to two root problems.52 First, Argentina's fixed 
exchan§e rate was overvalued, at one Argentine peso to one U.S. 
dollar.5 Second, Argentina has held an excessive amount of foreign 
debt. An exchange rate pegged too high increased the cost of these 
exports, because the high cost of Argentine exports curtailed the 
international demand for them.54 Ultimately, Argentina exported too 
little and imported too much, creating a severe disparity in its 
international trade balance. 55 The exchange rate problem contributed 
to the foreign debt crisis, by making it difficult for Argentina to earn 
the foreign exchange necessary to make interest payments on this debt. 
In order to make the necessary loan payments, Argentina increased its 
borrowings, in tum creating more foreign debt obligations.56 

Argentina's foreign debt eventually reached a level of fifty percent of 
Argentina's GDP by late 2002, including $30 billion due in 2002 
alone. 57 Argentina was forced to default and devalue the peso. As a 
result of the devaluation, many local Argentine businesses went 
bankrupt. Some bankruptcies were due to Argentina's underdeveloped 

" Wolf, supra note 7, at 43. 
49 Id. 
50 Id. 
51 Id. 
52 Martin Feldstein is a George F. Baker Professor of Economics at Harvard 

University and President of the National Bureau of Economic Research. 
53 Feldstein, supra note I, at 8. 
54 Id. 
" Id. 
" Id. 
57 Id. 
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capital markets, which drove up the cost of domestic capital for 
businesses.58 Those Argentine business drawing loans in U.S. dollars 
faced doubled loan amounts as a result of the 50% devaluation in the 
Argentine peso. 59 

For example, "XYZ Corporation" takes a loan of$10 million U.S. 
dollars at a time when pesos are one-to-one with U.S. dollars. XYZ 
Corporation earns money and holds its domestic bank accounts in 
Argentine pesos. After the fifty percent devaluation, the peso is only 
valued at half of the U.S. dollar instead at one-to-one with the U.S. 
dollar. Therefore the $10 million loan drawn in U.S. dollars, which 
originally cost $10 million pesos plus interest, now costs the XYZ 
Corporation $20 million pesos plus interest. Every individual and 
entity that has drawn loans in U.S. dollars with the assurance of the 
Convertibility Law felt similar effects. 60 

This devaluation also left the average citizen with half the value of 
his peso that could only buy half of the products that it used to be able 
to purchase because cost of goods had doubled. The devaluation of the 
peso coupled with Argentina's default on outstanding loans, crippled 
its creditworthiness in international markets, and has caused ripples of 
uncertainty throughout the social fabric of Argentina. 

Table 2 
(Author's Chart) 

BEFORE DEVALUATION 
I Peso I I U.S. Dollar 

AFTER DEVALUATION 
2 Pesos I I U.S. Dollar 

Devaluation of the Peso: 
50% x 1 Peso = Ergo = New Peso is .50 of Old Peso 

Loans taken in U.S. Dollars: $1 Million Loans owed in U.S. Dollars: $2 Million 

IV. WHY DID ARGENTINA PEG THE PESO TO THE U.S. DOLLAR? 

During the 1980 's, Argentine inflation caused consumer prices to 
increase by 200% per month, 5,000% per year.61 The exchange rate 
peg to the U.S. dollar helped to level off the severe inflation and to 

" Id. 
59 Id. 
oo Id. 
61 Id. at 9. 
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establish stability in Argentina's economy. Argentina's policymakers 
feared a return to hyperinflation if the currency peg was removed. 62 

Argentina followed Chile and Mexico's lead in pegging the peso to 
the dollar.63 It went a step further by implementing the Convertibility 
Law, which pegged the peso to the dollar at a one-to-one rate and 
permitted unlimited conversion from pesos to dollars. 64 This currency 
peg was part of a package of fiscal reforms based on minimal state 
intervention in the market, wherein the state's role is limited to 
protection of the private rights of property and contract, and correction 
of market failures. 65 

