Commentsto Diaz Cafferata and For nero (2006)

Lucio Castré”

Diaz Cafferata and Fornero (2006) (DCF hencefgsthyide an interesting analytical
framework to simulate the behavior of a small opeanomy (SOE). To do so, they
build a two-country, dynamic general stochastic eddBGCE) within the tradition of
New Keynesian (NK) macroeconomics models with dedamodeling of the foreign

sectors, the so-called New Open Economy Macroecim®EM) models-

DCF main contribution to the NOEM literature is netidg the effects of “perception

errors” about the transient nature of terms ofdratlocks on the dynamics of the
current account (CA), and specifically the foreigond accumulation (FBA). Put

simply, in DCF theoretical framework agents borralroad to smooth consumption
in the face of a real transitory income shock, @éasing the current account (CA)
deficit and debt to be repaid in later periods. ideer, external solvency is severely
compromised when actual export prices remain latlvan their expected value for
longer periods of time. DCF argue that this anedftiframework resembles the

process of increasing debt accumulation that lesamlétte 2001/02 crisis of Argentina.

My comments are mainly focused on the nature of sheck or counterfactual
hypothesis pointed by DCF as the triggering caudsth@ 2001/2002 crises. | also

address other issues later on.

The hypothesis that ‘overly optimistic expectatioms“errors in perception” on the
‘true’ long-term growth prospects of the Argentieeonomy were one of the main
causes behind of the 2002 collapse of the Argemtmomomy has been put forward by
Galiani, Heymann and Tommasi (2003), amongst othéishough the DCF paper
presents an interesting formalization of this argnmthere are certain shortcomings

and unanswered questions that need to be stressed.
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¥ 1 want to especially thank Daniel Saslavsky foteesive discussions and his collaboration on this
document and also to Henrique Basso of the Uniyyersi London for his useful suggestions on the
DGCE literature.

! See Lane (2001) for a complete (albeit somewhataded survey) of the NOEM models literature.

2 Though they emphasize more the role of the “palifprms adopted in the 1990s” in the formation
of these mistakenly expectations than the expafopeance as DCF do.
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A first and important concern arises from DCF ckoaf a real shock as the main
conduit of the dynamics of the Argentine currertcamt (CA) in the second-half of
the nineties. As Serven and Perry (2002) pointfalen the terms of trade (ToT) of
Argentina in that period was very modest compacethat suffered by other Latin-
American economies. Indeed, its effective dimensias relatively small in real
income. In terms of GDP, the ToT shock was +0.7%986 and less than —0,5% for
the 1997-1999 period. These figures are ratherlsooahpared to Chile, Ecuador,
Venezuela, Peru and Colombia, which experiencedtiegshocks of up to 4-6% of
GDP, especially during 1997 and 1998. Perhaps Bwas the only country whose
ToT in terms of GDP performed better. Indeed, s due to the fact that both the

Argentine and the Brazilian economies remainedyfaipsed to international trade.

Were really overly optimistic expectations abouperts the main driver of both the
Argentine government and the private sector behavicEvidence may suggest
otherwise. Whilst increased volatility in world &incial markets forced most of the
Latin American (LA) economies in the mid-1990s,faee higher borrowing costs
Argentina’s sovereign debt spreads did not faresezdhan the regions’, at least until
late 2000. This evidence seems hence to contrad&bf the key assumptions of the
DCF model: that “interests paid by the indebtednecay are an increasing function
of the net indebtedness’ aggregate ledekfter the Tequila Crisis in 1995, capital
inflows were steady, showirggcapital account sur plus that remained (as percentage
of GDP) above the region’s mean. The current adcdaficit likewise exceeded the
LA average, and its adjustment after the Russigiscin 1998 was rather small by
regional standards. In a nutshell, Argentina did fare worse than the other
economies throughout the second part of the 90% &fter late 2000, the capital
account began to show a significant decline, whils¢ other LAC countries,
continued to receive on average capital inflow2-df percentage points of GDP until
2002.

Another important point relies on the twin defiégitentity. Households smooth
consumption by borrowing in the presence of reabme shocks. Indeed, DCF
simulation results show that the debt stock inasaafter the shock, to be slowly
repaid in subsequent periods. This result coulg wesll fit the private sector savings
adjustment during 1997-1998, where it became tranilyi negative. During those two
years, the CA deficit was driven by private bornogvi(possibly to cope with the



1996’s ToT shock). However, DCF fall short of explag one of key features of the
Argentine economy during the 1990s: toatinuous and spiraling rising dynamics
of public sector debt. Between 1994 and 2001, the public sector defictaased
from 2% to 7%, causing the total public debt tseaiwofold, from 30% to 60% of
GDP? This evidence, in turn, makes difficult accepti®C assumption of a

government sector “committed to a zero-deficit ketdyle”>

As mentioned, the DCF paper is a valuable formtatimeof an important argument in
the discussion about the causes behind the collapsee Argentine economy in
2002. However, their work leaves unanswered some ckeestions related to the
nature and depth of the external shocks and thegemdbus policy weaknesses
affecting Argentina in the mid-1990s. In my view, @xcessive emphasis is put on the
importance of real shocks in the dynamics of thew@#hout sufficiently taking into
account the role of financial flows ‘sudden stopisé dynamics of public sector fiscal

behaviour and the exchange rate redime

With a view in futures directions for research, D€F investigation would surely
benefit from considering alternative scenarioshi @nes presented. For instance, the
simulation of a “sudden stop” in the capital inflwould be modeled throughout an
exogenous shock to the world interest rate fachmy $OE. This scenario would
permit to incorporate the real effects of ‘suddeps’ within the framework of the
DGCE! Likewise, and may be more interestingly, a codatgual scenario with a
floating exchange rate instead of the pegged ofvExibility would allow evaluating
the debate surrounding the Argentine fixed exchargéne in the 1990%5Relaxing
the Government’s “zero-budgeting rule” could alsovide some interesting insights
on the intertemporal dynamics of the CA and FBAdoe of disequilibrium in the
fiscal accounts of the Government. Finally, it wbllle also interesting to assess a
scenario where the larger foreign economy expeeere substantial appreciation
(depreciation) of its exchange rate, resemblingbtleavior of the U.S. dollar (or the

devaluation of the Brazilian real) in the late 1990

% See page 9.

* Mussa (2002) provides a detailed account of Aiigars fiscal behaviour in the late 1990s.

® See page 12.

® See on the latter more below.

" See Izquierdo, Alejandro, Talvi, Ernesto and CaBaillermo A (2002) for a narrative of the 2002
Argentine crisis from a ‘sudden stops’ perspective.

8 Escude (2006), for instance, uses a DGCE modelasio the one utilized by DCF to analyze the
performance the Argentine economy under alternaéixehange regimes, opening an interesting
avenue for future research.
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