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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, inithg women and young people, a goal
embedded in the ILO Declaration 2008 $acial Justice for a Fair Globalization, ahd
which has now been widely adopted by the intermaticommunity.

In order to support member States and the socréhgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises faterrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wdrkn the Employment Policy Convention, 1964 (No2)l2nd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body's Employment andigbd?olicy Committee. Since its
adoption in 2003 it has been further articulated emade more operational and today it
constitutes the basic framework through which th@ pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasg@e of technical support and
capacity building activities, advisory services gulicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming e tore elements of the Global
Employment Agenda and the Decent Work Agenda. Téwtad8s publications consist of
books, monographs, working papers, employment tepmd policy briefé.

The Employment Working Papesgries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceueaxghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmithload/dg_announce_en.pdf

2 See the successive Reports of the Director-Gemethk International Labour Conferen@ecent
work (1999);Reducing the decent work deficit: A global challe@001); Working out of poverty
(2003).

®See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.






Foreword

At the 99" session of the International Labour Conferencestiments endorsed the
need to promote a ‘pro-employment’ macroeconomanéwork. It was felt that the
current framework, while making an important cdmition to the goal of macroeconomic
stability, paid insufficient attention to the wayhich macroeconomic policy instruments
either helped or hindered employment creation amkpy reduction. In the standard
framework that has evolved since the days of theiral adjustment programmes of the
1980s and 1990s, and that has remained intact gdthi@ 2000s, the emphasis is on
attaining key nominal targets pertaining to detdicits and inflation. The rationale is that
attaining such targets in the medium to long runl vengender a predictable
macroeconomic environment that is crucial for sufipg growth and hence employment
creation. It now appears that macroeconomic stahiéi necessary, but by no means
sufficient to engender inclusive, job-rich growth.

The ILO/Korea partnership programme has been stipgathe Employment Policy
Department’'s endeavour to identify existing corstgin the macroeconomic policy
instruments that may hinder generation of full anoductive employment, and to suggest
a way forward for job-rich growth. A series of coyncase studies has been conducted,
and the current case study of Argentina represemésresult. The country case study
analyzes recent macroeconomic performance, shosius rigflationship with employment
outcomes or lack thereof, reviews the existing pognes on employment and social
safety nets, and reflects the views of the ILO ttmency and other key national
stakeholders that were collected through interviame consultations.

In the last two decades, the Argentine experiefm®vs that the macroeconomic
regime is crucial in determining the overall penfi@nce of the labour market and has a
direct impact on the level and distribution of veef. Argentina experienced two distinct
macroeconomic policy frameworks marked by the 2002 crisis. The first one was the
so called “Convertibility Plan” between 1991 and02p characterized by a pro market
approach that involved fixing of the nominal exoparrate to the US dollar in order to
stabilize prices. This was also accompanied bymaténal trade liberalization measures
that eliminated most non-tariff barriers and abisuptduced tariffs, as well as complete
liberalization of the capital accounts. The combora of measures implemented led to
firms in the tradable sectors adapt to the conipeté@nvironment by using more imported
inputs and replacing workers by imported machinegegulting in negative growth of
employment. While non-tradable sectors generatedhnmaf the new jobs during this
period, the 1995 recession triggered by the Tequiigis led to a stagnation of
employment growth in the non-tradable sectors dk &imce 1995, this was accompanied
by a declining trend in real average income of woskrising wage income inequality, and
increases in poverty. Following the 2001-2001 srithe macroeconomic policy was
radically altered to focus on the preservation sfable and competitive real exchange rate
(SCRER), between 2002 and 2006. It led to very taswvth of employment led by
generation of new formal jobs, as well as a regpeémreal wages and improved income
distribution. The win surpluses that SCRER gendrathowed itself as a powerful
mechanism to promote economic growth and improw®@abkaonditions. Together with
such macroeconomic setting, labour market policeexl institutions as well as
interventions that improve the quality of jobs arthforce real wage recovery are crucial.
Furthermore, in order to significantly reduce payeincidence, such laboumarket
policies shall be complemented by income and sqmiaiection policies focused on the
vulnerable groups.

The paper was presented and discussed at the EmgrdyPolicy Department
Knowledge Sharing Workshop dfro-employment macroeconomic frameworks, sectoral



strategies for employment creation and the inforezanomythat took placdetween the
20th and 23rd of September at the ILO premisesene@a

Azita Berar Awad
Director
Employment Policy Department
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1.

Introduction

The Argentine experience in the last two decaddsrfrich evidence about the
linkages between macroeconomic policies and thergéon of employment and wages.
Thus, its analysis may contribute to a better ustdeding of some central issues involved
in the current debates regarding macroeconomicydisign and targets. Specifically, it is
an illustrative case to assess to what extent mpalioies may either help or hinder the
goal of attaining full and productive employmentimemerging market economy.

This experience makes it possible to compare tworoegonomic policy frameworks
that were implemented for relatively extended tispans and were particularly dissimilar
in conception and design as well as in their targénstruments and institutional
environment. Their outcomes in terms of economiowgh, inflation, employment
generation, wages and income distribution were miakedly different.

The first of these programs was the so-called “@adtibility Plan” between 1991 and
2001. The main pillar of this macroeconomic polfegmework, inspired in a decidedly
market-friendly approach to macro policy, was tbgal fixation of thenominal exchange
rate, employed as an anchor to stabilize prices &@ments of this macro policy setting
were particularly negative regarding labor marked aocial performances: the strong real
appreciation associated with the utilization ofixed exchange rate as the main anti-
inflationary instrument, on the one hand, and tical opening to imports, on the other.
The combination of both factors caused an intease bf workplaces in tradable sectors,
particularly in manufacturing. Figure 1.1 showsttitie aggregate employment rate started
to fall in 1992, while GDP kept growing fast unt®95, when the economy was hit by the
Tequila effect. The period 1992-94 is actually timy one in the figure in which GDP and
employment show a clearly negative correlationetan, the recession of 1995 brought
aggregate unemployment and underemployment to cegeated historical highs, and the
recovery of employment in 1996-98 reduced unemptaynrates but not enough as to
recover pre-recession levels, as we will discustetail below.

The second macroeconomic policy setting ruled betw2002 and 2006 and, in
contrast with the nineties, it was centrally chtggzed by the preservation of a stable and
competitivereal exchange rate (SCRER).

These two policy periods are separated by the desis of the Convertibility regime
in 2001-2002, in which macroeconomic, labor mar&etl social indicators suffered an
additional and abrupt worsening, as illustratedtisy steep fall in the employment rate in
Figure 1.1. The post crisis period witnessed arereldd reversion of what had been
observed in the nineties: employment recovered dash pace, unemployment and
underemployment were reduced substantially andniecdistribution tended to improve
considerably.

However, from late 2006, a new phase emerged inhwthie SCRER setting tended to
fade away. Internal causes were predominant iptbgressive weakening of the coherence
of the SCRER policy setting. The main domestic daavas a process of increasing
inflation. The recent global crisis had also a tiegabut relatively limited impact: it
brought the economy to a short-lived recession, et strong disruptive financial
mechanisms that had characterized past recessidhigiéntina have not been present this
time. Furthermore, some effective policy measuresevtaken to cushion the impact of the
recession on the labor market, like a program bsisiize employment in critical sectors, as
we discuss below. Be that as it may, from early726® 2010, the performance of labor
market variables, income distribution and socididgators lost dynamism, thus interrupting
the very favorable trends that had been obsentedtake convertibility crisis. The behavior
of the employment rate (see graph 2.1) is an exawiphis.



Graph 2.1  Seasonally-adjusted real GDP (in millions of pesos of 1993) and employment rate
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Source: Authors’ elaboration based on Ministry of Economy and OFJ (Orlando J. Ferreres Asociados SA).

The contents of the paper are the following. Inf@@ea2, we discuss the labor market
evolution in the decade of the nineties, focusinglte connections between labor market
and macroeconomic variables. We understand thah#ie channels from macroeconomic
policies to labor market performance go through regate demand behavior and
consequently through the level of economic activithat is closely correlated to
employment generation), and also through aggregdaéve prices, like the real exchange
rate, real wages and wages measured in foreigerayy particularly because these prices
affect labor utilization. We focus on the designtbé Convertibility Plan and on its
performance, including its effects on the labor keras well as on income distribution,
poverty and extreme poverty.

Then, in Chapter 3, we analyze the macroeconomddabor market evolution in the
2000’s. In the first section of the chapter we pfieshort description of the crisis of the
Convertibility regime and then we present the sgdifacts of the design and performance
of the SCRER policy model. In the second sectioa, facus on the subsequent phase,
characterized by the disarticulation of the SCRERIeh from late 2006 on. Here, we also
present a brief analysis of the impact of the regésbal crisis on the Argentine economy.
Then, given macroeconomic policies and events,xaen@e the evolution of employment,
wages and income distribution in the 2000’s.

A number of boxes accompany the development of ri@n text, presenting
additional information, like descriptions of spéci$ocial programs.

Finally, in Chapter 4 we present some policy cosicins based on the Argentine
experience.



2. The Convertibility Program and the labor

market

Argentina embraced a radical experiment of markietaded macro policies in the
nineties. Being a reaction against a story of aceged macroeconomic instability, the
central aspect of the Convertibility program wasanti-inflationary character. The “hard
pegging” of the peso to the US dollar was the niragtrument. The program also involved
the elimination of most non-tariff barriers to imational trade and an abrupt tariff
reduction, among other reforms.

It had a sudden and strong anti-inflationary imphat some of the domestic collateral
effects were problematic, particularly regardingpégyment generation. The tradable
sectors, the industrial sector in particular, hadace strong competitive pressures from
imported goods, in a context of major real exchanage appreciation.

To adapt to this very competitive environment, picite firms resorted to a number
of strategies: they increased the use of imporpdts, they also became importers of part
of the products that were produced domesticallyofigethe trade opening, and replaced
workers by imported machinery, among other measaissed at reducing costs and
increasing productivity. Taking the behavior of segate demand as given, all these
adaptive reactions of firms negatively affected Eyment generation. In turn, this would
cause an increase in unemployment, thus affectimyage real wages, as a negative
correlation can be found between these two vaigable

The program also involved a complete opening tatalflfows. At first, the size of
capital inflows was very important in comparisothwdomestic financial aggregates. They
fed aggregate demand and the economy started tattgifast. Therefore, GDP growth
made possible the creation of new jobs, more ielgngr non-tradable sectors, thus
compensating the already mentioned negative eftddtse exchange rate appreciation and
the trade opening on employment creation. But ftate 1992 onwards, and particularly
after the 1995 recession triggered by the Tequflece a slower employment creation in
non-tradable sectors added up to the negative drebderved in manufacturing, so that
employment creation did not have the dynamism thatld have been required for
unemployment rates to return to pre-Tequila levels.

As already stated, the two main guidelines in tbaception of the Convertibility
program were a strong emphasis in nominal stap#éisythe main macro policy target on
one side, and total reliance on market mechanisnteother.

Launched in March 1991, The Convertibility progrémplied that monetary policy
was given away almost completely. This was a resfulhe fixation of the exchange rate
under a full opening of the economy to capital nmeats. The Convertibility Law also
stipulated that the Central Bank had to back 100gue of the monetary base with foreign
currency reserves, and validated domestic contiactereign currencies. Moreover, to
prevent fiscal dominance, strict limits were estiigd to the credit of the Central Bank to
the government. A new Chart of the Central Bank enadutonomous of the Executive in
1992, and also set narrow margins to its possdslipf purchasing public bonds and
lending to commercial banks. Thus, monetary managémas essentially confined to
preserve nominal stability through the pegging bé tnominal exchange rate. The
stabilization program was jointly applied with aegeand extensive process of market-
friendly reforms. Most state-owned firms were ptized and many market regulations
were removed.

In practice, the Convertibility Law transformed ti@entral Bank into a currency
board. This feature was essential in the new maoraemic regime. In effect, the legal
constraints on the Central Bank’s ability to autmoosly manage the monetary base left



domestic liquidity and credit almost fully depentem the balance of payments results.
The Central Bank’s reserve accumulation led to gadous expansions of the monetary
base and bank credit and fostered domestic denm@ndthe other hand, international
reserves contractions automatically resulted inucddns of the monetary base and
domestic credit, inducing a recession.

In the spirit of the program, the evolution of reafiables as the real exchange rate,
interest rates, economic growth and aggregate gmmaiot were to be determined by
market forces. The pro market policy environmend éime attenuation of the economic
uncertainty of the private sector under the nevesuwf the game would favor, it was
expected, investment, productivity gains and grovidhrthermore, fiscal policy was not
explicitly oriented to promote growth or employmeRarticularly after the Asian crises of
1997, fiscal measures were also confined to preseracroeconomic stability or, more
precisely, to issue austerity “signals” aiming teduce uncertainty among market
participants.

In other words, employment, along with real investitp economic growth and other
real variables were not explicit targets of macotiqy. Neither monetary, nor fiscal, nor
exchange rate policy were devoted to those regétsrbut to stabilize prices and create an
environment supposedly favorable for private adeti¢xisions in free markets. It was
expected that these decisions would in turn reswin improved performance of all those
variables. Moreover, with regard to employmenis interesting to remark that, from 1994
onwards, when the economy started to show a digatopp performance, the main policy
reaction was in the direction of “more market”,ttig less regulation: successive reforms
were promoted trying to remove legal constraintgrieate labor contracts, thus pointing to
a “more flexible” labor market(see Box 1).

The extreme rigidity of the Convertibility policyeling did not follow exclusively
from the legal rules but also from the actual b&rawf markets. For instance, the
flexibility of the real exchange ratds-a-visnegative external shocks would have required
a significant downward flexibility of domestic ndradable goods prices. Actually, no
significant nominal deflation took place eithertite 1995 recession or in the depression
that followed the impact of the Asian crises, iitespf the observed significant flexibility
of low-skilled wages and the measures taken to pterfiexible contracts in the labor
market.

® These measures had also the intention of conimdpuo make possible a nominal deflation of

wages and prices when it became evident, partigularough the second half of the decade, that the
peso was strongly appreciated and the exchangepesgemade impossible the correction of the
problem through a nominal devaluation.



Box 1
The evolution of the legal environment for labor contracts

The structural reforms faced in Argentina during the nineties included changes in labor legislation. A new
employment law was approved in 1991. Facing historically high unemployment rates, deeper reforms were
introduced in 1995, 1998 and 2000. Following Maurizio et al. (2009), the most important changes in these
norms during the nineties were the following:

= |[nflation adjustment was not allowed, wages included;

= Social security contributions of employers were reduced; the process began in 1995 and implied a
40% average reduction of previous rates, with the purpose of partially compensate the negative
effect of the exchange rate appreciation on firms’ profitability;

= Collective bargaining agreements regarding the working day regulation were authorized, as a
mechanism to flexibilize the allocation of working time by firms, thus cutting average costs (by
reducing extra hours of work);

= Part-time contracts were authorized, with lower firing and social security contributions costs in
comparison with regular contracts (they were established in 1991 and their scope was widened with
the normative changes sanctioned in 1995);

= In 1995 the test period was extended, under which there is no need to warn before laying off
someone and social security charges for the employer are suppressed. The test period lasted for
three months and could be extended to six months in small and medium size companies whether
the clause was included in collective bargaining agreements. In 1998, the period was reduced to 30
days; still without social security contributions and the layoff costs could be cut by 50% whether the
period extended to six months. In 2000, the duration went back to three months.

= Severance payments were reduced. The decision weighted more on those workers with less than
two years in the companies. Before that, the seniority severance pay amounted to one month salary
per working year or higher fraction of three months, using as a base the best monthly and regular
wage. The amount couldn't be less than two months wage. From 1998, the seniority severance pay
equaled the twelfth part of the best wage for each working month or fraction above ten days. The
minimum was 2/12 of that remuneration.

Changes after the crisis of the convertibility regime

After the 2001-2002 crisis, some of these changes were reversed. In the beginning of 2002, when
unemployment skyrocketed surpassing 21% of the active population, the National Economic Emergency Law
suspended unjustified layoffs for 180 days and doubled the severance pay. Later on, in 2007, when
unemployment went back to one digit rates, the severance pay returned to its previous level. In the 2000s a
new legal framework for collective and individual labour relations was sanctioned; collective bargaining was
promoted, actions were taken to recover the capacity of the state to the inspection of work conditions as well as
its ability to mediate in labour conflicts. In 2004, a new labour law determined, among other changes:

= The maximum test period was reduced from six to three months; the employer was forced to warn
15 days in advance; and any extension of the test period was forbidden;

= The layoff severance pay reduction was abolished for those workers with less than two years in the
workplace, except for learning contracts.