As part of the Convertibility Law package, the central bank 
promised that each peso in Ml circulation would be backed by a U.S. 
dollar at Argentina's Central Bank. 66 The peg created a more attractive 
climate for imports and foreign investment, because the foreign 
investor received assurance by the stabilized currency exchange rates. 
The years of isolation had created strong domestic labor unions that 
drove up the cost of production.67 Furthermore, stiff labor laws and 
labor union pressure continued to drive up costs of production and 
consequently, the price of Argentine exports. On the other hand, the 
confidence engendered in foreign investors as a result of the peg began 
to increase significant levels of imports. 68 

V. PROBLEMS IN POLICY 

Although the Central Bank had enough dollars to back each peso 
in circulation, it did not have enoufh dollars to back all of the pesos in 
checking and saving accounts. 6 In case of increased currency 
conversion, the Central Bank would be forced to reduce the amount of 
pesos in circulation thereby increasing real interest rates. 70 The Central 
Bank hoped to discourage widespread conversion by the threat of 
increased interest rates. 71 The increased interest rates would also 
reduce internal demand for Argentine products, thereby causing a drop 

62 Id. 
63 Id. 
64 Id.; see also Wolf, supra note 7, at 42. 
65 Vandervelde, supra note 17, at 621. 
66 Feldstein, supra note I, at 8. 
67 Id. 
68 Id.; see also Vandervelde, supra note 17, at 62 I. 
69 Feldstein, supra note I, at 8. ,o Id. 
11 Id. 
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in wages and prices until the peso was competitive and keeping the 
sufficient dollar reserves for the one-to-one match. 72 

Argentina's leaders hoped that these liberal reforms would create 
economic stability. 73 Then President Menem and Economic Minister 
Cavallo expected that this monetary policy would also increase 
productivity, establish consumer confidence, increase Argentine 
competitiveness abroad, and prevent inflation.74 Unfortunately, those 
desired results did not occur. While the level of Argentine imports 
increased a severe trade imbalance was created, because Argentine 
imports far outpaced the level of Argentine exports. 75 Furthermore, the 
U.S. dollar continued to gain strength in the world markets, estecially 
due to the decline in Southeast Asian and European currencies. 6 

When the Brazilian real fell in 1999, it pushed the U.S. dollar 
higher and had a similar effect on the pegged Argentine peso. 77 

Another contributing factor to the overvaluation of the Argentine peso 
was the Argentine peso continuing to experience inflation at a higher 
rate than the U.S. dollar.78 Additionally, domestic price levels 
continued to escalate beyond buying power of the majority middle-
class consumer market. Under Menem's policy, the government was 
forced to keep the real exchange rate in equilibrium with the nominal 
exchange rate. 79 This is usually done by adjusting prices in the non-
tradable services sector or by devaluing the currency.80 

Logically, the combination of high cost of production and highly 
valued currency sharply reduced Argentina's competitiveness in 
international trade. 81 The trade imbalance increased current deficits 
because Argentina imported much more than it exported and therefore 
Argentina was forced to increase its borrowing to cover its foreign 
debt. 82 As a highly indebted economy, Argentina saw the surge in 
interest rates and eventual 50% currency devaluation. This led to 

72 Id. 
73 Id. 
74 Id. at 11. 
75 Id. 
76 Id. 
" Id. 
78 Id. 
79 Id.; see also Minikes & Foyt, supra note 4, at 431. '° Feldstein, supra note I, at 11. 
RI Id. 
" Id. 
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massive domestic bankruptcies and finally the Argentine default on 
$155 billion of foreign debt in December 2001.83 

Argentina had three choices in solving its economic crisis. The 
first was an implementation of a new reform package that would 
restore confidence to the consumer market and spur sustainable, true, 
long-term growth. The second was default and debt restructuring. 
Argentina's debt was absolutely unsustainable at its current real 
interest rates and forecasted growth rates without substantial policy 
changes. A third option was devaluation, through enacting a floating 
exchange rate. Devaluation would likely discourage consumer and 
investor confidence and push Argentina further towards complete 
dollarization. 84 

VI. PEGGED VERSUS FLOATING EXCHANGE RA TES 

Economists Milton Friedman and Robert Mundell have 
respectively espoused the free-floating exchange rate and currency rate 
fixed to a gold standard. 85 Proponents of floating exchanje rates assert 
that a floating rate removes the balance-of-payments 6 constraint, 
permitting the potential of domestic high employment, growth, and 
stable prices. 87 A floating exchange rate provides increased flexibility 
in international relationships between national markets. "Floating rates 
increase short-term risk in international trade and investrnent."8if Most 

" Ronald I. McKinnon, Limiting Moral Hazard and Reducing Risk in 
International Capital Flows: The Choice of an Exchange Rate Regime, 579 ANNALS 
200, 212 (2002). 

84 "Dollarization occurs when residents of a country extensively use the U.S. 
dollar or another foreign currency alongside or instead of the domestic currency." 
Connie Mack, Basics of Dollarization, Joint Economic Committee Staff Report 
Office of the Chairman, Jan. 2000, at http://users.erols.com/kurrency/basicsup.htm. 

" CAROL WISE ET AL. EDS., EXCHANGE RATE POLITICS IN LA TIN AMERICA 3 
(Brookings Inst. Press 2000). 

" Balance of Payments: 
is a record of one country's trade dealings with the rest of the world. Dealings that 
result in money entering the country are credit (plus) items while transactions which 
lead to money leaving the country are debit (minus) items. The balance of payments 
can be split into two sections: I. The current account that deal with international 
trade in goods and services; 2. A transaction in assets and liabilities that deals with 
overseas flows of money from international investments and loans. 

Balance of Payments, at http://www.bized.ac.uk/stafsup/options/notes/econ2 l 8.htm 
(last visited Mar. 20, 2004). 

87 STANLEY W. BLACK, FLOATING EXCHANGE RATES AND NATIONAL 
ECONOMIC POLICY 2 (Yale Univ. Press 1977). 

" Id. at 8. 
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emerging economies harness economic policy to the external sector 
through promotion of exports and foreign direct investment. 89 

Generally, if a government seeks a maximum employment rate, 
this is usually achieved through a labor-enforced wage policy or 
through a disci~lined balance of payments lending itself to a pegged 
exchange rate. 0 Exchange rates are traditionally determined by 
conditions of flow equilibrium of supply and demand for foreign 
exchange. Long-term equilibrium determinants are the purchasing 
power between two currencies, where purchasing ,Rower is defined as 
the value of money in terms of goods and services. I 

The potential of a breakdown in fixed exchange rates tends to 
create the probability of devaluation, generally following a hike in 
domestic interest rates. 92 Real interest rates depend upon the stability 
of its exchange rate regime with the dollar. Whether a country should 
stay pegged or go with a floating rate is very much based on the 
valuation of the country's internationally tradable goods and services 
and the means used to stabilize price levels. 93 If a country's exchange 
rates have frequent fluctuations, these movements may lead to 
increased volatility in domestic prices, real exchange rates, and real 
interest rates, especially when bearing heavy foreign debts.94 

Solution? The Relationship between Currency Pegging and Foreign 
Direct Investment 

Foreign direct investment presents possible solutions to currency 
pegging dilemmas. As per language from Sections 15 through 19 of 
the Preamble to the 1991 Agreement Concerning a Council on Trade 
and Investment: 

15) Recognizing the benefits to each Party resulting from 
increased international trade and investment, and agreeing that 
trade . . . distorting investment measures and protectionism would 
deprive the Parties of such benefits; 

16) Recognizing the essential role of private investment, both 
domestic and foreign, in furthering growth, creating jobs, expanding 

89 WISE, supra note 85, at 3. 
90 BLACK, supra note 87, at 9-1 O; see also WISE, supra note 85, at 3. 
91 BLACK, supra note 87, at 12; see also, WISE, supra note 85, at 3. 
92 McKinnon, supra note 83, at 209; see also BLACK, supra at 87, at 12; see 

also WISE, supra note 85, at 3. 
93 McKinnon, supra note 83, at 209. 
94 Id. 
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trade, improving and acquiring technology, and enhancing economic 
development; 

17) Recognizing that foreign direct investment confers positive 
benefits on each Party; ... 