= The social security contributions made by companies with less than 80 workers received a special
treatment, though only to those which increased the labour force;

= The system to register new workers was unified and simplified to reduce its complexity;

= Regarding the duration of collective agreements, which had been shortened by previous reforms,
the principle of validity of the collective agreement until a new one replaced it was established.
Moreover, higher level agreements (by sector of activity) prevail over lower level ones (at company
level).

The real exchange rate was already significantlprepated when the nominal
exchange rate was pegged to the dollar, and tpieajated level would last throughout the
nineties ¢eegraph 2.2 and table 2.1).
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Table 2.1

Multilateral real exchange rate, average per period (2" semester of 1986 = 1)

Period Real exchange rate index
1986-1998 1,26
1986-1990 1,41
1990:4 — 1991:1 (*) 0,73
1991:2 - 1994:4 (*) 0,58
1995 - 2001 0,53
2002 1,12
2003 - 2006 1,08
2007 1,07
2008 0,95
2009 0,94
2010 (**) 0,90

Source: Authors’ elaboration based on Central Bank and ECLAC.
(*) Quarters
(**) Average of the period January — August of the year.

Up to a certain point, the currency board mecharptaged its intended role as an
automatic stabilizer of the external accounts. kahee of payments deficit would cause a
contraction in foreign reserves and domestic lifjuidhus causing a demand contraction, a
fall in imports and a reduction of external defiddowever, under the Convertibility
regime, even the deepest recessions left the ¢wcenunt with a substantial deficit. These
features weighed on the negative side of internatimmvestors' perceptions and hence, the
Argentine version of the currency board was fanfidissipating the risk of default.

Additionally, the volatility of the internationairfancial conditions confronted by the
country was mechanically transmitted to both doremttivity and employment levels.
The correlation between national performance amdhkhavior of international capital
markets is a common characteristic of emerging etagkonomies, but in the Argentine
case, the correlation was accentuated since theros@momic regime lacked any
significant monetary and nominal flexibility to cpensate for external impulses.

The Argentine economy experienced two macroeconayiates of quite similar
mechanics in the nineties. The stylized featurethefcycle, as a general pattern, can be
described synthetically as follog he cycle begins with an expansionary phase chloge
capital inflows typically attracted by high interamte differentials between local and
foreign assets in contexts of credible fixed exgeanates. Foreign reserves accumulate
(see graph 2.3), and domestic credit and aggregate wminexpansions follow. Real
exchange rate appreciation may emerge as a comsexjatinflation generated by demand
pressures and residual price increments (as a qo@see of some lasting indexation

® Cycles of this kind have been experienced in sé\a@untries at different moments, in the period
of financial globalization, under fixed exchangées A formal model of the cycle, inspired by the
Argentine and Chilean experience in the late sée®r@nd early eighties can be found in Frenkel
(1983). English versions are presented in Tayl@®f{land 2004) and Williamson (1983). Asian and
Latin American crises in the nineties are discussed analyzed in this vein by Taylor (1998) and
Frenkel (2003a).



mechanisms, for instance). The current accountemsras a result of the increasing net
imports flow caused by both the exchange rate apgiren and the demand expansion. The
external financial needs rise and lead to debt raotation. Consequently, the external

vulnerability of the economy progressively increasas the perceived risk rises, capital
inflows tend to slow down and interest rates clipbshed by the increases in both the
country risk and the exchange risk premium. Reseageumulation stops and a contraction
begins. Higher interest rates and capital outflgive place to an illiquid financial scenario

“a la Minsky” (1975). Moreover, the rise in the Ireaterest rate, an endogenous
consequence of increasing external fragility, sbasgpthe contraction of the economic
activity, creating additional sources of finandi#tress. Finally, the exchange rate regime
may collapse simultaneously with a financial crisis

The main stylized facts of this cyclical patternrevebserved twice during the decade
in Argentina.” The first cycle was between 1990 and 1995 (the iyeahich the economy
was stalled by the spillover effects of the Mexicaisis), while the second one was
between 1996 and 2004egthe cycles of GDP in figure 1.1, and the cycleshef current
account result and foreign reserves accumulatiograph 2.3). The first of these cycles
would not end in an exchange-rate crisis, but iuidddead to a recession and a financial
crisis in 1995.

It may be noted that the stabilization program wey effective in checking inflation.
In the case of internationally tradable goods vibich the wholesale price index is a good
approximate indicator, the inflation rate went dowmmediately to levels of the order of 1
percent per month (from about 6% on average insteond semester of 1990) and
continued to go down latérThe consumer price index (CPI), in contrast, Hogé8.5%
between the launching of the plan and December.188dough in this case, there was a
sharp fall in the rate of inflation too, the resatlinflation build-up in the first three years of
the program was still very substantial. This islakped by the greater weight of non-
tradable goods and services (less affected by #uygipg of the exchange rate) in the
calculation of the CPI, and therefore reflects ¢hange in relative prices over the period.
The divergence between the variations of thesepria® indexes disappeared towards the
end of 1994, however. From that time, and up tofiha&l crisis of the macroeconomic
regime in December 2001, monthly inflation ratesagls tended to be very close to zero,
with a predominance of small negative figures.

It is important to note that the real exchange,ratdich had reached extraordinarily
high levels during the stampede in the foreign arge market, which set off the crises of
hyperinflation in 1989 and 1990, dropped almostiwally in the course of the latter year.
That is to say, before the launching of the convidity plan (see graph 2.2 and table 2.1).
As may be seen in the table, already in the peariodediately before the launching of the
stabilization plan, the multilateral real parity svalmost 58 percent of its average level in
1986-1988 (that is, without considering the peak4389-90). Since then, a long phase
followed in which the variations in the real parityere comparatively minor, until the
monetary regime broke down in December 2001.

” For an extensive treatment of this macroeconomachic and the Convertibility crisis see Damill
and Frenkel (2003).

8 This index registered a total variation of 12.5%ni the beginning of the plan up to December
1994, which is slightly over 3 percent in annuadizerms, in line with international inflation ingh
same period as measured, for example, by the USiteies CPI.



The growth led by capital inflows in the early rtiee continued up to late 1994. In
that year, however, there was a rise in internatiomterest rates (following the FED’s
decision to increase its discount rates as frommdzel). This began to affect the inflow of
funds negatively and, because of the growing ctigieaount deficit, the foreign exchange
reserves stopped growing.

The rise in international interest rates in 1994 #s consequences for the inflow of
capital and the inherent mechanics of the Conbtyibegime could have by themselves
led to an economic contraction. At the end of tesr, however, Mexico suffered a run on
the peso that ended in heavy depreciation. Thetsfienmediately spread to Argentina.
Consequently, instead of the country registeringm@ahogenous adjustment in line with the
typical workings of a currency board regime, thgai&ve external shock led to a massive
and rapid outflow of funds early in 1995, with argdkel and very marked rise in domestic
interest rates. The stock of foreign exchange veseawent down abruptly and there was a
corresponding contraction in liquidity. Aggregatenthnd behaved similarly bringing the
economy to a recession. In this phase, the unemaoy rate rose substantially and from
then on it would remain at historically very higtvéls for more than a decade.

Nevertheless, the recession in the middle of theadie was a short-lived one. A
powerful set of external and domestic financial up measures, arranged with the
collaboration of the International Monetary Funtl), made it possible to change the
negative tenor of expectations quickly. In additioy various means, and in spite of the
limitations imposed by the Convertibility rule (thavere however respected), the
government carried out intensive monetary actigggigned to shore up the banks and thus
stop the financial crisis from deepening.

Thanks to the favorable effects of the financigdmurt from abroad, it was possible to
bring the monetary regime into being and towards &md of 1995; a new spell of
expansion was beginning. The monetary mechanisnmdbéifis recovery was the same one
observed in the early years of the 1990s: the actesexternal funds was gradually
recovered; the inflow of capital began to exceea ¢hrrent account deficit (which had
gone down as a result of the recession), and tteégfo exchange reserves recovered once
again éeegraph 2.3), as did the supplies of money and ctréte elements of the cyclical
dynamic were again in motion.

Whether this new expansionary phase had simildurfes to the previous one, it was
shorter-lived. The country risk premium went upmid-1997, after the Thai devaluation,
and growth slackened. The Russian crisis in 1998I¥i brought the period of expansion to
an end. Private inflows of funds declined from them the accumulation of reserves
slowed and became negative somewhat later. Asudt,resnew phase of contraction of
GDP began in mid-1998 (see graph 2.1), culminaiinghe collapse of 2001-2002, in
which, among many other events, there was a steppediation of the peso and the
government defaulted on a large part of its exteand domestic financial commitments.

Fiscal policy under the Convertibility setting

The figures represented in graphs 2.5 and 2.6thetpncisely describe the aggregate
fiscal performance in the nineties.

During the first years of the Convertibility regintiee public sector went through a
significant adjustment in comparison with the higtal performance of the country,
reaching an almost balanced result around 1993.pFimeary surplus showed historical
peaks in 1992-93, above 2% of GDP. Then, the remessggered by the Tequila effect,
combined with a negative fiscal effect of a pro-keaireform of the pension system, led to
a decline in the primary surplus and to a smalregagte deficit from 1994 on. But a more
significant change would be observed as from thewAsrises of 1997. The unfavorable



Graph 2.4

turn in the external financial situation after tBeutheast Asian and Russian crises found
Argentina with a high and growing current accouefialt, an over-appreciated currency
and an evident shortage of policy instruments &alidg with this set of problems, because
of the rigidity of the macroeconomic policy framek@dopted. Not surprisingly, in these
conditions the country’s risk premium rose sharfdge graph 2.4) and remained high,
while access to external funds became more and pnokdematical.

Average country-risk premium for emerging market economies and for Argentina (1997:01 -
2001:06)
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Source: Ministry of the Economy, Argentina, from Bloomberg.

Note: EMBI: Emerging Markets Bonds Index. From December 1997 on the series includes “External currency denominated
Brady Bonds, Loans and Eurobonds, US dollar local market instruments”, that is, corresponds to the so called “EMBI+". Figures
before that data only include the first of the above mentioned component, thus corresponding to the EMBI. EMBIARG: Emerging
Markets Bond Index-Argentina.

The rise in the country risk premium pushed interates strongly upwards. This had
a negative impact on all debtors, including theligugector, in the form of an increased
debt services’ burden. As can be seen in grapltiediscal deficit tended to increase from
1997 on. A superficial consideration of these feguseems to support the view that an
expansionary fiscal policy was a main factor legdimthe crisis of 2001-20§2but a more
careful look at the evidence shows that it was @otthe contrary, the fiscal stance became
contractionary after the Asian crises, inasmuchmasro policy started to be dominated by
the intention of the authorities to give “the righiginals” of austerity to the private sector,
as a way of favoring a decline in the country-riglemium and interest rates, severely
affected by the contagion of the crises abroad.

® The questionable view that the macroeconomic w@muals that brought about the crisis had
originated in fiscal mismanagement acquired wideeptance, particularly among IMF officials. We
analyzed and questioned this view in depth in sgvarevious works. See for instance Damill and
Frenkel (2003) and Damill, Frenkel and Rapetti €00
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Graph 2.5

Graph 2.6

The fact that fiscal policy became actually corticaary in the late nineties can be
seen in the recovery of the primary surplus af@96l(see graph 2.5§.Evidently, it is in
the behavior of the interest services on the ondistg debt that the main explanation of the
rising fiscal deficit has to be found.
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19 Syccessive Argentine governments assumed thaal fisosterity measures would restore

confidence, damaged by contagion of crises abithad,allowing for a decline in interest rates and a
recovery of private investment and private expemdiin general. Moreover, this was the course of
action emphatically recommended to the countryhgyrhultilateral organizations in Washington. It

was expected that fiscal discipline would entaibisger confidence, and consequently the risk
premium would fall bringing interest rates down.eféfore, a recovery of domestic expenditure
would push the economic out of the recession makleg possible a recuperation of employment
and a reduction in unemployment. Lower interesesaand an increased GDP would, in turn,
reestablish a balanced budget, thus closing aouigwircle.
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The ‘confidence shock’ expected to revert thoseatieg trends did not materialize in
spite of the fiscal adjustment efforts. Moreovee tounds of contractionary fiscal policies
only reinforced the deflationary dynamics and tlesgimistic expectations. Additionally,
given that the improvement in the primary balant¢he public sector accounts was not
enough to compensate for an increased interesebutide public deficit tended to grow, as
we have already mentioned and can be seen in @#&phThus, public liabilities kept
growing very fast.

The way to the crisis

In addition to the deterioration of the foreign dircial environment, Argentina
suffered a series of real external shocks sinc& li@@luding a strong fall in the average
price of exports, a contraction in foreign demawd locally produced goods and an
additional real appreciation caused for the sttesighg of the US dollar and the strong
Brazilian devaluation of 1999. These negative sh@ded to the rise in the country’s risk
premium, thus paving the way for a crisis.

Under an increasingly difficult context and beyoddciding tax increases and
expenditure cuts, the government also took sontiatines on the financial front, oriented
to dissipate the expectations of a debt defaulicestaking office in December 1999, De la
Rua’s government achieved three financial agreesneith the IMF (see Box 2). It also
launched two important ‘voluntary’ debt swaps ie #econd half of 2001. Notwithstanding
that, the critical processes finally went on (itee massive withdrawal of bank deposits and
the contraction of international reserves). Furtiae, in December 2001 the government
established hard restrictions on capital movemantson withdrawals of cash from banks
(the so-called “corralito”). These measures aimed avoid either the generalized
bankruptcy of the banks or the violation of thereacy board monetary rule, but their main
objectives were to preserve the stock of resermdsamoid the devaluation (i.e. the formal
abandonment of the convertibility regime). This vaéso the last drastic move attempting
to prevent the default. Yet, these decisions didally represent the end of the regime.

The December 2001 measures contributed to deemealtbady strong social and
political tensions. After a few days of social wtrand political commotion, the country
witnessed the resignation of the government foltblg a series of ephemeral presidents.
One of them announced to the Congress the decddiatefaulting on a portion of the
public debt, and resigned a few days later. Infitis¢ days of 2002, with a new president,
Argentina officially abandoned the currency boagdime and the one-to-one parity of the
peso to the US dollar.
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Box 2
Argentina and the IMF in the nineties

It is at first sight striking that the 2001-2002 crisis and the massive default in the last days of the
Convertibility regime took place in a country that for a long time had been considered an outstanding example
of the Washington Consensus success. Almost until the end of the nineties, the IMF and most financial market's
analysts considered the Argentinean experience as one of the most successful stories of macroeconomic policy
and structural reforms in the financial globalization era.

The clearly disappointing performance of the macroeconomic regime of the nineties regarding
employment generation, unemployment and income distribution was, as usual, an almost completely missing
issue in those evaluations.

The default in Argentina took place one year after the IMF gave considerable support to sustain the
Convertibility program in crisis. In August 2001, four months before the default, the IMF expanded by 8 billion
dollars a current standby program and made a further disbursement. At that moment the development of the
crisis was reaching its peak. The devaluation and the default were openly discussed (particularly in financial
and academic circles in the United States) and there was a widespread opinion that the debt and the
Convertibility regime were not sustainable. Assistance to Argentina was the last rescue package approved by
the IMF during the period of the Clinton administration in the United States. For the critics of the IMF, all of the
circumstances converged to make it an exemplary case. Actually, the support program openly showed weak
flanks susceptible to criticism from its very conception. It did not involve any substantial change in the
macroeconomic policy setting. In particular, the exchange rate regime was preserved. Besides the undeniable
complexity and the difficulties that a regime change would have implicated, there was a complete lack of
willingness to modify it among the authorities. Furthermore, from the IMF’s perspective, the preservation of the
Convertibility setting was consistent with the systematic support of the exchange rate regime that the
organization had provided throughout the nineties.

The labor market in the nineties

With lower inflation rates and higher levels of Bomic activity, the initial
achievements of the Convertibility program, haditpas effects in the labor market in
1991-92. On the one hand, greater economic actimégnt greater demand for labor. On
the other, the decline in inflation reduced theatieg impact of the “inflation tax”.

Privatization and fiscal adjustment measures haggekier, a negative punctual impact
on employment. Furthermore, the joint impacts @fdé& openness and exchange rate
appreciation have lasting adverse consequenceermioyment in the production of
tradable goods, especially in the manufactures.

We have already showed the intense initial exchaatge appreciation (graph 2.2).
This is also reflected in the evolution of wagekse raph 2.7 shows different measures of
average wages in the manufactures. In the casegdésumeasured in US dollars, the drastic
increase at the beginning of the period must b&eat Like it happened with the real
exchange rate, the subsequent variations in thaddemay be considered of second order
of magnitude.
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Average real wages in the manufacture (deflated by CPI) and average wage in constant US

dollars (second semester 1986

Graph 2.7
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Graph 2.9

Average wage and unit labor costs, measured in constant foreign currencies (first quarter of
1986=100)*
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(*) The series have been expressed in terms of the value of the basket currency employed by the Central Bank to calculate
the multilateral exchange rate.