19) Taking into account the need to eliminate non-tariff barriers 
in order to facilitate greater access to the markets of the Parties.95 

Market liberalization policies are founded on sovereign states' 
integration into the global economy through foreign direct investment 
as the key to economic development.96 Foreign direct investment 
happens when a company based in one country establishes an 
economic entity such as a branch office, capital investment, physical 
plant, or warehouse in another country.97 Foreign direct investment 
usually takes the form of wholly foreign-owned subsidiaries, joint 
ventures, holding companies, incorporated enterprises, branch offices, 
licensing, franchising, transfer of technology, and partially foreign-

d b .d. · 98 owne su s1 ianes. 
Generally, in a developed capital market, investment risk-to-

reward ratio is generally weighted towards reward. 99 In a good 
economy, responsible foreign direct investment can provide a reward 
of favorable returns to the foreign company, and lessens the risk that 
the host country will treat the foreign investment differently from 
similar domestic investments. 100 In order to accurately assess the risk 
of a particular foreign direct investment, one must examine elements 
of ownership and control by foreign companies versus the host 
country. 101 

Healthy levels of exports and imports usually generate more 
exports and domestic jobs. 102 The more security given to foreign 
investment by the host country, the more attractive that country is to 

95 Agreement Concerning a Council on Trade and Investment, July, 1991, 30 
I.L.M. 1034, 1036 (1991). 

96 Vandervelde, supra note 17, at 625. 
97 Jeffrey Lang, International Regulation of Foreign Direct Investment: 

Obstacles & Evolution, 31 CORNELL INT'L L.J. 455 (1998). 
98 Donald J. Lewis, Hong Kong University School of Law, Lecturer for 

Foreign Direct Investment Portion of Introduction to Hong Kong and PRC law 
seminars (2002). 

99 Lang, supra note 97, at 456. 
100 Id.; see also John R. Nolan, Fusing Economic and Environnienta/ Policy: 

The Need for Framework laws in the United States and Argentina, 13 PACE ENVTL. 
L. REV. 685, 694 (1996). 

IOI RALPH H. FOLSOM, ET AL., INTERNATIONAL TRADE AND INVESTMENT 206-7 
(West, 2d ed. 2000). 

102 Lang, supra note 97, at 456. 
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the foreign investors. 103 Furthermore, the more security given to 
foreign investment, the more exports should increase. 104 

Wesley Sholz105 describes the U.S. economy when saying: 
Foreign investment makes a crucial and growing contribution to the 
prosperity of the United States .... Foreign investment within the 
United States stimulates the American economy. Foreign owned 
companies not only employ five million American citizens, but they 
also contribute new technologies to the U.S. economy. In addition, 
foreign firms generally pay higher wages than comfarable U.S. 
companies and demonstrate greater labor productivity. 10 

Argentina will profit from increased foreign direct investment in 
productive industries. 107 In order to boost sagging productivity levels, 
foreign direct investment may stimulate the sectors of the Argentine 
economy through establishing regional trade operations. Healthy 
foreign direct investment boosts levels of domestic employment. To 
encourage this beneficial foreign direct investment, Argentina must 
continue to reduce levels of corruption and increase the degree of 
development and translucence in the financial sector. Additionally, 
labor market reform must continue to progress. 108 Increased foreign 
direct investment will reduce levels of unemployment by creating jobs 
for both skilled and unskilled Argentine workers. 109 