Real wages in the manufactures, however, behaved differently, which also
reflected the process of exchange-rate appreciadisrthe nominal prices of non-tradable
goods and services rose considerably, and thestsgoud services weigh heavily in the
CPI, wages deflated by this price index showed simitial decline and then a quite stable
level during the decade.

The adaptive reaction of firms to both the tradermpg and the sudden and significant
increase in wages measured in US dollars is refiebly a very important increment in
labor productivity in the manufacturing sector, timaarly in the first half of the decade.
This can be clearly seen by comparison of the seneluded in graphs 2.8 or 2.9. The
average wage in the manufacturing sector measuaréSi dollars (graph 2.8), increased
very fast until mid 1995. However, the other serieshe graph shows that the unit labor
cost measured in the same currency remained aboastant between early 1991 and mid
1995. The divergence between the two series reflacvery strong increase in labor
productivity. From then on, until the abrupt endiué Convertibility regime, both series in
graph 2.8 follow a softly declining trend that nigireflects the fact that the local inflation
remained below US inflation. However, this lateipglooks very differently in graph 2.9,
where wages are not measured in US dollars biteirfiasket currency” employed by the
Central Bank to estimate the multilateral excharege. Wages measured in the basket
currency followed a rising trend from 1997 on assult of the US dollar appreciation and,
later on, of the Brazilian devaluation of 1999 (amgther devaluations in trade partner
countries). These changes surpassed the effatfiation differentials.

In the last days of Convertibility, wages measurethe basket currency were 65%

higher than at its beginning in 1991. However, ting labor costs in the industrial sector
were almost the same that they had been at tHeofthe regime.
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We will now focus on the behavior of employment amgmployment in the nineties.
The series analyzed below refer to the urban ptipoland are taken from the Permanent
Household Survey (PH$) which the National Institute of Statistics and n€eses
(INDEC) carried out twice a year, in May and OctoeUnless otherwise indicated, the
series are defined as percentages of the totahytygulation. They are: participation rate,
full-time employment rat&¥, employment rate, involuntary underemployment ,rated
unemployment rate. Graph 2.10 shows the evolutibthese variables since the early
1980s.

It may be observed, to begin with, that the fulté¢i employment rate shows a marked
downward trend, dropping from 35-36% in the eailyhtes to 32% in the first half of
1990 and to 27.6% in the second half of 2601.

In addition to this negative trend, this variablgoadisplays a clear correlation with
the macroeconomic cycle. As in the case of thesgdosnestic product (GDP), it displays
two clear cycles in the 1990s. It goes up as fr@®0] and then registers a pronounced fall,
reaching its lowest point in 1996. It rises oncaiagvith the second period of expansion in
the decade, but subsequently falls once more asI898.

" The PHS collects information on the labour masigtation in the country's urban centers. The
data available for the nineties corresponds tateater Buenos Aires (GBA) while only since 1995
the PHS collects comparable information for 28 arbanters. The GBA is the largest Metropolitan
Area in Argentina with a population of more than hlion, representing about 37% of the total

urban population and 33% of the total populatiorbash population represents around 90% of the
total population in the country, thus, rural empiegnt is a very small fraction of total employment.

2" The methodology and frequency of the PHS haventic been changed, as we will describe
below.

3 In the survey, an individual is considered toebeployed full time if he works at least 35 hours
per week. This group also includes those who, atihahey worked less than 35 hours per week, do
not wish to work more hours (i.e., this variablelites “voluntary underemployment”).

14 As in graph 2.10, in this section we have usdthear periods. Thus, the first half of the year
corresponds to the survey carried out in May, wthikesecond half corresponds to that carried out in
October, so that 2000:1, for example, stands feffitist half of 2000. Furthermore, in most cases in
this section the % sign stands for “percentagetpaifn the population”. However, whenever there
may be any ambiguity, we use the expression “péagenpoints of the population” in full to refer to
measurements of this nature.
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Graph 2.10 Labor market indicators: Participation rate, employment rate, employment rate excluding
PJJHD, full employment rate excluding PJJHD (as % of total urban population)
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Source: Authors’ elaboration based on INDEC.

(1) Participation rate; (2) Total employment rate; (3) Full-time employment rate; and (4) Full-time employment rate excluding
PJJHD (“Plan Jefas y Jefes de Hogar Desocupados”).

The peak of the full-time employment rate in theiguk of expansion in the early
1990s was registered in the second half of 1992, wedore the turning point in GDP
observed at the end of 1994, after the Mexicansciiisis actually a remarkable fact that in
1993 and 1994, when the economy was still expanding significant rate, the ratio
between full-time jobs and the total population \wleady going down.

Between the high point of 34.1% and the minimumeobsd in the second half of
1996, this rate fell by approximately 5.2%. It threcovered by about 2.4%, reaching a new
peak in the first semester of 1998. It should beedohowever, that the latter value was
well below the maximum attained in the previousqeof expansion.

The subsequent decline went along with the receasyotrend started in mid 1998,
both in the period of moderate contraction, up td-2001, and in the sharp fall in activity
that occurred in the second half of 2001. At thatmant, close to the end of the regime,
this rate was 6% below the level it had reachdtierirst half of 1991.

The ratio between total employment and the popmnatiso showed a downward
trend in the early 1990s, but this was consider&sdyg pronounced than in the case of the
full-time jobs, indicating that the rate of invokany underemployment tended to rise in that
same period. This increase became more marke®i®-2000.

Furthermore, the evolution of the involuntary uredeployment rate was counter-
cyclical: it tended to rise when the full-time emmyinent rate fell, and to fall when the latter
rose. As a consequence of this behavior of unddoyment, a component of total
employment, the evolution of the latter is lessselg linked with the economic cycle than
full-time employment.
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Finally, the labor force participation rate showadmarkedly positive trend, not
correlated with the macroeconomic cycle. Startiognfaround 38% in 1980, it went up to
39% in 1990 and then rose sharply still furtheacteéng 42.8% in the first half of 2001.
Throughout the convertibility period, its trend @sponded to an increase of
approximately one percentage point of the urbaruladipon every three years. The main
reason for this behavior was a sustained increagEmale participation in the labor force,
an indicator that is still low in Argentina, by émhational standards.

As a result of the positive trend of the participatrate and the relative stagnation of
the total employment rate, the unemployment rase sharply in the 1990s, with a marked
upward jump in the period 1992-1995. As we will geenore detail later, the impact of the
2001-2002 crisis caused a further unfavorable jumthese indicators. The urban open
unemployment rate rose to a peak of 21.5% in M@220ut began to go down thereafter.
Underemployment reached a peak of 19.9% of the somally active population in
October 2002, but also went down afterwards whenettonomic recovery began to take
hold after the crisis of Convertibility.

A simple labor market model *°

In order to examine the relation between variationthe full-time employment rate
and economic growth we worked out an estimated @uefrically a simple model,
included in Annex 1. We present a synthetic desioniphere.

The model states that the variations in the fatietiemployment rate are primarily
explained by a short-term effect of the level diaty (represented by GDP growth). The
estimated income elasticity of employment is aldoff meaning that a ten percent increase
in GDP causes an increase of 1.9 percentage pnitite full-time employment rate to total
population.

We also found a significant additional tendencyjaltimay be conceived as the slow
adjustment of firms (and, hence, of the full-timeptoyment rate) to the surrounding
conditions (mainly defined, at the beginning of t@90s, by exchange-rate appreciation
and trade opennes¥).This second factor is negative and significanttfe period 1991-
1996 and its magnitude is quite considerable:plars a sustained decline of the full-time
employment rate of 1.4 percentage points per yed#nis period. In other words, between
1991 and 1996 this trend of labor productivity wbutave explained, considered in
isolation, an outstanding decline of about 7 peimgs points in the full-time employment
rate, thus revealing the remarkably high cost & pinogram in terms of employment
creation. Notwithstanding, the observed declinthanfull-time employment rate was lower
than 7 percentage points because GDP growth ipe¢hed made possible an increase in
labor demand that partially compensated for thgatiee trend.

Let us now focus on the evolution of involuntaryderemployment. As already noted,
this variable displays a counter-cyclical behavew,that it is negatively correlated with
full-time employment. Our estimates using data frahe 1990s indicate that the

15 This section partially draws on Damill, Frenketldviaurizio (2007).

% The important effects of openness with exchamge-appreciation in the labour market in
Argentina in the nineties are examined for instamc®amill, Frenkel and Maurizio (2002) and

Damill and Frenkel (2006).
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involuntary underemployment rate tends to fall fiee) by 0.2 percentage points for each
percentage point of increase (or decline) in thietiime employment rate.

Industrial sector employment

As we already noted, trade openness and exchatgappreciation contributed to the
contraction in employment in the 1990s, particyldhrough their negative impact on the
industrial activities. The other two sectors witlsuibstantial share in the number of full-
time jobs (commerce and other services) also sheyative figures, albeit much smaller.
More precisely, in the period up to the first haff 2001, the contraction of full-time
employment in industrial activities accounted eélf for a reduction in the number of full-
time jobs almost equivalent to the total contratiio full-time employment, as can be seen
in Table 2.2.

The collapse in economic activity in the second lb&l2001, however, caused an
employment contraction, which was more uniformlgtdbuted among the various sectors,
thus tending to reduce to some extent the shamaafifacturing in the total fall in full-time
employment between the beginning and end of thiegher

Furthermore, if we examine the evolution of fuiht employment by different groups
of workers, we see that the job losses were péatigumarked among male workers and
heads of household, who traditionally predominathé manufacturing sector.

Table 2.2  Rate of full employment per productive sector (in percentage of total population of GBA;
selected semesters)

Change Change

1990:1  1990:2  1996:2  1998:1  2000:2  2001:1  2001:2  2001:2-  2001:2-

2001:1  1990:1

Manufactures 8,54 8,76 6,33 6,69 5,55 5,20 4,66 -0,54 -3,88
Construction 1,91 2,30 1,81 2,17 1,89 1,60 1,22 -0,37 -0,69
Commerce 6,60 717 6,22 6,15 6,55 6,00 5,79 -0,20 -0,81

Transport & communication 2,75 2,43 2,93 3,00 3,05 3,01 2,72 -0,29 -0,03

Financial services 2,38 2,59 3,33 3,66 3,74 3,26 2,93 -0,33 0,55
Other services 7,95 7,70 6,56 7,62 7,49 7,32 6,94 -0,38 -1,01
Total 30,13 30,95 27,18 29,29 28,27 26,38 2427 -2,11 -5,86

Source: Authors’ calculation based on INDEC.

Evolution of average income and distribution in the

1990s

In this section we will deal initially with the eldion of the average income of the
population in the 1990s to then consider the dlistibn of that income’

" The income figures given in this sub-sectionwa8 as the tables on its distribution given below,
correspond to data from the Permanent Householk8dior the Greater Buenos Aires (GBA).
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Graph 2.11

Graph 2.11 shows the evolution of real averagd fotaome (labor and non-labor
income) per employed worker and per member of ttieapopulation, as from the first
half of 1991. Both series follow pro-cyclical pathssociated with the macroeconomic
cycle. In the period of expansion at the beginnifighe decade, the average income of
workers grew by 22%, reaching a peak in the fiedt bf 1994, while that of the active
population grew by 19%. From then on, both serlesved downward trends, reaching
local minimum levels in the second half of 1996.sAcond cycle then began, whose
expansionary phase lasted until the second halt9®8, although none of the series
recovered their previous peak levels. Subsequehiyincomes of both employed workers
and active population as a whole went down pergistaintil the end of the period. In
October 2001, the income level of employed perseas only 7% higher than at the
beginning of the series, while in the case of tbiva population it was 6% lower, with
both levels clearly below the peaks registerednfirst half of 1994. This shows that only
at the beginning of the 1990s there was a sigmificgecrease in real income, due basically
to the price stability and economic growth registkin those years.

Real average income of workers and active individuals (in pesos of 1998)
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Between the end points of the series, the avenragmrie went down by 30% in the
case of employed persons and by 38% for the aotes. The growing gap between the
two series reflects the impact of the rise in theraployment rate in Greater Buenos Aires
from 1993 on, especially since the second halfo®b51 At that point, the average income of
the active population suffered a sharp contracfidre reduction in unemployment between
the end of 1996 and 1998 helped to reduce the lgatpthis trend was reversed in the
subsequent phase, when there was a sustainedsecdreainemployment. While at the
beginning of the 1990s, the average income of agiersons was equivalent to 93% of that
obtained by employed workers as a whole, towardsetid of the period that proportion
had gone down to 82%.

These facts are particularly important when tryiagexplain the trend of household

incomes. Graph 2.12 shows the dynamics of peradgihily income, a more appropriate
variable than the total family income to measuredetiold’s welfare.
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Graph 2.12 Real per capita family income (in pesos of May 1998)
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The initial recovery in the remunerations did nesult in a reduction in inequality.
Between 1991 and 1994, income distribution amoregeimployed population remained
relatively constant, while the 1995-2001 periodvebo a process of strong concentration.
Actually, a growing trend of the Gini coefficienaw observed for both monthly and hourly
labor incomes (for total workers and wage earndms)more intensely in the former than
the latter, due to the unequal reduction in workirogirs, especially among total workers
(graph 2.13). Furthermore, at the beginning ofdbeade, the ratio of the per capita family
incomes® between the fifth and first quintile was 12 tim&syards the end of the currency
board regime it had risen to 20 times (graph 2.14).

The phases of growth and decline are similar tegh®ferred to earlier. Per capita
income grew by 23% up to the first half of 1994¢ then fell sharply up to the first half of
1996. The subsequent partial recovery stopped 98.18fter that, following the tendency
of labor income, the series went down sharply uthéoend of the period. Whether it had
increased in the early nineties, by the end ottireency board regime, the average income
had gone back to its initial level. But then, tlesurgence of inflation early in 2002 would
cause a further loss of around 30%.

8 per capita family income is calculated as thaltamily income divided by the number of

household members.
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Graph 2.13  Gini Indexes of labor incomes, Greater Buenos Aires, May 1991- October 2001
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Graph 2.14 Relationship of the per capita family income between the fifth and first quintile, Greater

Buenos Aires, May 1991- October 2001
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It may be concluded, then, that the unfavorableragmmnomic environment and the
correlated sluggishness of the labor market — Vaith levels of demand for labor, rising
levels of unemployment and also with predominarfgerecarious forms of employment —
was reflected in a sharp drop in average wages 1@@4 on, later aggravated by the price

rises which followed the breakdown

Special mention should be made of the effect ofifirg levels of unemployment on
es. The severénfahe average income of the active

the generation of household incom

of the macroecoic regime.
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population between the two end points of the pestodied was due both to the behavior of
the wages of employed persons and the evolutioiefunemployment level. The latter
factor has a direct impact on the generation obrme from economic activities, since

people who are unemployed probably do not haveimegme at all. The high levels of

unemployment throughout the decade also had arectdiegative effect on the wages of
the employed population, as reflected in a nega®lasticity of remunerations to

unemployment.

Poverty and extreme poverty

The performance of the labor market variables &Bso a direct impact on poverty
levels. Between 1991 and 1994, poverty and extngoverty decreased as a consequence
of the increase in employment and real labor incddmvever, by 1996 this improvement
in welfare had been completely lost. After a sligtduction between 1996 and 1998, these
indicators experienced a strong growing trend. Trdw&ctober 2001, before the collapse
of Convertibility, poverty levels reached 25% o€ thouseholds and 35% of the population
(graph 2.15).

Graph 2.15 Poverty rates, Greater Buenos Aires, May 1991- October 2001
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3. Macroeconomic policies and the labor
market in the 2000s

A radically new scenario

The main stylized facts in the labor market in ®@00’'s look like a complete
reversion of the negative trends observed in thetids. In fact, after a swift additional
worsening of labor conditions as a consequencdefctisis of 2001-2002, employment
started to growth very fast, led by full-time empitent. The quality of new jobs tended to
improve, as formal jobs grew faster than informahe® Unemployment and
underemployment fell in a sustained way, real wagsvered, income distribution
improved, poverty and extreme poverty declined, tiade new trends lasted for about 5
years.

These impressive changes were made possible mottiguration of a radically new
macroeconomic scenario. Whether the crisis of theraeconomic regime of the nineties
implied very high economic and social costs, &lso undeniable that, after that crisis, the
Argentine governments recovered policy instrumdiks exchange-rate and monetary
policies, which had not been available in the n@setthus benefiting from a considerably
increased room for macro policy action. Later on,mare favorable international
environment also contributed to an improved perforoe, at least until the recent global
crisis.