In order for foreign investment to be successful in Argentina, 
regulatory guidelines must be established. Bilateral Investment 
Treaties ("BIT") provide some regulatory guidelines for foreign 
investment. 110 BITs are "treaties under which two countries agree to 
protect their investments in each other's territory."111 B!Ts "embrace 
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traditional investment treaty concepts such as national treatment, most 
favored nation ("MFN"), transfers of capital, and expropriation of 
property and procedures to settle disputes."112 

BIT proponents affirm that the free movement of capital does yield 
greater productivity and that BITs increase prosperity through foreign 
investrnent. 113 Argentina and the U.S. have entered into a BIT 
arrangement, which establishes the legal framework for investments 
that cannot be unilaterally altered by the imposition of BIT 
inconsistent trade restrictions by the host nation to impose restrictions, 
which are not consistent with the BIT. 114 

Using the U.S. as a model, Jeffrey Lang outlines six basic 
advantages to bilateral investment treaties in the course of foreign 
direct investment. 115 First, BITs ensure that host countries will treat 
[Argentine] investments as favorably as their competitors, and vice 
versa. 116 Second, BITs establish clear limits on the expropriation of 
foreign investments and ensure that Argentine investors will be fairly 
compensated, and vice versa. 117 Expropriation should be done with 
due process and with prompt and adequate compensation. 118 Third, 

BITs guarantee that U.S. investors have the right to transfer funds 
into and out of the country without delay using a market rate of 
exchange .... Fourth, BITs limit the ability of host governments to 
require U.S. investors to adopt inefficient and trade distorting 
practices .... Fifth, BITs give U.S. investors the right to submit an 
investment dispute with the treaty partner's government to 
international arbitration .... [Lastly,] BITs give U.S. investors the 
right to engage the top managerial personnel . . . of their choice, 

dl f . l' 119 regar ess o nallona 1ty. 
The Multilateral Agreement on Investment ("MAI") is a series of 

BITs based on the principle of non-discrimination. 120 On May 25, 
1995, the Ministers of the Organization for Economic Cooperation and 
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Development ("OECD") launched a negotiation for the MAI. 121 Th,ree 
broad principles were discussed; "a broad multilateral framework of 
rules for investor protection, the liberalization of investment regimes, 
and effective dispute settlement procedures." 122 

The need for BITs and the MAI signify that there are some 
significant pitfalls to foreign direct investment. These types of 
agreements can help to preclude a multinational enterprise from 
repatriatin~ their profits in a way that depletes a host country's foreign 
reserves. 12 Also, multinationals "can engage in a host of restrictive 
business practices that reduce their overall contribution to the local 
economy." 124 These include imposing restrictions on subsidiary 
licensing of technology, and complex transfer pricing arrangements 
that reduce local taxes or limit the host countries' export revenues. 125 

In addition, multinationals "can engage in practices that are harmful or 
destructive to the host country's natural resources or the 
environment."126 Employing either the MAI as a general body of law 
or specific B!Ts between two nations, host nations and guest 
multilateral companies are able to enjoy the fruits of foreign direct 
investment, while minimizing negative impact. 

VIL THE PROS OF CURRENCY PEGGING 

Significant economic reforms were paramount for President 
Menem and Economic Minister Cavallo as they entered their term in 
office. The currency peg was helpful in short-term stabilization of 
monetary policy. The late 1980's welcomed the advent of trade 
liberalization. Emilio J. Cardenas, who serves as the permanent 
representative of Argentina to the United Nations, 127 lists the following 
three reasons for the shift from protected economies towards regional 
integration via trade agreements: "l) a major shift in development 
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policies; 2) frustrations with the [General Agreement of Trade and 
Tariffs;] and 3) increase in intra-regional investments."128 

Developing countries generally perceive expanded trade as 
necessary to attract foreign investment and to build and sustain 
economies of scale. 129 Thus, in order to increase trade, Argentina 
began to reduce tariff and non-tariff barriers. 13° Furthermore, 
Argentina began implementing fiscal discipline, enhancing market 
mechanisms, deregulating utilities, reflecting cost structures more 
fairly in prices, and privatizing most government monopolies. 131 

Argentina's turbulent economy was in dire need of a radical reform 
package to avoid economic collapse. Informal dollar pegs between 
Southeast Asian countries like Hong Kong, Taiwan, and Singapore 
successfully anchored domestic wholesale price levels during growth 
periods from the early 1980's through 1996. 132 A currency peg does 
not occur in isolation, it acts as one component of a package of 
austerity measures implemented to stabilize inflation and liberalize 
domestic and international markets. 