The rise of the SCRER model

Three phases can be identified in the period dfter crisis of the Convertibility
regime. A short initial stage of transition to ampolicy model extended from the crisis to
mid 2003. A second phase of full working of the &ERmodel followed until late 2006.
And from then on, a period of weakening of the rmaconomic performance can be
identified, also reflected in an impaired perforwanof labor market variables. This
worsening originated mainly in domestic reasons @& later aggravated by some
negative consequences of the recent global crisis.

The Convertibility regime was abandoned in the miofsa chaotic situation. The
massive flight of external assets precipitatedabléapse of the regime continued after the
devaluation of the peso and the partial defaulth@nservice of the public debt. After a
short period with a dual exchange rate regime acth§ a strong pressure from the IMF
(see Box 3), the government decided to unify therkatket and let the peso float. The
parity then climbed abruptly reaching levels cldse4 pesos per US dollar, in an
environment of strong uncertainty and expectatafrfsrther increases?

However, these critical trends began to reveruig 2002. The turning point was the
FX market stabilization. Controls on foreign excharnransactions had a crucial role. They
had been introduced in November 2001, before thlaps® of the Convertibility regime.
Since early June 2002 controls were strengthenddtlan interventions in the exchange

¥ The nominal and real exchange rates would risgimaously along the first semester of 2002
(around 260% and 180%, respectively). The real &xgh rate overshooting was so pronounced that
in June 2002 its value was almost 50% weaker tharl980/2001-period average value, and 68%
weaker than the average of the convertibility decad
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market were reinforced, in order to conduct a syate policy intended to stabilize the
foreign exchange market. A decision that dollarekpevenues surpassing US$ 1 million
had to be sold directly to the Central Bank waseeigly important in this regard. This
became the main source of foreign currency fomtloaetary authority, which permitted it
to increase the volume of its interventions in theeign exchange market. The measures
included strict restrictions to capital accounmngactions, which also helped to stop the
nominal exchange rate upswing. Limiting the pestilmu from the banks also acted to
restrict the demand for foreign currenty.

Box 3

Argentina and the IMF in the crisis

After the changes in the head of the International Monetary Fund that followed the Republican take over
of the US administration, the relationship of the IMF with Argentina was used as a significant example of the
problems attributed to the previous management of the Fund and to the support programs of the nineties. The
issue was important enough to carry out a special investigation of the role of the Fund in the Argentine case by
the Independent Evaluation Office (IEO, 2004).

The relationship between the IMF and Argentina after the devaluation and the default was marked by that
story in a curious way. Actually, the IMF’s support happened to be completely absent precisely when it would
have been more necessary: in the period after the devaluation, when efforts to stabilize the economy were at
the center of the macroeconomic policy. With new authorities in both the institution and the country, at least a
cooperative attitude by the organization might have been expected. The negotiations were centered on only
one substantial matter: the Argentinean payments to the IMF.

Actually, the role the IMF played in the stabilization and the recovery of the economy in crisis was actually
very negative. After the devaluation that put an end to the fixed parity of the nineties, for instance, the IMF’s
positions regarding the exchange rate policy were extremely rigid. The IMF insisted in the pure floating and,
once implemented for a while in February 2002, the country got nothing in exchange for that “prior action.”

The Fund's staff operated in that phase with the diagnosis that the exchange market could not be
stabilized, that a hyperinflationary process was unavoidable and that it would be impossible to reestablish some
degree of financial intermediation in domestic currency in the near future. The implementation of the measures
promoted by the Fund would have transformed its implicit diagnosis in a self-fulfilling prophecy.

Once the authorities managed to stop the exchatgdubble in July 2002, the public
rapidly changed expectations and the FX marketestato show an appreciation trend.
Therefore, in the second half of 2002 a phase afigt@sy and financial normalization
started. In fact, after reaching a peak of almost pesos per dollar during the last days of
June, the exchange rate began to experience alsmmwoinal appreciation trend. Although
the inflation rate was low and decelerating, tlee 1in domestic prices contributed to the
real appreciation. In that context, local assetab® increasingly attractive. Bank deposits
began to grow for the first time after the finaha@asis, as also did the demand for debt
letters of the Central Bank (Lebacs), local shamed cash. This portfolio substitution in
favor of local assets would result in a persistiop in interest rates.

By mid 2003, the Central Bank started to act tg dtwe appreciation process, thus
trying to preserve a competitive and stable reaharge rate. Therefore, this moment can

“additionally, the local financial market behaviasrtributed to stop the exchange rate bubble. On
the one hand, local interest rates skyrocketeduly 2002, the average time deposits annual irtteres
rate reached a 76% peak and the interest rateedf4tday Lebacs (debt letters of the Central Bank)
reached almost 115% a year. Thus local financedtadooked more attractive as substitutes for the
US dollar. On the other hand, the real price ofdbliar reached very high levels in historical term
(i.e. the prices in dollars of domestic assets,-tnadable goods and salaries were perceived as
abnormally low).
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be considered the end of the transition phase hedeginning of the SCRER model
period.

A very important factor that helped to stabilize tbxchange rate was the fact that
inflation, after an initial rise in local pricesjddnot gain momentum. Several reasons
contribute to explain the lower pass-through of ¢éixehange rate rise to inflation. They
include the government decision to freeze the prideublic utilities?* Another important
buffer was the significant excess supply in thetabarket, as well as in the goods market.
On the one hand, the very high unemployment ratkemed any initial wage resistance to
the impact of the devaluation and, on the otheodpcers of non-tradable goods and
services to the domestic markets found it veryidiff to pass the cost increases of
intermediate goods caused by the devaluation tegriTaxes imposed on exports also put
a ceiling on the domestic prices of exportable godlaus limiting the initial impact of the
devaluation.

Contrary to what was expected, the negative balaheet effect of the devaluation
was small, mainly as a consequence of the offiot@rvention. When the exchange rate
was freed to float, the government decided to cdntge pesos most of domestic debts
contracted in dollars (bank credits, rents, etcd) @ane-to-one rate, thus neutralizing most of
the effects of the devaluation on debtors’ balastmets?

The dramatic fall in output and employment thataatled the crisis continued in the
period immediately following the end of the Conikdlity regime (see graph 2.1). At the
time, most of the analysts, including the IMF'sffstavere expecting a hyperinflation
process led by the exchange rate overshooting hedcontinuation of the economic
contraction. However, those prognoses failed: thgative trend did not last for long.
Actually, only one quarter after the devaluatiorl dime default, the contraction came to a
halt and a recovery was already at work. Sinces#e®nd quarter of 2002 the real GDP
started to grow, reaching rates between 8 and 9%aa This impressive performance
would last until 2008 at least. By mid-2005 the Gbdl already surpassed the previous
historical peak of 1998.

Several factors related to the labor markets hadearing in consolidating the
economic recovery. Among them it deserves mentierlaunching, in the second semester
of 2002, of an unemployment subsidy program, theadled “Plan Jefes y Jefas de Hogar
Desocupados” (see Box 4j.Additionally, after an important downturn of aral&5%,

2L |n fact, many of them were linked to the US do#iad some were also indexed to US inflation,
as established in contracts signed in the nindties, the government had to intervene to prevent t
peso devaluation to have a full impact on theseegri Beyond helping to put a ceiling on price
acceleration, these measures and the introducfiexport taxes limited the fall in the purchasing
power of wages.

2 About 70% of domestic financial contracts wereatainated in US dollars. Therefore, the
impact of the devaluation on borrowers with incorirepesos could have been devastating. Banks’
deposits originally denominated in dollars wereafgesoificated’ but at 1.40 pesos per dollar (plus
indexation to the evolution of CPI inflation). Laten, the banks were compensated by the
government for the implied losses. Together with thesoification’, the authorities unilaterally
decided to extend the maturity of all bank depodits exchange, private depositors received
certificates for the reprogrammed deposits.

% The Argentine Ministry of Labor estimated thag tffect of Jefes on growth was very positive.

When the plan was being perceived by 1.8 millioopgte, the multiplier effect on income was
estimated in 2.57 (Tcherneva and Wray, 2005 a, )05he annual addition to GDP was calculated
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real wages started to recover since the fourthtguaf 2002, as a consequence of both the
deceleration of inflation and the rise in nominaiges.

After reaching a peak in April 2002, inflation ¢t to slow down and since the end
of that year the monthly inflation rate tended &lbwer than 1% for the subsequent two
years. The improvement in nominal wages was adedciavith a rapid fall in
unemployment, and was also helped by an officiicpaonsisting in several lump-sum
rises in private sector wages determined by detwdag 2002-04 (Frenkel, 2004a).

Box 4

A policy response under the 2002 crisis: the “Plan Jefes”

In the second semester of 2002 a limited job guarantee program called Plan Jefes y Jefas de Hogar
Desocupados (Program for the Unemployed Male and Female Heads of Households, or simply Jefes) was
launched as a way to deal with the skyrocketing unemployment and poverty rates. In the short run, the Jefes
program provided income to about 2 million of beneficiaries, approximately 11% of the active population. The
program provided a payment equivalent to 75% of the minimum wage in 2002 to a head of household which
had to work for a minimum of 20 hours a week (if this wasn't accomplished, the person could be laid off, while
the same would happen if the beneficiary found a full-time job in the formal sector). The participants had to work
in community services and small construction or maintenance activities, or were directed to training programs
(including finishing basic education).To receive the benefit the household had to contain children under the age
of 18, persons with handicaps or a pregnant woman. The payments went directly to the beneficiaries via bank
accounts. In large cities these payments were done with a debit card that allowed for certain additional benefits,
such as discounts in transportation or refunds of the value-added tax. The management of the projects where
the beneficiaries were placed was done by local governments, NGOs or grassroots organizations. In the early
months of the program, women accounted for over 60% of program participants to increase their participation
later on. It was suspected that many households had chosen to designate the woman as the head so that she
could participate in the program while the husband attempted to find a private sector job, including work in the
underground economy.

Between July 2003 and September 2009, more than 600.000 beneficiaries of the Plan Jefes found a job
in the formal sector. Aside from job creation, a redesign of social programs in 2006 reduced significantly the
number of people on the Plan Jefes. The beneficiaries could choose between two alternatives with a higher
payment: Familias, plan which provided a payment between 150-275 pesos per month, and the Employment
and Training Insurance that gave 225 pesos per month (against 150 pesos of the Jefes). After 2006, the decline
of the program became deeper and in September 2009 it already covered less than 400.000 people. Finally, in
the end of 2009, the Plan Jefes was replaced by the Asignacion Universal por Hijo (Universal Allowance per
Child).

Some people in the local business community were very much against the Plan Jefes from the beginning,
since it defined a de facto minimum wage for the informal sector, especially in the rural and more backward
areas. Added to this was the stability that the beneficiaries of the plan had in terms of continuity in the reception
of the allowance, which could have made employees reluctant to leave the Jefes program for work in the formal
or informal sector (Kostzer, 2008).

The SCRER model and monetary policy

The nominal and real appreciation process stoppathd mid-2003, as a result of a
deliberate policy decision. The preservation ofable and competitive real exchange rate
(SCRER) was gaining relevance in the official pplarientation. The government started

to be about 2.5% of GDP. Almost 5% of the totaloval budget was devoted to the plan in its first
year of existence and this was more than 80% obtidget allocated specifically to employment
actions (workfare programs and training). The paagrincreased income of poor households,
although it did not pull them above the povertyelirNotwithstanding, four months after the
implementation of Jefes in April 2002, the extrepmverty rates among participating households
had fallen by nearly 25% and among individuals tgral8%.
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then to make explicit reference to the important@reserving a SCRER in the official
economic strategy. It was understood that a comnpetieal exchange rate was essential to
foster growth and employment generation; thus, oegmnomic policy was oriented to
favor “production”, instead of “financial accumdutat”, as it had been the case, according
to the official view, with the policy orientatiorf the nineties.

Although the announcements did not identify a dpepblicy target, the Central Bank
and the Treasury operations in the FX market agtgahtrolled the price of the dollar in a
range between $ 2.8 and $ 3.10. Starting in 2008,raspite of the sustained disagreement
of the IMF with the interventions of the Centralrain the foreign exchange market (see
Box 5), this policy of managed floating was conddictogether with a monetary policy
based on quantitative monetary targets. Targete baen announced at the beginning of
every year throughout the Central Bank monetarygqams, in which the authorities
commit themselves to maintain monetary aggregatiéna certain range.

Box 5

Argentina and the IMF under the SCRER model period and to the present

From the beginning of the SCRER model period, the IMF maintained its opposition to the Central Bank
interventions in the exchange market aimed to prevent the exchange rate appreciation. In September 2003 a
three-year agreement was signed, intended to refinance the amortizations of the debt with the institution. By the
time the IMF had to evaluate the fulfillment of the conditionality clauses of the agreement, the country was
presenting the debt restructuring proposal and organizing the debt swap aiming to overcoming the debt default.
Following a request from Argentina, to prevent negotiations with the IMF to interfere with the swap, the
agreement was suspended until the beginning of 2005. After the debt swap, Argentina restarted the
negotiations with the IMF with the advantage of a high proportion of acceptance (76.15%). The difficult
negotiations that the country and the IMF maintained throughout the rest of 2005, after the debt swap, did not
arrive to a new agreement. The government resolved to keep paying all the interests and the amortizations that
could not technically be postponed during that year, to finally adopt the decision to pay back ahead of schedule
all obligations to the institution, which was done at the beginning of 2006. After that, Argentina did not allow a
new Article IV consultation nor asked for a new loan. Moreover, the government criticized the IMF for
underestimating the economic growth in different World Economic Outlooks published every year.

In 2010, after a criticism in presidential public speeches to adjustment plans introduced in most of the IMF
stand-by agreements for European countries, and a negative of the Argentinean Economic Ministry to authorize
an Article IV consultation, the government turned to the Fund for technical assistance in the development of a
national CPI. The media leaked a version where the government asked for technical support to avoid a negative
review on Argentina’s statistics which the IMF was ready to publish backed on Article VIII section 5, that
establishes the responsibility of country members to furnish the Fund with “information in as detailed and
accurate a manner as is practicable and, so far as possible, to avoid mere estimates”.

The conjunction of an increasing money creatiorsediby the interventions in a FX
market with excess supply of foreign currency arabitrolled monetary base growth was
made possible throughout several mechanisms of tagnsterilization. The sterilization
operations implemented by the issuing of CentraikBatters (Lebac) and notes (Nobac)
were especially relevant. The sterilization empigyiCentral Bank’s short-run debt
instruments is costly, inasmuch as the interessrah these instruments is higher than the
interest rate obtained on the foreign exchangervesgbut the evolution and prospects of
the Central Bank balance sheet did not show sudigity problems regarding the
sterilization policy.

In order to soften the appreciation pressures énRK market and thus alleviate the
Central Bank’s intervention needs, new controlgtancapital account were introduced in
June 2005. Basically, the new measures establigtatchll capital inflows, excluding the
issuing of new private and public debt, internagiotrade financing and foreign direct
investment, would be subject to a 30% unremunenagerve requirement for at least 365
days. This strategy was inspired by measures appli€hile in the 90’s and attempted to
reduce short-term capital inflows.
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Although the preservation of a competitive realtexwe rate was a central element of
the government economic policy, the Central Bardk wot make any reference to the
existence of a real exchange rate target, neitmetheé short run nor in the long run.
However, in the period we are considering here,rtberventions in the exchange market
maintained a more or less stable multilateral emghaate. The Central Bank implemented
a “de facto” managed floating policy, intended tainmtain a competitive real exchange
rate. Simultaneously, as we have already explaithedCentral Bank preserved its control
of the monetary variables by implementing differfemins of sterilization.

On the other hand, the current account surplus thedrobustness of the fiscal
accounts, which we will discuss in more detailhia following section, did not question the
sustainability of the exchange and monetary pdidigonsequently, the financial investors,
who normally give more importance to the implemdnglicies than to the formal
announcements, “disconnected” their exchange rqtectations from the monetary policy.
The financial investors believed that the CentrahiB could control the exchange rate
without losing control on the monetary variables.

External and fiscal adjustment

The expansionary process of the early 2000's ptedesignificant differences with
other economic growth episodes in Argentina’s eaunohistory. In contrast to the
recurrent fiscal and external imbalances of thd, ghe macroeconomic configuration of
this period stands out with the existence of exteamd fiscal surpluses. Of course, these
“twin surpluses” talked in favor of the sustainépibf the new macroeconomic setting.

The adjustment experienced by the Argentinean metesector had taken place to a
great extent before the devaluation, as showedaphg2.3, where the improvement in the
current account since 1998 can be seen. Actualigpits plummeted during the abrupt
economic contraction that characterized the ertheConvertibility regime, reversing the
trade deficit and hence improving the current antoesult.

A strong adjustment in the public accounts toolo gitace, whether a bit later, as
showed in the graphs 2.5 and 2.6. The improvemerhe Consolidated Public Sector
global balance that took place between 2001 an8 @& equivalent to 7.6 points of GDP.
A global deficit of 5.6% of GDP in 2001 became @%.0f GDP surplus in 200% It has
to be stressed that the public sector absorbedopdite effect of the devaluation on the
profitability of the tradable goods sector, througkes, and was also benefited by the high
prices reached by some exportable goods such bsaownd oil.

Considering the fiscal adjustment in the early 260e role of the interest payments
on the public debt deserves special considerafitns flow passed from representing
almost 4% of GDP in 2001 to 2.4% in 2005. Howewbe fiscal effects of both the

24 About a third of the adjustment derived from mxpiovement in the provinces’ balances, mostly
as a consequence of the economic recovery and uhseguent increase in public income.

Meanwhile, more than 70% of the five-percentagenpadjustment in the national public sector’s

budget was explained by the improvement in the anmesult (+3.6% of GDP). The contraction of

interest payments, basically resulting from thead#f on the sovereign debt and the debt
restructuring of 2005, accounted for the rest ¢d.af GDP). The rise in the national primary surplus
was mainly explained by an increase in tax reverft®8% of GDP). The taxes on exports explain
most of the rise in tax revenues (+2.3% of GDP)e Ekports of soybean and its derived products
generated almost one half of the taxes on exports.
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suspension of part of the debt services paymentidn2001-2004 period and the debt
restructuring of 2005 were significantly higher nhavhat is shown in the mentioned
calculation. We have estimated that the amounttefésts on the public debt in 2004, the
year before the restructuring, valued at the 20@hange rate and without default, would
have represented between 9 and 11 points of GDR.iF hpproximately equivalent to half
of the total tax collection of the year. These pagmta would have been certainly
incompatible with the economic recovery and withcrmaconomic stability. In effect, a
crucial aspect of the fiscal financial vulneralilibh the nineties derived from the extremely
high proportion of debt in foreign currency, wittetconsequent exposure to the impacts of
the exchange rate variations. The 2002 substamtiiange rate depreciation would have
had a harsh impact on the public sector's finanegilibrium. Taking this aspect into
account, it can be said that the payments suspeasid the following debt restructuring
enabled a really considerable amount of fiscal rgmvi-either measured in domestic
currency or as a proportion of GOP.

However, probably the most important effect of thefault and the end of the
convertibility regime was the recuperation of thiée@iveness of the instruments of
macroeconomic policy, which were of crucial impoda to take the economy out of the
abyss generated by the final collapse of the caitvildy regime.

Macroeconomics after 2006: the SCRER framework
disarticulation

The golden period of the SCRER model lasted to 2066. From 2003 to that
moment, the performance of GDP growth, employmeayme distribution and poverty
reduction can be considered really outstanding agmitude, in comparison with other
international experiences and with the previounes of the country. Notwithstanding
that, at mid 2007, when the first outbursts of ititernational financial crisis were starting
to be heard, Argentina was already going throughew phase in which some of the
macroeconomic and social achievements of the panimier the SCRER model were
showing signals of weakening or were being lostifiternal reasons. The most important
among these negative signals was an increaselatianf rates.

%As extensively discussed in Damill, Frenkel and &&p(2005), the partial restructuring of the
public debt was a pivotal step to fiscal consol@agfter the crisis. It involved a significant tait

in the nominal amount of the public financial lilities, as well as an important reduction in ingtre
rates and a considerable extension of average ityaflihe swap of the defaulted bonds for a new
menu of debt instruments was carried on during fitee months of 2005. On May 2005 the
government announced that the acceptance ratedaathad 76.15% of the debt in default. This
meant that 62.3 billion dollars of the old bondsuladbbe exchanged for about 35.3 billion dollars of
new instruments plus attached GDP growth-linkedpoos. The operation signified the reduction in
the public debt stock by about 67.3 billion dollarsl attenuated the exposure of the public finances
to the exchange risk, since around 44% of the nawd$® were denominated in local currency. At the
end of the same year the government decided tdael ahead of schedule the whole outstanding
debt to the IMF by a payment close to 10 billiofials (see Box 5).
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Table 3.1

CPI annual rates of inflation

Year (%)
2002 41.0
2003 37
2004 6.1
2005 12.3
2006 9.8
2007 26.6
2008 23.0
2009 14.8

Source: INDEC until 2006. From then on, CPI-7 published by CENDA.

The fast economic expansion that started in 200R pdace in a context of relatively
low inflation. After an initial rise following thelevaluation, price increases softened and
inflation reached a bottom, with a 3.7% annual at2003. However, the inflation rate as
measured by the CPI almost doubled in 2004 andlddwmain in 2005, surpassing 12% in
this year. In 2006, the acceleration could be sdppy means of several control measures
directed to specific markets or products, like mikiry products in general and meat in
particular. In late 2006, the rhythm of increasehsdf CPI had been reduced to 10%, but
unregulated prices were still increasing at a 188é.r

Until late 2006 the authorities’ target was to keeflation rates in the one digit
spectrum. The main instrument to this purpose, heythe freezing of several public
prices, was a policy of price controls, under thierf of agreements with leading firms, but
the persistence of inflationary pressures made itlsgument less and less effective.
However, this did not bring the authorities to egggan a comprehensive stabilization
program. On the contrary, an expansionary biassoéf policy from 2005 onwards, added
to the demand pressures coming from private expaedi and to some domestic impact of
the rise in international prices.

A program able to preserve at least a one-digitiahimflation should have required
getting control of the aggregate demand evolutimough a redefinition of the macro
policy setting. Taking into account the weaknessnadnetary policy —typical of the
workings of the economy in the whole perfbd an integral anti inflationary program had
to be mainly based on a re-orientation of fiscdicyo which should have turned to be
contractionary instead of expansionary. In a simplgy: aggregate public expenditure was
rising faster than the income receipts of the mubdictor, and these relative velocities had
to be inverted. This important reorientation of thacro policy setting, together with a
coherent reformulation of monetary policy and saomplementary measures, such as a
redefinition of the incomes policy, should had @announced to the public as the adoption
of an integral anti inflationary policy, with an @icit target of a one-digit inflation rate,
aiming at signaling future inflation and thus chiaiggprivate expectations.

“Monetary policy effects are week as a consequehtteedow degree of monetization and financial
intermediation of the economy. In this contexsisensible to expect a small interest elasticitthef
aggregate demand. Given the low ratio between dicraedit and GDP, the credit channel effects
are also week.
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Actually, the inflationary acceleration was a menao the main pillar of the
macroeconomic program, the SCRER, because in #atiamfary environment it would
become more and more difficult to preserve the atitipe real exchange rate that had
revealed itself as a very effective intermediateygtto promote economic growth and
employment.

However, the authorities did not adopt an integaati-inflationary program or
strengthen the price controls. The fact that 20@& w&n election year had probably a
bearing on this behavior. Instead of taking meastweeffectively stop inflation, it seems
that the authorities decided to keep the one-dag target only for the inflation figures
published by the INDEC, thus controlling the indarainstead of the inflation itself.
Therefore, in the midst of an increasing confli@ttseverely deteriorated the credibility of
the official statistics, inflation figures were pighed that ranked well below alternative
estimations like those provided by private souttwgisalso by official provincial statistics
institutes. The CPI was lost as a socially accepésience in nominal wage negotiations
and the calculation of real wages and other indrsatincluding those related to poverty
and extreme poverty incidence were also affected.

The CPI manipulation started in January 2007. Atstime later, INDEC closed the
access of the public to the bases of the Permarenseholds Survey that had been
available to analysts to that date. Hence, it becampossible to make independent
estimations of poverty and extreme poverty indicatand analyzing the evolution of
income distribution?” The published data regarding poverty and extreoveny were also
subject to criticisms because the calculation efdbst of the different baskets employed in
the estimations were affected by the distortionhéofficial information on price$’

Financial isolation and capital flights

The alteration of CPI estimations had other negasffects on the economy. CPI
figures are the basis for the calculation of a ficieht called CER (“Coeficiente de
Estabilizacion de Referencia”), utilized for thdlation adjusting of peso-denominated
debt. An important amount of this kind of debt ingtents was issued in 2005, as part of
the debt restructuring. As CPI underestimates tiofla the same happens with the CER
and, as a consequence, the capital readjustmecemages fall short of the levels they
should have in absence of the statistical manijmuat

This is certainly the main reason why the Argentieét was punished in the markets
from early 2007 on, as it is clearly reflected he tbehavior of public bonds prices.
Argentine bonds liquidation started in April 20@fecisely when it became clear that the
underestimation of inflation rates had become desyatic and permanent behavior.
Inflation underestimation and its incidence on tBER calculation affects the capital

" Later on the surveys started to be published agatrwith some methodological changes that
make it difficult to compare with previous periods.

% Later on, in the second quarter of 2008, the stiesil manipulation reached the estimators of
economic activity, industrial activity and the Natal Accounts. The problems regarding these
statistics seem to have become more acute sindeuhth quarter of 2008. The comparison with the
information from other sources suggests the exigtef a systematic over estimation of GDP and
activity levels from then on. For instance, theicidl GDP estimations show a growth deceleration
but not a decline in 2009, while other sourcesnestit an annual fall of around 3 to 5%. These
declines are more consistent with the observedvi@haf related indicators like, for instance, full
time employment and total employment, that showsdractions in that year.
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Graph 3.1

adjustment of peso-denominated bonds and hencanhiaspact in their value, but does not
technically affect the valuation of bonds denon®dan foreign currency. Notwithstanding,

the liquidation involved all the public bonds, botfenominated in national and
international currency.

The evolution of bonds prices in foreign currensyeflected in inverse form in the
country risk series. When the bonds prices fadl,dbuntry risk increases awite versaAs
can be seen in graph 3.1, at the beginning of 20@7risk spread of the Argentine debt
instruments had almost equaled the emerging maskehomies average and at some
moments was below the Brazilian spread. In thisoperthe country-risk spreads of
emerging market economies were reaching a histaricéamum. But since April 2007 the
Argentine premium clearly increases above the eimgmgarkets average. The intervention
in the statistical estimation of inflation was ingeeted as a kind of haircut on the principal
of the peso denominated debt, but immediately #uok lof credibility also affected the
prices of other debt instruments, including thoee adjusted by CER, such as the bonds
denominated in international currency. This madeiable the issuing of new bonds and
generated a situation of isolation with respe¢h®international capital market. This fact is
very noticeable, because it constituted an abrio@bge in the situation of Argentinés-a-
vis the financial markets, not having other explamaidhan the one we have just
suggested. It has to be stressed that shortly défat change, in 2006, there was a debate
in Argentina about the best way to face capitaloiné and the government was
implementing some measures to stop those inflows.

Average country-risk premium for emerging market economies and for Argentina and Brazil
(in basis points)
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Then, capital flight started to be another effetated to the loss of credibility. The
flow of “Foreign assets accumulation by the noraficial private sector” according to the
foreign exchange market data published by the @eBank began to show significant
negative results since the third quarter of 200fe Dutflow registered in the second
semester of that year amounted to US dollars 8iérb{see graphs 3.2 and 3.3). From then
on, an important flow of capital flight became damast permanent feature of the Argentine
balance of payments, until the second quarter 4020
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Graph 3.2  External asset accumulation of the non-financial private sector (millions of US dollars)
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Graph 3.3  Foreign Exchange Balance (moving average of 4 quarters, in millions of US dollars)
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The beginning of capital flights was coincidentathamhe outburst of the financial
crisis in the USA, in August 2007. The eruptiortted crisis probably had an influence, but
to try an evaluation of the factors inducing thght, it must be taken into account that one
of the main initial effects of the sub-prime crigias not negative. On the contrary, it took
the form of a strong rise in commodity prices. Axdlyt the prices of commodities like
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soybean, the Argentina’s main export product, iasegl in the second semester of 2007,
thus causing an important improvement in the airgausitive current account result.

Looking for an explanation of the capital flightadathe financial isolation of the
country, we have attributed a strong weight to thiation acceleration without an
adequate policy reaction and to the manipulatiothefofficial statistics. This is so because
there seems to be no other factors capable ofiekpathose negative changes after taking
into consideration the good shape of the fundarhestanomic variables. In 2007, the
economy was still growing at a fast pace, the stufcloreign currency reserves was high
and there was a significant trade surplus. Besitiesfiscal accounts were still reaching an
aggregate surplus in spite of the expansionaryddifiscal policy.

The expansionary bias of fiscal policy

Graph 3.4

The fiscal policy assumed an expansionary bia®9052hat was accentuated in 2007,
before the outburst of the global crisis. Given aw®e idea of accumulating a fiscal anti-
cyclical fund, supported until 2005, fiscal policgntributed from 2004 to 2008 with an
additional positive impulse of about 1% of GDP pear to aggregate demand, as reflected
by the reduction in the primary surplus. The impode of this change has to be
emphasized. In 2005 the economy was growing atnania rate slightly above 9%, and
had been keeping that rhythm for three consecyiags. On the other hand, the inflation
rate was accelerating, reaching 12.3% a year bgrtdeof 2005. The inflationary pressures
were evident, and it was also evident that somakbom the speed of expansion of the
aggregate demand had to be implemented. But therigaoent took the opposite way, thus
adding an expansionary fiscal impulse to the fapaiesion of private expendituréSThe
fiscal policy changes and their effects on demaand ke seen in the graph 3.4. The bars
represent the “fiscal impulse”, that is, the aduditil contribution of the public sector to
aggregate expenditures.
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# The recent fiscal evolution as well as the publiibt trends are examined in greater detail in
Damill, Frenkel and Rapetti, 2010.
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The graph shows monthly figures but the data reflee variation of the contribution
of the fiscal variables to aggregate expenditutesensed in the 12-month period ended in
every month. The main observed inflexion pointerathe 2002 crisis happened in 2005,
2008 and 2009. At these points, changes in orientatere observed. The first inflexion
point took place shortly after the completion of tublic debt restructuring in early 2005.
The public sector had played a contractionary solee the crisis up to that moment, but
passed then to feed aggregate demand increasgesperiod 2005-200& In late 2008, the
fiscal variables turned out to have a negative ohmm total expenditure for a certain
period, but from mid 2009 on, a new expansionargnge in the fiscal stance could be
observed, of a magnitude similar to the previous Bn

In 2005 mid-term legislative elections took pladée increasingly expansionary
behavior of fiscal policy had undoubtedly a “paiéti cycle” component. It can be observed
that the fiscal impulse declined shortly after #lections, which took place in October
2005 and October 2007 respectively.

As it was already explained, in September 2008dllobal crisis hit the emerging
economies with stronger violence. In the last msnth that year, Argentina was also
affected by a substantial fall in the prices of @xgommodities, and in turn this impacted
on tax receipts on exports. Furthermore, the dgtigivel started to fall as a consequence of
exports and investment contraction, the latter assalt of both the unfavorable external
environment and the increase in uncertainty cabyetthe bad news coming from abroad
but also by domestic problems, as mentioned abbhese negative changes forced the
fiscal policy into a short contractionary stancet by mid 2009, public expenditures were
already growing at a faster pace than public résegnd the expansionary bias of fiscal
policy was then reestablished. As a consequeneeprimary result of the national public
sector would fall from 3.1% of GDP in 2008 to 1.8%GDP in 2009%

From late 2008 on, the Argentine government tooleiss important decisions with
strong fiscal impact. The most significant measwaes the extraordinary operation of
nationalization of the private pensions and rete#etnsystem, decided in late 2008.
Through this action the government captured an amofuresources that allowed it to face
in much better condition the negative effects canpfiom the global crisis. Whether it is
quite clear that the operation of nationalizatidrih@ funds of the private pension system
had a very negative effect on private expectataorgon the credibility of the government,
it is also true that it contributed to a decisiVraige in the fiscal scenario. On the one side,
it allowed the public sector to count on a very ampnt additional annual flow of resources
coming from the contributions of the public to thension system. On the other, it made

% The economic expansion started in 2002; theainixpansionary bias of fiscal policy only

attenuated the strong increases in demand originatea very dynamic behavior of private
expenditures.

3L The fiscal impulse reflects the variations impary expenditure and public receipts, but adjusted
to set aside changes of an endogenous naturetkigkéncreases in tax receipts associated to the
increase in domestic product), as well as thosg beng exogenous, do not reflect discretionary

variations in fiscal policy. For instance, an irage in the prices of exportable goods above trend
generates additional fiscal receipts, but this éase in public receipts is not a signal of a

contractionary policy and has to be set-asideereftimation of the “fiscal impulse”.