The currency peg has three broad advantages when applied in a 
hyperinflationary economy similar to that of Argentina in the late 
l 980's. First, the currency peg reduced the effects of inflation and 
consequently provided increased consumer demand and certainty in 
determination of real interest rates. 133 

Table 3 
Real Interest Rate Calculus 134 

R = [(l+I)/(l+P)] - 1 

R = Real Interest Rate I = Nominal Interest Rate P = Expected Inflation 

"As inflation rises, expected future inflation rises even higher. 
Higher expected inflation raises the cost of borrowing in the long run 
because lenders are unsure of how high the real inflation rate might 
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rise above the expected rate."135 Consequently, high unexpected 
inflation is favorable to borrowers but not to lenders, because lenders 
are uncertain about their real retums. 136 During periods of uncertainty, 
credit is often limited by having high real interest rates. 137 Higher rates 
tend to slow investment, and consequently, lower levels of investment 
will hurt the productivity of an economy. 138 The Argentine currency 
peg helped to stabilize inflation and ultimately did reduce real interest 
rates, and thereby increased certainty in domestic capital markets. 139 

This certainty helped domestic Argentine businesses in mid to long-
range planning and further increased competitiveness. 

A second result of the currency peg was significant growth in 
foreign trade and investment, which boosted the Argentine economy 
from 1991 to 1994. Argentina became one of the most attractive of the 
emerging economies because several Organization for Economic 
Cooperation and Development ("OECD") countries were in economic 
slumps. 140 Argentina's currency peg fostered assurance in the minds of 
foreign investors who sought to realize gains on their investment 
without unnecessary exchange rate risk. A flood of imports followed 
this heightened certainty. Sweeping privatization and its resulting 
boost in domestic sales also aided imports. 141 

Third, if Argentine inflation could stay relatively equal with the 
inflation rate, the currency peg can operate without gross 
overvaluation of the Argentine peso. With even valuation, increased 
certainty would continue to draw necessary foreign capital and growth 
from foreign money deposits. In order to maintain even valuation 
between two currencies, it would also help to harmonize some 
important components of fiscal policies. 

Fourth, a currency peg can be instrumental in strengthening a 
domestic capital market. Increased consumer confidence in the 
domestic banking sector leads to an increase in checking and savings 
deposits. Boosted deposit levels tend to strengthen capital base and 
bolster opportunities for growth in the banking sector. Growth in the 
banking sector reduces the cost of capital and avails further avenues of 
growth and expansion for domestic small to mid sized enterprise. This 
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escalation in enterprise development encourages entrepreneurship and 
ultimately can increase employment levels for both skilled and 
unskilled workers. 

A fixed currency peg is generally not a long-term solution. If 
Argentina sought to hold a fixed pegging policy for the long-term, 
dollarization would likely have been a more attractive option. 142 A 
fixed peg should be held for an appropriate amount of time and phased 
out during a transitional period to avoid over dependency on parallel 
economic cycle indicators such as inflation. Additionally, the ratio of 
imports to exports must remain balanced to avoid overvaluation, 
recession, and heightened cost of production, problems which 
ultimately crushed Argentina. 

VIII. THE CONS OF CURRENCY PEGGING: WHY DIDN'T IT WORK? 

Ultimately, Argentina's Convertibility Law and its currency 
pegging policy will be remembered as a failure. Although there were 
great economic pressures on Argentina's economy at the time 
President Menem took office, four specific faults in the Convertibility 
Law can be traced as the cause of the definitive economic collapse of 
2001. 

First, the Argentine currency quickly became overvalued. 
Overvaluation occurred because the Convertibility Law pegged the 
peso to the dollar at a one-to-one ratio. 143 Currencies stay evenly 
valued only when both economies are approximately at the same 
inflation rate. 144 Since the inflation rate in Argentina remained higher 
than that of the U.S. from 1991-94, the Argentine peso became 
significantly overvalued. 145 Fortunately, Argentina's inflation was 
mitigated by the Argentine recession, triggered in part by the Mexican 
Peso crisis oflate 1994.146 

Second, the currency peg created an extreme imbalance between 
Argentina's imports and exports. 147 The currency peg fostered 
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economic assurance in foreign investors who sought to pour capital 
and goods into the Argentine economy. But, during the period of 
escalated imports, Argentine exports remained markedly sluggish. In 
fact, from 1990 to 1994, growth in exports was 6% while growth in 
imports averaged 52%. 148 Although Argentina had a trade surplus of 
$3. 7 billion in 1991; 1992-95 evidenced a mounting trade deficit. 149 In 
1995, Argentina again had a trade surplus, due in part to the weakened 
U.S. dollar, and in part to the recession triggered by the Mexican Peso 
crisis of 1994. 150 The recession reduced the purchasing power of the 
Argentine population, reducing the demand for imports and therefore 
adjusting the balance of trade into an Argentine surplus. 151 

Third, the Argentine money supply fell dramatically in the mid-
1990s. The decreased money supply raised the cost of obtaining funds 
for many businesses, thereby creating a stagnation and contraction of 
business operations. 152 The cost of loans became more expensive, 
which hindered business from expanding and attracting outside 
investments. The increased cost of borrowing also affected the 
consumer market, because of the general uncertainty regarding interest 
rate stability. 153 Consumers were increasingly reluctant to spend where 
there existed a difficulty in affording borrowed funds, making 
consumer capital less readily available (e.g. credit cards). 154 

The high cost of capital also reduced business expansion and 
discouraged entrepreneurship. These factors ultimately hindered 
employment levels especially when combining the high cost of capital 
with sweeping privatization. During the transition to privatization, 
private enterprises could not afford to hire the volume of previously 
state-employed skilled workers thereby causing the state-supported 
workforce to lose certainty in job availability in the private sector. 155 

In the end, the market was transformed from a state-involved model to 
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a liberal free-market model too quickly. There were not enough private 
sector jobs to support the ex-state supported workforce. 156 

Fourth, the combination of the rising trade deficit and soft 
domestic capital markets produced an unhealthy dependency by the 
Argentine government on borrowing in international markets to meet 
budget deficits. The surge of real interest rates destabilized the 
confidence of the Argentine population and the overvaluing of the 
peso raised the price of Argentine exports, creating the increased trade 
deficit. 157 

Table 4 

M = Money Supply V = Velocity of Money P = Price Level Q = Level of Output 

If V is held constant & M falls, then P and/or Q will also fall. 

This brings about deflation and or economic contraction. Ergo ... less money is 
available for consumers and investors. 

IX. THE NECESSITY OF BANKING REFORMS - THE CATCH-22 

A significant contributing factor to Argentina's collapse included 
the weak regulation of the domestic Argentine capital markets, which 
was aggravated by unchecked corruption within municipal 
government. Corruption (possibly through bribes and self-dealing) 
translated into a high volume of bad debts that overburdened the 
domestic capital markets. 158 This and other factors helped to drive up 
the high cost of capital for small and mid-size business, ultimately 
hindering productivity, growth, and entrepreneurial prospects. 159 