32 It is worth mentioning that in spite of the falsat from 2005 on a phase of positive fiscal impuls
started, the public accounts kept showing surplfiseshe consolidated public sector at least until
2009. Therefore, the process of debt reductionicoetl, as reflected in a sustained trend to the
decline of the public debt/GDP ratio.
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possible for the government to employ financiabreses, like time deposits in banks and
foreign assets, which the system maintained agaotiser agents. Another relevant
consequence of this operation was that the pubtitos also captured a significant amount
of public debt bonds that were part of the asséthe private pension system. Thus, a
fraction of the public debt was internalized by theblic sector, reducing the size of the
remaining obligations with other creditors. As aulg about one third of the public debt is
in the hand of state dependences, including theméMic pension system and the Central
Bank.® Thus, an important percentage of the service wirést and capital in 2010, for

instance, corresponded to payments that had toduke nmside the public sector, making
easier the refinancing of these commitments throtinghissuing of new debt to these
internal creditors.

Be that as it may, the problem of affording the aegrimg commitments has been far
from disappearing. The Argentine public sectorfaict, has not been able to get access to
private funding, particularly from foreign sourc@sis obliges to face the debt service with
fiscal surpluses or, in the case of dollar denotedh@bligations, employing Central Bank’s
credit, implying the use of foreign reserves.

In spite of the aforementioned extraordinary actjadhe continuation of a tendency of
public expenditure to grow above current receiptsnbined with the already mentioned
financial isolation, put fiscal policy on a narrawal. In that context, it seemed to be
necessary to reestablish the credibility of theegomental action, negatively affected by
several factors like the distortion of public sttiis, in particular, and especially to redefine
the macro policy scheme to regain the coherendéntithbeen weakened in part, as a result
of the effect of inflation acceleration. These @t seemed to be necessary to improve
expectations and thus stop the strong capitaltflighmake possible to sustain the way out
of the recession.

However, the national government opted for a daffeémwvay that would become, from
its beginning, a source of political conflict. Atet end of 2009, it decided, by means of a
decree, to create a fund (the so called “FondoBiegntenario”) with a bit more of six
billion dollars, with foreign reserves of the CeahtBank, with the purpose of employing
these resources to service the public debt thraugk010. In this way, other resources
were in fact made available to be used in differié@mms of current expenses, thus
sustaining the expansionary trend of public expenet *

Whether it is true that some questions have rerdaspen in the public discussion and
in the Judiciary, the employment of foreign reseriethe public debt service was gaining
support and loosing strength as a problem in thitigad scenario throughout 2010. In fact,

% In what respects to the public debt service, tipsration in the pension funds sphere was

complemented with other actions also aimed at rieduthe size of short-run financial obligations.
On the one hand, part of the debt (de so calledraméed credits”, or “préstamos garantizados”) was
refinanced. On the other, the new pension systeenCentral Bank and the Banco de la Nacion
bought public bonds in the market taking advantgle “default prices” that these instruments had
by then. In this way, the structure of the publebtitended to change in a significant and positive
way.

% This measure caused several simultaneous canflist the one side, between the Executive and
the President of the Central Bank, who initialpgled some resistance to approve the constitution
of the Fund and whose resignation the governmant #sked, thus questioning in fact the Central
Bank’s autonomy. This conflict involved the Parliamb and also the Judiciary, and its spreading was
a source of additional uncertainty that causetijrin, a new wave of capital flight.
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the government will follow similar procedures inl120 that is, to employ foreign reserves
of the Central Bank to afford financial obligationgh foreign creditors.

Nevertheless, as a consequence of the employmemnttiaordinary sources of fiscal
funding (like the transfer of Central Bank’s prefijenerated by the revaluation of foreign
reserves to the Treasury, among others), the gowarhcould manage to maintain a fiscal
policy characterized by a trend of increase in jguttpenditures above fiscal receipts.

Transmission of the global crisis: the financial ch annel

To the problems for macroeconomic management ghishdomestic origin, it added,
from 2007 on, the financial and trade impacts efglobal crisis, which hit all developing
economies. The Argentine economy was in a relatisebng position to face the impact of
the crisis. In fact, as a consequence of the exghaate and reserves accumulation
policies followed in the previous phase, the copatrived to the moment of international
contagion with a substantial stock of internatiorederves, an important surplus in the
current account and a financial surplus in the ipullkccounts, as we have already
mentioned. Furthermore, Argentine exports are aumnated in agricultural products whose
prices suffered from a more moderate fall and ra&ied better prospects than other
commoditiesMore precisely, theommodityprices actually increased in the initial phase of
the crisis, in part as a consequence of the spiftih financial resources toward future
markets of these goods. However, in spite of tlesitpn of relative strength, Argentina
also showed two traits that, under a superficightsimight seem to be extreme features of
an economy strongly hit by the international crigis the financial side, like the
international financial isolation of the public secwe have already mentioned.

The global crisis was transmitted to national ecoies through two main channels:
the financial channel, on the one hand, and intemmal trade flows, on the other. Later on,
in an indirect manner, these impacts hit otheraldeis like the activity level and aggregate
employment. Let us now focus on the financial tmaigsion in greater detail. The changes
in the global financial context reflected in oneiable mainly: private capital outflows.
The so-called “flight to quality” affected many dgweping economies, particularly in the
last quarter of 2008. In the Argentine case, séweternal sources of uncertainty added up
to the external negative shocks. Four factors eapdinted out as the most important ones:
the manipulation of official statistics of inflatio(later on extended to other figures) from
early 2007 on; a conflict between the national goment and the agricultural sector
around the exports tax regime; the nationalizatibrihe private pension system in late
2008, and finally the conflict related to the wdtion of Central Bank’s foreign reserves to
face the service of the public debt.

As can be seen in the graphs 3.2 and 3.3, privdtws as registered in the foreign
exchange balance reached very high amounts sieceetond semester of 2007, slightly
after the intervention of INDEC and simultaneousligh the outburst of the sub-prime
crisis in the U.S.A.

Taking into consideration their size, these outBosf funds can only be compared
with the traumatic capital flights observed, in thistory of the international financial
integration of the country, under the exchange fiaégion called “la tablita” in 1978-81, as
well as in two opportunities under the convertiiiliegime: during the Tequila effect in
1995, and in the final phase of the regime, pddity in 2000-2001. However, it is
important to notice that the destabilizing effeotghe recent episode were comparatively
limited.

The international financial turbulence impactedairrelatively weak form through

habitual channels like the restrained ability toess to international credit. This was in part
a result of the fact that the economy went throaigirong fiscal adjustment after the 2001-
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2002 crises. Given that the public sector startedhave positive financial balances, its
requirements of funds got limited to the partidlawer of the maturing obligations. The
current account of the balance of payments alsistergd systematic surpluses thanks to
the generation of significant and sustained pasitrade balances. Therefore, a process of
debt reduction was observed, both in the fiscaksplas in the case of the country as a
whole, against the rest of the world.

If the recent period of capital flight is compareith others observed in the past,
several significant differences stand out. It ispnienportant to take notice of this, because
the greater resilience of the economy to this neggthenomenon can be attributed in part
to some strength inherited from the SCRER perial gersisted in spite of the loss of
coherence of the macro policy framework.

In other periods of intense capital flight, likeden “la tablita” of the late seventies, as
well as during the Tequila effect and in the fidlase of the convertibility period,
Argentina presented a higher external vulnerabilitythe form of important and growing
current account deficits, in contexts of stronghege rate appreciation. Additionally, in
all these cases, the financial system had goneughrdast expansions (of deposits and
credits) just before the outburst of capital fligttese credit expansions had precisely been
led by strong capital inflows. Moreover, in the eties the financial system was affected by
exchange rate risk, for if deposits and creditdoireign currency were balanced, many
debtors with dollar-denominated obligations perediincomes in pesos, whose value
measured in foreign currency was exposed to fathse of devaluation, thus putting under
risk its capacity to fulfill their financial comnmients and by the same fact, increasing the
fragility of the financial system. Beyond that, al the above-mentioned episodes the
public sector showed deficits in its financial ade.

All these circumstances have been different througithe capital flights that started
in 2007. Firstly, the economy has been reaching eggnificant surpluses in the trade
balance with the rest of the world as well as ia turrent account, as we have already
mentioned. Between mid 2007 and the second quaft2010, the trade account had an
accumulated surplus of 54.526 billion dollars, adogy to the figures of the foreign
exchange balance. This is equivalent to about 96%he total accumulation of foreign
assets in the hands of the non-financial privatéosen the same time span. In the period,
the current account, that showed a rising trendritl 2009, registered an accumulated
balance of 37.549 billion dollars, equivalent t&@®f the total accumulation of foreign
assets in the hands of the non-financial privattosdsee graph 3.3). Therefore, unlike the
other episodes of capital flight above referredimothis case a great part of the foreign
exchange accumulated by the non financial privatéos has been provided precisely for
the trade surplus and not for the Central Banldsksof reserves previously accumulated.

The evolution of Central Bank’s reserves can ba segraph 3.5. They declined until
the third quarter of 2009, after having reache@akpn the first quarter of 2008. According
to the figures of the foreign exchange balancectmeept “Variation of foreign reserves by
transactions” fell by about 3.177 billion dollassg]l below the amount of observed capital
flight) between the first quarter of 2008 and teeand quarter of 201%.

% The fall in foreign reserves was attenuated in foa the persistence of a strong trade surplus as
well as for the fact that the Central Bank obtaifinencial resources from the Bank of Basle. Ibals
acted in the same way the increase of the foraigrency deposits of the banks in the Central Bank,
as a reflection of some dollarization of bank dégas the public.
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Graph 3.5

Stock of foreign reserves of the Central Bank (billion dollars)
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We have just pointed out above that, among theemiffces between the recent
episode of capital flight and those observed inpgt in the country, this time the financial
system had not gone through a previous processsdfexpansion induced by massive
capital inflows, as it had been the case undetaliita”, as well as in 1995 and also during
the final phase of the Convertibility regime. In #hose past episodes, fast financial
expansions induced by capital inflows tended teoease the financial vulnerability of the
banks to negative shocks.

During the first years after the 2001-2002 collgpse banking system went through a
process of recovery from the consequences of thes,cre-establishing its solvency and its
liquidity position. Later on, deposits and cred#arted to grow at a good pace but
departing from very low intermediation levels. kcf, the size of the domestic financial
intermediation is still very small in any interr@ial comparison. As can be seen in table
3.2, in 2008, after several years of expansionatheunt of total credit in pesos to the local
private sector only reached an equivalent to 10d%sDP, close to the level of the
monetary base, while total credit was only aboub%®of GDP.

Whether it is a weakness regarding the contribugbrthe financial system to fed
investment growth and employment, a narrow domeastermediation actually makes the
banking system less vulnerable to a negative elilata run-on deposits, given that the
involved amount would made viable an effective nmtation of the Central Bank to
support the banks facing liquidity problems.

Another aspect evidencing a smaller financial vidbaity of the banking system is
the lower degree of domestic financial dollarizatio comparison with the nineties, in part
as a result of the regulations introduced by thati@é Bank after the 2001-2002 crises.
Domestic dollar-denominated credit from the barkgestricted to agents that generate
foreign exchange resources as a result of theiegtieconomic activity, thus protecting the
system against the systemic exchange rate risk.
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Table 3.2  Monetary base and domestic credit to the private sector, as % of GDP

Year Monetary base Bank credit to the private sector

In pesos Total
2002 9,3 9,7 11,2
2003 12,3 7.2 8,1
2004 1,7 7,6 8,6
2005 10,3 8,7 10,0
2006 12,2 9,6 11,4
2007 12,2 11,1 13,1
2008 10,5 10,5 12,5

Source: Econométrica.

In fact, in spite of the capital flight experiendedm 2007 on, the banking system as a
whole managed to keep a comfortable liquidity posiand if it is true that it lost deposits
in real terms and also in nominal terms, for aqukrfrom September 2008 on, this decline
has been minor in comparison with the contractmrserved throughout the other episodes
of massive capital flight we have mentioned abduee strength showed by the external
sector of the economy that maintained a strongtsaglplus and a current account surplus,
and the financial features we have just mentiogediribute to explain that the domestic
impact of the recently experienced capital flighttbeen very limited in contrast with the
magnitude of the outflows.

To summarize: quite paradoxically, some featuresthef economy that can be
considered weaknesses, like the financial isolatiom foreign capital markets and the
very small domestic financial intermediation, résdlin the absence of some linkages in
the transmission of negative impulses coming frdwoad during the global crisis, thus
cushioning the impact of those impulses on the dtimenacroeconomic variables. We like
to emphasize the factors that made the Argentinenaay resilient to financial
disturbances in recent years, because crisis piieweis one of the main roles of
macroeconomic policies.

This is particularly important regarding employmenages and distribution, because
the crises usually have very negative impacts @sehvariables, as well as in social
indicators like poverty incidence. Resulting fromnge structural developments but also
from some strengths of the macroeconomic settiagjqularly during the SCRER period,
like reserves accumulation and the twin surpluaesumber of features of the Argentine
economy made possible to go through a difficulique(also aggravated as a consequence
of policy mistakes like an inappropriate way todewith the problem of inflation) without
a major disruption in social conditions and gropthspects.

The global crisis and the aggregate demand

The main “real” transmission channel of the glatrédis on the national economy was
the fall in exports, which plummeted by 21% in 2089 a result of a price decline of 16%
and a contraction of 5% in exported quantitiesthie national accounts at current prices,
exports added to 20% of global demand in 2008 tamdbout 24% of GDP. Thus, a decline
of about 21% in this variable amounts to a sigaific negative macroeconomic shock,
higher than 4 percentage points of the global dehsand equivalent to 5% of the GDP at
current prices.
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This decline had a strong impact in some produdeaaors, including particularly the
spare parts industry, the production of automohdled the agricultural sector. After the
Lehman Brothers bankruptcy, tradable sectors stadeshow significant falls in activity
level for the first time since the crisis of 200062. Aggregate demand had been slowing
its rhythm of increase since the second quarteRQfi8, as a derivation of a conflict
between the government and the agricultural settgestment growth slowed since the
first quarter of 2008, to become negative aftertthied quarter of this year. In fact, the
domestic sources of higher uncertainty added tedhious impairment in the international
scenario in the last quarter of 2008. Aggregatestment fell in 2009 by about 11% in
comparison with the previous year. This fall isigglent to about 2% of GDP and explains
great part of the GDP fall observed in 2009, ofudbb to 5%, that interrupted the long
expansion started in 2002, one of the longest geAtine history (see graph 2.1).

It deserves mention among the stylized facts redatd the behavior of expenditure
variables in the period the abrupt fall in imporsn important part of the demand
contraction in 2008-2009 was in fact absorbed Ibgduction in the acquisition of foreign
goods, a factor that attenuated the impact on diierestivity and, hence, on employment
levels. In fact, the contraction of imports amouhnte 32,5% measured at current prices,
reflecting a fall of 22% in imported quantities,daa decline of 13% in average prices.
Therefore, the observed strong decline in expors wore than compensated by this
abrupt fall in imports, and the positive balancetloé trade account not only did not
contract, but also actually increased in 2009 iitespf the negative external shock, even
reaching a new historical peak.

It can be inferred then, from the analysis of aggte demand composition that net
exports did not made a negative contribution. Tlannfactor explaining GDP contraction
in 2009 was the reduction in investment, while aggte consumption experienced a small
decrease.

The contraction of GDP (particularly of the mantfeimng sector) started to reverse
since mid 2009, as can be seen in graph 2.1. Hhem éon, some variables defining the
context evolved in a positive way. For instancegemeral improvement in the world
economy began to be evident, the prices of soybadnother exportedommoditiegose.
The Brazilian economy also started to show an itambrecovery. Better export prices and
good weather conditions favored a significant recgvin the agricultural sector.
Furthermore, as we have already mentioned, thealfipolicy turned again to be
expansionary. Thus, in spite of the persistenceingbortant domestic sources of
uncertainty, the economic recovery gained momenamt GDP growth will probably
surpass a 7% in 2010.

Real exchange rate appreciation

It has to be stressed that, as from early 2007 ptlemtation of the macroeconomic
policy abandoned in practice the main pillar of flodicy setting established in 2002-2003:
the preservation of a competitive and stable rgaha&nge rate. Inflation acceleration and
the fact that the authorities did not recognize #oeeleration were probably the main
factors behind this change.