These factors extenuated the inaccessibility of capital promoted the 
severe unemployment crisis because lessened expansion of small and 
mid-sized enterprise translated to lost job opportunities. As Argentina 
is able to develop its own financial markets, it will consequently 
reduce its reliance on foreign capital flows. Eventually, mature and 
stable domestic financial markets will help Argentina achieve long-
term economic growth and stability. 
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The lack of confidence in the banking sector was apparent in the 
most recent collapse, as Argentines were confronted with unavailable 
funds at banks. Not surprisingly, bank deposits were proportionally 
minimal, even after three years of the Convertibility Law. In 1995, 
Argentine bank deposits hit a low of $3 7 billion, with very low 
domestic savings rates. 160 Another example of investor uncertainty 
was the capital flight of March 1995, when total deposits in the 
financial system (in foreign and domestic currency) fell by around 
$7.5 billion dollars. 161 This was characteristic of the 1990s, wherein 
the lack of confidence in domestic banking caused four of five 
Argentines to bank outside of Argentina, decreasing deposit levels and 
transactional volumes translating to increased unemployment and 
recession levels. 162 

Argentina should increase the rigor of its auditing standards, and 
raise its reserve requirements to the level of Bank of International 
Level Standards (BIS). 163 Furthermore, banks need to lower the cost of 
banking by reducing the monthly fees associated with checking 
accounts. Argentina must also reform the corrupt practices that have 
crippled the government and straddled the provincial banks with bad 
loans. 164 As these changes are made, the Argentine banking will 
realize some much needed improvements. Currently, distressed banks 
carrying bad loans are not a likely target of multinational financial 
institutions for merger, privatization, or acquisition because a large 
portion of the loan portfolio is comprised of the non-performing bad 
debts issued to the Argentine municipal govemrnent. 165 

X. CONCLUSION: INTERNATIONAL BANKING, TRADE, AND ARGENTINA 's 
FISCAL FUTURE 

Argentina's recent history teaches important lessons on how 
economic reform solves certain crises but may also create other 
problems if timely adjustments are omitted. Argentina's history also 
demonstrates the difficulty in balancing intra- and international factors 
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in economic policy. Hyperinflation was temporarily squelched during 
the economic turnaround in 1991, the year in which the Convertibility 
Law was enacted. The next few years, 1992-94, witnessed the increase 
in exports, and heightened fiscal stability, working simultaneously 
with a non-competitive export sector. In late 1994 and 1995, a 
recession helped Argentina's balance of trade at the expense of a 
contracting economy and decreased consumer demand and certainty. 
Many of the high-risk loans made throughout 1991-94 created 
liquidity problems for the Argentine-banking sector. These problems 
weakened the banking sector, and substantially increased the cost of 
capital for domestic enterprise. Argentina must continue reform in its 
banking laws to help prevent further liquidity problems, unsaddle bad 
debts, and to develop a healthy domestic capital market. 

Argentina must also reduce the cost of production for domestically 
produced goods, and encourage expansion in all business enterprises in 
order to help establish a competitive export and import sector. 166 

Healthy levels of foreign direct investment will enable the export 
sector to strike a balance with the import sector and decrease 
unemployment. 167 Reforms of taxation systems and banking laws will 
also help eliminate fiscal deficits. 168 

Most importantly, Argentina must create a balanced plan that can 
effectively implement necessary fiscal reforms and can create 
reasonable expectations of currency valuation and fiscal growth. 
Argentina's government must abide by the rule of law in order to 
reduce levels of corruption within its municipal framework, and should 
increase the rigor of its accountability in the public sector. 169 In the 
near term, Argentina will continue to see a succession of short-lived 
Economic Ministers trying to implement policies promising to deliver 
dramatic improvements and to instill certainty with the elite class and 
average citizens alike. 

The broad lesson to be learned is that fixed exchange rates do not 
eliminate risks. 170 President Menem eliminated inflation risk in the 
early 1990's, but the underlying flaws in fiscal policy emerged in other 
facets of the Argentine economy. The thread of fiscal problems, which 
were created in the forty years of Peronist isolationism, will need a 
comparable timeframe to be unwound. 
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