The recent evolution of two indicators of the reathange rate can be seen in the

graph 3.6: the multilateral real exchange ratec(dated with the weighted currencies
basket estimated by the Central Bank) and thedodateal exchange rate with the U.S.A.
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Graph 3.6

Multilateral real exchange rate and real exchange rate with the US dollar (December 2001=100)
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Between early 2003 and December 2006 the multihteal exchange rate fluctuated
around a stable trend, while the real parity witle US dollar experienced a sizeable
appreciation, particularly during 2005-2006. Cossiag that between 2003 and 2006 the
trend of the nominal exchange rate that resultech fhe exchange rate policy was a 1.6%
annual increase, and that local inflation surpasBednflation in trade partner countries,

the stability of the multilateral parity was a ritsaf the appreciation trend of the currencies
basket of those trade partners.

Since January 2007, simultaneously with the begmrof the underestimation of
inflation rates by the INDEC, and until April 2008)e multilateral parity shows a
continuous trend to appreciation. However, the iwatdral real exchange rate series
published by the Central Bank, calculated with tfécial CPI index, do not show
appreciation but, on the contrary, follows a ristrend. The contrast between these series
makes difficult to interpret the exchange rate @obf the Central Bank between January
2007 and April 2008. In the 2003-2006 period tlabifity of the real multilateral parity
coincided with an almost stable trend of the nomarchange rate determined by the
Central Bank. The fact that the Central Bank cdiatdothe price of the foreign currency
and determined its trend is evident given its alnpeymanent buying intervention in a
market with excess supply. The 2003-2006 data daalmwn conclusions if the Central
Bank followed an implicit target of stability oféhnominal or real parity. Taking this into

account, the orientation of the Central Bank betwdamuary 2007 and April 2008 supports
different interpretations.

One hypothesis is that in the 2003—2006 period,Géetral Bank did not have the
preservation of the real multilateral exchange edea target or, if it had it, the Central
Bank abandoned the target in 2007 to give prididtythe stabilization of the nominal
exchange rate. The targets of nominal and reallisgatvere coincident till early 2007.
Instead, from then on, with the acceleration ofcgsi the target of real multilateral

exchange rate stability started to conflict withmieal stability and the hypothesis is that
the Central Bank gave priority to the second target
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Another possibility is that the Central Bank maywédormally preserved the real
target but employing the information about inflatipublished by the INDEC to decide the
adjustments in the nominal exchange rate throughntnaged floating. Of course the
Central Bank does not ignore that INDEC underegt@maactual inflation and that,
consequently, the exchange rate policy was leathngn appreciation trend of the real
multilateral parity. The appreciation trend hapmkte be more acute in relation with the
US dollar, because the currencies basket emplayedltulate the multilateral parity kept
appreciating in this period. In its results, thypbthesis is similar to the first one.

However, the management of the exchange rate polagy have not followed such a
systematic orientation as suggested by our previoysotheses. A third plausible
hypothesis is that the manipulation of price stadsmay have weakened the coherence of
the macro policy setting.

From early 2007 on, the exchange rate and mongialigies were affected by the
underestimation of inflation and the negative coussces that this fact have on the
financial markets. From mid 2007 on, the outbufsthe international financial crisis and
capital flight added to these negative factorsatl be conjectured that, in this problematic
context, the Central Bank gave away long run caratibns to concentrate its intervention
on the stabilization of the foreign exchange magteund a stable nominal exchange rate.
Beyond the different interpretations, the facthattthe real multilateral parity appreciated
by 7% between December 2006 and April 2008.

Later on, as from the second week of May 2008, ‘deat reorientation of the
exchange rate policy took place. The Central Basid 81 the market 2.1 billon dollars
from its reserves in a bit more than a month toerthlke nominal parity against the dollar to
fall from 3.15 to 3 pesos. In this period of faficastabilization of the nominal parity, the
monthly inflation rates were reaching the higherrkmasince 2003. Between May and
August, the inter-annual rates of increase in tbesamer prices were about 29%,
according to the CPI of 7 provinces. The fall aatbd stabilization of the nominal parity
between May and August resulted in a strong apatieai of the real multilateral parity.
Therefore, as a consequence of the gradual apfoectzetween January 2007 and April
2008 and of the change in the exchange rate polientation between May and August
2008, the country arrived to the moment of finahctatagion of the international crisis on
developing countries with a multilateral real exofpa rate 15% more appreciated than the
level that had been preserved almost stable bet@@@hand December 2006.

A common reaction in many developing countriesrfgdhe impact of the crisis was
currency devaluation. Given that, the currencieskbt of the Argentine multilateral
exchange rate significantly depreciated in Septerabd October 2008. On the other hand,
in October 2008, the exchange market was underomgstdemand pressure reflecting
capital flight. The authorities decided not to tlie¢ dollar price to rise swiftly, a decision
that also implied not to follow the same exchangie trend of trade partners, as would
have been required to preserve a competitive aaélyp

The nominal devaluation was accelerated since €utgber, but notwithstanding this
the multilateral real parity in November 2008 hamgx to be the more appreciated since
2003. It was 25% below the December 2006 leveleiLah, the Central Bank accentuated
the devaluation rate for a period but the previapgreciation was reversed only partially.
The exchange regime was not modified. The existehaea important stock of reserves has
warranted the capacity of the Central Bank to deitez the level and trend of the real
parity through a managed floating policy. The wgsinend of the nominal parity to mid
2009 has to be considered together with the ioftatiy rhythm to assess the evolution of
competitiveness. The inflation rate fell in 2009comparison with the observed rates in
mid 2008, but the economy was still experiencinglatively high inflation (in April 2009
the inter-annual rate of the CPI-7 provinces wasiath9%).
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Whether the exchange regime was not formally medijfithe orientation of the
exchange rate policy was actually modified in 2087 the changes became more acute in
2008 and 2009. The authorities seem to have imptsddemselves a limitation in the
utilization of the instrument in the less approgrinoment to restrain it.

In effect, one of the relative advantages thatlilde region presents is the flexibility
of the exchange rates, as well as the flexibilitthe exchange rate policies. This flexibility
combined with significant stocks of foreign resexvallows for a full and controlled use of
the exchange rate to adjust the economies to the cwnditions generated by the
international crisis. Under more normal conditiaihe, Argentine economy should not have
been an exception.

Two phases of monetary policy

Notwithstanding the limited impact we have alregglyinted out, the monetary
evolution observed from mid 2007 on, that is, frdma beginning of the massive capital
flight, evidenced a strong change.

As we showed above, from the second semester @f 0did 2007 the Central Bank
intervened in the foreign exchange market to limét peso appreciation, in a market under
a permanent excess supply. While this interventiansed a sustained accumulation of
reserves, the Central Bank had to sell short-roantial instruments aiming at sterilizing
the monetary effect of the foreign exchange marktgrvention. Graph 3.7 shows the
monetary base rising trend until 2007, as well Bs tising stock of sterilization
instruments, whose increase became steeper intd0oil 2007.

Things became very different from then on, partidyl until mid 2009. Capital flight
started to have a negative impact on domesticdiguand the Central Bank inverted its
sterilization policy: it started to buy its own debstruments from the banks with the
purpose of preserving liquidity levels. When thelgll crisis was aggravated, after the third
quarter of 2008, the credit demand considerably keseed, though this phenomenon
coincided with a cautious attitude of the bankpjdgl of a scenario that was perceived
more risky. The banks started to show high liqyithtdicators and this excess liquidity was
absorbed by the Central Bank through passive sv@&ipse mid 2009, the level of foreign
reserves started to rise again, thanks to a maderaf private capital outflows, and the
Central Bank accentuated again its sterilizatioerafions to compensate the monetary
impact of the accumulation of foreign assets.

Taking a look at the period that goes from mid 26@2010 as a whole, it can be

observed that the re-monetization process starte20D02 stopped. On the contrary, the
degree of monetization tended to decrease ineeabt(see graph 3.7).
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Graph 3.7  Evolution of monetary aggregates in real terms
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Note: Lebacs and Nobacs are financial instruments issued by the Central Bank.

Employment, unemployment, wages and income
distribution in the 2000’s

Whether the depth of the economic and social c$i2001-2002 does not have
parallel in the country’s history, the recovery ttHallowed was also of an unusual
dynamism, in particular with respects to employmganeration (see graph 2.1). For
instance, the net generation of jobs —even exdythinse originated in the “Plan Jefes y
Jefas de Hogar Desocupados (PJJHD)"— was higher dbald be predicted taking into
account the GDP dynamics.

In particular, the employment rate has experierfoed clearly differentiated phases
since the end of 2001 (graph 3.8). The first oneecothe next immediate semester to the
devaluation of the national currency between Oatd01 and May 2002, which was
characterized by a very important contraction @& thtal employment rate, reflecting the
lagged effects of the collapse of convertibility.the second one, between May 2002 and

% This chapter draws partially in the study “Sitaatof employment and social protection in

Argentina”, in progress, by Bertranou, F., R. Maiariand E. Vezza. Other studies focusing on the
labor market and income distribution after the ajodle of the Convertibility Plan are Novick et al.
(2007) and Beccaria et al. (2005).

37 In 2003 there was a methodological change in tsenBnent Household Survey (PHS). Since
then, the semi-annual PHS (whose last wave was lednip May 2003) was replaced by a
continuous PHS (seeww.indec.mecon.gov.ar This causes a discontinuity in the series that t
change in methodology does not allow to match.
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October of the same year, the genuine employffievds able to restrain its fall, while the
implementation and expansion of the PJJHD implrex deneration of a very significant
amount of new jobs.

The third phase began at the end of 2002 and last#dnid 2007, a period in which
a consolidation and accelerated recovery of thel@mpent level took place. This process
has been characterized by a high creation of new lpy the private sector that more than
compensated the reduction of beneficiaries of PJyellified since mid 2003. In October
2002, the employment rate (including employmengpams) was already higher than the
last observation of the convertibility period, oyear before, while in the third quarter of
2003, it had already surpassed the level of 1988peak of the second half of the nineties.
On the other hand, in the first semester of 20@8 dmployment level excluding these
programs had completely recovered from the postidevion fall. Between the first
semester of 2003 and the same period of 2007 ,eheige employment rate grew by 7 pp,
representing a total increase of around 21% oirtitial rate and an annual average growth
rate of 4.8%.

Finally, since the second half of 2007 there hasnbsome stagnation in the
employment rate, which lasted until the end offtilewing year, when the impacts of the
crisis became more evident, resulting in the rédadh the percentage of employed people
during the first two quarters of 2009. However, tlegative effect of the crisis on labor
demand seems to be relatively low in comparisomwhat happened in previous crises.
Some measures taken by the national governmentetemt layoffs and preserve jobs in
the private sector, such as wage subsidies to fitogether with some increase in public
employment contributed to this residegBox 6).

Box 6
A program to preserve employment under the impact of the global crisis (the REPRO)

The Productive Recovery program (REPRO) was established as a subsidy to companies through which
the government pays part of the private workers wages. The tool has existed since 2002, when an Employment
Emergency law was sanctioned, but its coverage was widened from the last months of 2008 on and became
one of the main policies to cushion the impact of the falling domestic economic activity over the formal labor
market. In 2009, the program covered 143.000 workers belonging to 2750 companies, a number that is
equivalent to one percentage point of the unemployment rate. In 2010, the number of workers in the program
decreased by more than 50 per cent. To receive the benefit, firms have to prove to be in a critical situation and
must have the trade unions’ endorsement. The government pays a monthly sum equivalent to 150 dollars to
every worker in the program, for a twelve months period, that could be extended. The employers benefit is
higher because of the contributions on wages they don't have to pay. Between 2008 and 2009 the average
duration in the program was 9 months. The Labor Ministry considered the Repro as the main tool to prevent
massive layoffs and worker suspensions during the crisis. Small and medium firms -with one to 300 workers-
assisted by the program represent 96,6 per cent of the total. Meanwhile, 94 big companies with more than 300
employees concentrated 36 per cent of workers covered and 40 per cent of the funds.

More acute appears the medium-term perspectivangainto account that the
evidence shows that the employment generation dignarbegan to weaken well before
the negative effects of the international crissktplace. In fact, the employment rate of the
first semester of 2007 (42.1%) was very similathat of the same semester three years
later (42.4%).

% That is, excluding beneficiaries of public emptmnt programs such as “Plan Jefes”.
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Graph 3.8

Employment rate (with and without employment programs), total urban centers, May 1991-Ii
semester 2010
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With an overall look at both decades, two imporfaosints are apparent. The first one
is the significant change in the employment treftdrahe collapse of the currency board
regime, verified thought the higher intensity ob joreation and a higher stability of this
positive dynamic. The second one is the fact thauaten years were required to recover
the peak of the employment rate (excluding emplaynpgograms) achieved during the
Convertibility plan, at the beginning of 1993. Th¥as a consequence of the worsening of
labor demand through the second half of the nigetie

Additionally, during the whole post-convertibiliperiod, the creation of new jobs was
led, until 2008, by an increase in full-time empimnt, representing 78% of total
employment in the first quarter of 2003 and 90%hat end of 2008. As explained when
discussing the behavior of full-time employmenttle nineties, this variable presents a
close correlation with aggregate output, being arohannel of the macro impulses to the
labor market. The simple model of the labor matket we used to analyze the nineties
was also employed in this period. In particular, agtimated a full-time employment rate
function including the data of the 2000’s. Therestiion is included in Annex 1.

Let us recall that we had found a negative trenthénnineties, until 1996, explaining
a contraction of 1.4 percentage points per yeathe full-time employment rate. We
interpreted this factor as reflecting the slow atijuent of the firms, in the early nineties, to
the conditions of real exchange rate appreciatwhteade opening defined at the beginning
of the decade. We can also think of an environmokahge at the beginning of the 2000’s,
defined basically by a considerably higher reahexge rate, established in 2002-2003 and
guite stable from then on, for an extended pelttitehce, we can also conceive a process of
adaptation of productive firms to this new envir@mn Thus, the econometric estimation
should allow for a measure of the magnitude of dfisct. In fact, we found a significant
trend of the full-time employment rate that indegiemtly of the behavior of aggregate GDP
explains an increase of about 1,15 percentage g@inyear in this rate, as from the
beginning of the recovery of the 2000’s and extenttethe end 2005, when this effect
tended to vanish.
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Graph 3.9

This effect is symmetrical to what had been obskivethe early nineties. It implies
an increase in labor utilization, related to diietr factors triggered mainly by a competitive
and stable real exchange rate, like a new spumpbit substitution and an increase in labor
intensity in production.

However, the positive dynamics of the full-time dayment rate weakened after 2005
and, as happened with total employment, also stbppéore the international crisis. This
indicator decreased as from the second quarter008 2intil mid 2009. Therefore, the
adjustment in the labor market as a result of #fleif aggregate demand during the crisis
also seems to have operated through working hgiven that the reduction in full-time
employment surpassed the fall in total employmgragh 3.9). In fact, while the latter fell
by 0.7 percentage points between the fourth quaft@008 and third quarter of 2009, the
full-time employment rate declined by 1.4 perceatpgints. Thus, in the second quarter of
2010, this indicator was below its level in thetlgsarter of 2008, despite that it had
recovered faster than total employment. Therefasegxpected, in the downturn phase the
working hours appear to adjust before dismissahslevthey seem to be the first dimension
to react at the beginning of an economic recoveadicating a labor hoarding behavior.

Employment and Full-time Employment rates, total urban centers, | quarter 2003-1l quarter
2010
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As a result of higher dynamism of labor demand uritie new macroeconomic
regime, the unemployment rate broke the growingdrexhibited during most of the
nineties. After reaching a peak of almost 22% inyM2D02, the unemployment rate
followed a decreasing trend until the end of 20@presenting this year 7.5% of the active
population (graph 3.10).

However, like it happened to employment, this iathe remained fairly constant
during the subsequent year. Later on, the unemmaymate was affected by the impact of
the crisis, increasing during the first three geirof 2009. Then, as from the last quarter of
this year, unemployment has been undergoing a nestaiged reduction. Nevertheless,
although in the recession phase, unemploymentdaidirease significantly, the record of
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the second quarter of 2010 (7.9%) was still someéwbave its level in the last quarter of
2008, which was 7.3%.

Graph 3.10 Unemployment rate, total urban centers, October 1995-1l quarter 2010
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Furthermore, consistently with what has been martidbefore about the adjustment
of working hours during the business cycle, theamyits of underemployment has closely
followed that of the unemployment rate, both cheathowing a countercyclical behavior
(graph 3.11). The correlation coefficient betwebre two series from 2003 to 2010 is
around to 0.95, suggesting that the dynamic of @eno activity impacts not only through
the creation of jobs but also, and in a more elagty, through working hours.

Unemployment and underemployment rates, total urban centers, | quarter 2003-11 quarter 2010
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Graph 3.12

One of the most important dimensions to charaaettiz evolution of the aggregate
employment is the occupational category that allolessifying the workers into: wage
earners registered in social security system (fonmvage earners), non-registered wage
earners (informal wage earners), non-wage earogm-account workers and employers)
and unpaid family workers. During the 2003-2010iqukr the registered job positions
increased by 53%, explaining 80% of the total newpleyment. The non-registered jobs
rose by 10%, explaining 11% of employment creatibime own-account activities have
shown a very low dynamism, increasing only 6% agqaresenting a similar percentage in
total employment generation. Finally, employerswgiiatensely, around 50%, but they
accounted for a low proportion of only 7% of thewjebs (graph 3.12 and table 3.3).

Employment by occupational category and their trends*, total urban centers, Il quarter 2003-II
quarter 2010 (lll quarter 2003=100)
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* Trends are estimated by the Hodrick-Prescott Filter

The higher dynamism in the generation of formakjolekes a clear difference with
the nineties, when precariousness was, jointly witkmployment, one of the persistent
characteristics of the labor market. In particulagm 2003 to 2008 the number of
registered wage earners showed a sustained groailing their participation in total
employment from 40% to 49%. Afterwards, their pap@étion has remained relatively
stable, in other words, the trend to an improvenetite quality of jobs weakened.

As a result, the percentage of non-registered veageers (informal wage earners) in
total wage earners experienced a significant réalucf 8 percentage points between 2003
and 2008, falling from 44% to 36% of the total. Mhéhis participation remained rather
constant (graph 3.13). In the second quarter 002bformal jobs still represented around
40% of total wage earners.

51



Table 3.3  Evolution of employment by occupational category, total urban centers, lll quarter 2003 - II

quarter 2010
20033 20042 20052 20062 20072 20082 20092 20102 _ Contributionto
employment growth
Registered wage earners 39.9 411 41.7 43.9 46.1 48.6 48.8 48.3 81%
Non-registered wage earners 31.6 318 31.8 30.7 29.8 272 26.7 274 11%
Own account workers 22.4 215 215 20.0 18.6 18.6 19.3 18.8 5%
Employer 3.9 42 41 43 45 4.6 44 4.6 %
Unpaid family workers 2.2 1.4 0.9 1.1 1.0 1.0 0.8 0.9 -4%
TOTAL 100 100 100 100 100 100 100 100 100%

Source: Authors’ elaboration based on INDEC

Precariousness is one of the most important siftiseostrong deterioration suffered
by the labor market, especially during the secaadtidf the decade of the nineties. After so
many years of persistently unfavorable indicattivg,generation of jobs has not completely
allowed the solving of the problem of precariousnethe generation of wage earning jobs
that is not registered in social security—. Givaat informal workers obtain an hourly wage
equivalent to 40% of registered workers, this fagsoparticularly important to explain
inequality inside the workforce.

On the other hand, the systematic reduction in gheicipation of own-account
workers during the years characterized by a stremgloyment generation of salaried
positions, suggests a counter-cyclical behaviahsf kind of occupation. On the contrary,
employers seem to be more pro-cyclical, as expgestece the creation of firms accelerates
in the expansion phases of the business cycle.

Graph 3.13 Percentage of non-registered wage earners in total wage earners, total urban centers, lli
quarter 2003-1l quarter 2010
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Focusing in more detail on the evolution of jobgistered in the social security
system, we observe that between the fourth quaft2002 and the same period of 2008,
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approximately 3 million formal jobs were createdpresenting around 66% of the initial
level.*® Of this total, 2.4 million were generated by thévate sector, representing an
increase of about 70% (graph 3.14).

Graph 3.14 Seasonally adjusted real GDP and jobs registered in the Social Security System, 1994-2010
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During the first years after the devaluation of treional currency the creation of
formal jobs accelerated, surpassing, in fact, tBlP@rowth rates (graph 3.15). This high
dynamism of the formal employment generation in pinizate sector started to slowly
weaken since mid-2004, but the response of thedioemployment to the growing trend of
the domestic activity continued to be very elastic.

However, formal jobs suffered a reduction during first two quarters of 2009,
accompanying the contraction of GDP. In this peabdut 180 thousand formal jobs were
lost (2.5% of the initial number). The impact wagmr stronger on the private sector, where
the reduction of jobs lasted a bit longer and joksés amounted to 200 thousand. The
difference in the behavior of both series is dudaht® evolution of public employment
during the downturn, which was more dynamic thaivgbe sector employment, as a

counter-cyclical mechanism aimed at cushioningitigact of the contraction in domestic
product on labor demand.

% This information comes from the administrativeaels of the Social Security System and

corresponds to the whole country, including urbaah ural areas.
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Graph 3.15 Inter-annual real GDP and private jobs registered in the Social Security System growth, 2003-
2010 (%)

15

O Private sector jobs

B GDP
124

1‘2‘3‘4 1

2009

1 ‘ 2 ‘ 3 ‘ 4
2008

1 ‘ 2 ‘ 3 ‘ 4
2007

1 ‘ 2 ‘ 3 ‘ 4
2006

1 ‘ 2 ‘ 3 ‘ 4
2005

2 ‘ 3 ‘ 4 1 ‘ 2 ‘ 3 ‘ 4

2003

2004 2010

Source: Authors’ elaboration based on Ministry of Economy.

Once the economic recovery started, since mid-28Q#hsitive evolution in total net
registered positions has been observed. This dynarade possible to recover the values
reached in the fourth quarter of 2008, before thpaict of the crisis. This positive trend
seems to be more intense in the private sector igoublic sector. However, as the
previous contraction in the former was strongenai not returned to pre-crisis values yet.

Anyway, as mentioned, the impact of the crisis appeto have been moderate
compared to similar episodes, where one of thé dirmensions negatively affected has
been the formality of employment. The measurestdikethe national government to avoid
layoffs and preserve jobs in the private sectochsas wage subsidies and reduction of
working hours, together with the increase in pubheployment, seem to have contributed
to this result.

An important point deserves to be stressed: duttiig crisis, Argentina, like other
countries in the L.A. region, avoided the implenagioin of reforms aimed at labor market
flexibilization, as a way to cope with rising unemployment (see BpxThe lesson learnt
by this type of strategy, implemented in the nigelin the country and elsewhere in Latin
America is that, when taken in the absence of aewvsdcial protection system, they
contribute to an increased vulnerability of workarsl to the enlargement of social gaps.
Moreover, these processes failed to deliver thenf®s of increases in employment-output
elasticity, formalization of employment and higleeonomic efficiency.

The recovery of the employment rate extended tokersr with different skills,
although with dissimilar intensity (graph 3.16). particular, during 2003-2005, workers
with less than university degree experienced a rimbemse rise in the number of jobs than
the most skilled workers. This employment evolutionterms of the educational level
constitutes a novel fact given that previous exyeres of employment recovery were
biased almost exclusively towards the most skijddpositions. This dynamism could be
explained, at least partly, by a dissimilar perfante by productive sector, especially with
respect to employment creation in constructionvaes that, in relative terms, demand
lower skilled workforce.
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Graph 3.16 Employment rate by educational level, total urban centers, il quarter 2003-1l quarter 2010 (lll
quarter 2003=100)
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However, although all educational categories kepwing until the end of 2006, the
intensity weakened in the case of less skilled erkMoreover, since then, this group
suffered from a stagnation and further reductionngduthe crisis, while the other categories
were able to preserve their previous increasingdse Throughout the whole period, the
least educated workers have shown a reductionein farticipation in total employment
from 46.5% to 40.8%, but this group explains 19%atél employment creation. Those
workers with intermediate educational level havevah the most intense growth path,
explaining a half of the number of jobs generatedhiose years. Finally, workers with
university degree explain 30% of employment creaftable 3.4).

Table 3.4  Evolution of employment by educational level, Total urban centers, lll quarter 2003-Il quarter

2010
Contribution to
Educational level 20033 20042 20052 20062 20072 20082 20092 20102 employment
growth
Incomplete secondary or less 46.5 46.0 449 448 43.9 431 41.5 40.8 19%
Comp.Sec. / Incomp. University 43.0 354 36.5 36.3 36.9 36.9 37.7 376 51%
Comiplete university 19.5 18.6 18.6 18.6 19.2 19.2 20.9 216 30%
TOTAL 100 100 100 100 100 100 100 100 100%

Source: Authors’ elaboration based on INDEC.

The dynamics of total employment has also beentipesin the case of industrial
activities. Since the fourth quarter of 2002 thenafacturing sector was able to break the
downward trend in employment experienced throughbet nineties, even during the
upward trend of the physical industrial output, wigevery significant increase in the labor
productivity was observed (graph 3.17). In paraculfrom 2002 to the third quarter of
2008, the employment in this sector grew approxetgdty 42%. However, given the sharp
and steady contraction observed during the corbilsti regime, the employment in
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Graph 3.17

manufacturing activities was still 22% lower in 30than it had been at the beginning of
the nineties. The international crisis also negdyiaffected aggregate employment in this
sector. A reduction took place during four sucoassjuarters, from the end of 2008 to the
third quarter of the 2009.

Employment and physical output in manufacturing sector, | quarter 1990-1l quarter 2010 (1997
=100)
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——Employment —&— Physical Output

Source: Authors’ elaboration based on Industrial Survey.

Although the performance of industrial employmeas lbeen positive, since 2003, the
growth of employment has been generalized, as showable 3.5. From that year on,
commerce and construction, together with indust@ivities and financial services, have
made the highest contribution to total employmeartegation. On the whole, they explain
about 60% of the net new employment. Additionally,the more recent period, job
generation in the public sector, as mentioned keftras been showing an intense
dynamism, as a counter-cyclical mechanism to pvesgggregate employment.

The employment structure by gender has remainatively constant throughout the
whole period, with a slight increase in the papétion of men in total employment at the
beginning of the new macroeconomic regime and aatezh from 2005 on. Men explain
57% of total employment creation during 2003-20ble 3.6).

56



Table 3.5  Evolution of employment by branch of activity, total urban centers, lll quarter 2003-Il quarter
2010

Branch of activity ~ 20033 20042 20052 20062 20072 20082 20092 20102 _ Contributionto

employment growth
Manufacture 14.3 14.9 14.6 14.8 14.6 13.8 12.7 13.2 9%
Construction 7.2 7.7 8.2 8.3 8.9 8.5 8.8 8.7 15%
Trade 21.0 21.8 20.8 212 20.3 20.6 20.1 20.6 19%
Transport 71 6.7 71 6.6 7.2 7.6 7.0 6.9 6%
Financial services 9.3 9.2 10.0 10.2 10.1 10.5 114 11.0 18%
Personal services 6.6 6.7 6.3 6.4 7.0 6.6 6.8 6.4 6%
Domestic services 8.1 7.8 7.9 7.7 7.9 7.6 7.9 7.8 6%
Public sector 14.9 13.8 141 14.2 13.8 13.7 14.5 14.4 12%
Other industries 11.2 1.2 10.8 10.5 10.0 10.5 10.5 10.6 8%
TOTAL 100 100 100 100 100 100 100 100 100%

Source: Authors’ elaboration based on INDEC.

Table 3.6 Evolution of employment by gender, total urban centers, lll quarter 2003-Il quarter 2010

Gender 20033 20042 20052 20062 20072 20082 20092 20102  Contributionto
employment growth
Men 586 593 597 590 589 585 578 583 57%
Women 414 407 403 410 41 M5 422 M7 43%
TOTAL 100 100 100 100 100 100 100 100 100%

Source: Authors’ elaboration based on INDEC.

Finally, young people have been experiencing aedesing trend in total employment
during these years; an evolution that was compedsay the employment dynamic
followed by workers between 25 and 45 years oleeyTaccounted for two thirds of total
employment creation (table 3.7).

Table 3.7  Evolution of employment by age, total urban centers, lll quarter 2003-1l quarter 2010

Age 20033 20042 20052 20062 20072 20082 20092 20102 emi‘l’:;ﬂbe“:ti‘;“rgsvth
Less than 25 years old 18.2 18.0 17.6 17.6 17.0 16.8 16.1 15.9 7%
25 - 45 years old 482 486 487 486 499 497 508 508 61%
More than 45 years old 33.7 334 33.6 33.7 33.0 33.5 33.1 33.3 32%
TOTAL 100 100 100 100 100 100 100 100 100%

Source: Authors’ elaboration based on INDEC.
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Labor incomes and their distribution ~ #°

Like in the case of employment, four phases camléetified in the evolution of real
labor incomes since the end of the nineties. The® a first phase after the devaluation in
which this indicator fell, followed by a second phaof stabilization. In particular, the
increase in domestic prices after the devaluatiad h direct negative effect on the
purchasing power of labor incomes. Between Oct@®xl and October 2002, they fell
around 30%, although more than two thirds of tHe teok place in the semester that
followed the nominal devaluation. After this strongduction, nominal labor incomes
started to grow at a similar pace than prices, é¢he figure in May 2003 was similar to
October 2002 (graph 3.18).

The third phase, of recovery and growth, startetiebeginning of 2003 and lasted to
the beginning of 2007. In particular, both a gredimamism of the demand for labor and
low inflation allowed for an increase in the reabdr incomes after the long period of
continuous fall. Throughout the whole period, thverage real labor income increased in
34%. However, given the strong previous reductainthe beginning of 2007, they still
were, on average, approximately 3% below the lavéie end of the convertibility period.

Finally, the acceleration of inflation observed fri2007 on put a brake on the
recovery of the purchasing power of labor incometvwen this year and 2010, the average
real labor income remained almost constant. In,titris possible to differentiate two
phases within this last sub-period: the first dinem the beginning of 2007 to the third
qguarter of 2008, when a reduction of 4% was vetjfibe second one, from then on, when
real labor income started to recover again but r@te significantly below the 2003-2007
performance. As a consequence, in the second qudirg910 the average labor earnings
had just recovered the value of October 2001, ksithg 10% below its 1998 level.

These dynamics suggest an asymmetric behaviorbafr lamcome in the different
phases of the business cycle. This is shown, fairce via the fact that the percentage
growth of real labor income in the seven years betw2003 and 2010 is similar in
magnitude to the reduction verified during just gear (about 30% in 2002).

It is also clear that improvements in the laborkaawverified after the abandonment of
convertibility were more intense through the getieraof employment than through the

recovery in remunerations. The significant preasiess and unemployment that still
persist in the country are probably the factoreeased with this weaker dynamism.

0 This section refers to labor incomes from mainupetion.
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Graph 3.18 Real income from main occupation. Excludes employment programs. Total urban centers,
October 1995- Il quarter 2010 (Index October 2001=100, deflated by CPI and CPI-7)
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During the third phase, real labor incomes incréaseall the groups of workers
defined according to their occupational categotthoaigh with different intensities. In
particular, between the third quarter of 2003 amel same quarter two years later, the
increase in real wages was slightly higher for registered than for registered wage
earners. However, from mid-2005 to mid-2007, theyeg recovery in the second group
was stronger (graph 3.19). Furthermore, the rediaf real wages during 2007 seems to
have been more intense among informal workers,enthié subsequent recovery has been
weaker for this group. Throughout the period 2003, registered wage earners were able
to increase their real wages in 31%, whereas ngistezed wage earners did so by only
24%.

One of the factors that have contributed to th&ainivage recovery has been the
significant income policy implemented by the Na#brGovernment through lump-sum
rises. These measures usually have a greater ingpaddwer income group$. Even
though the non-registered wage earners are notreugy labor legislation, it is often

“LIn effect, initially the National Government asfished by decree a increase of $100 for the

private sector in the second semester of 2002 @witltontribution to the social security), and
gradually rose it up to $200 at the end of 2003 frAm July of that year, those amounts started to
contribute to the social security system. In 20€re were further increases but of smaller
magnitude. At the same time, the minimum wage waseased successively from $200 —current
until June 2003- to $450 in September 2004. In 2@08as raised up to $630, and in 2006 a further
increase allowed to raise the minimum wage to $8@0.workers in the National Public Sector an
increase of $100 (without contribution to the sbeicurity) was established since June 2004, for
those workers who earned wages lower than $10@Dsiaice January 2005, an increase of $100 was
established for workers with wages lower than $1Za@ther increases were established in 2005,
10% since June and 9% since August.
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Graph 3.19

argued that the wages earned by those workersathatovered by social security have a
certain impact on the wages paid to the former gafuvorkers. If this is so, and given the
lower average value of wages of non-registered arstkthe non-proportional increases
must have had a greater impact on them. Afterwdhdspetter performance of the wages
of formal relative to informal workers is assocatat least in part, to the active policy of
recovering the minimum wage and the collective amigg mechanisms operated in the
country after the change of macroeconomic regime.

Real wages from main occupation of registered and non-registered wage earners. Excludes
employment programs. Total urban centers, October 1995- Il quarter 2010 (Index October
2001=100, deflated by CPI and CPI-7)
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In particular, in contrast to the weakening of tieal minimum wage during the
nineties, when it was not binding in wage deteritnoma since 2003, this labor institution
started to recover, and its real value has triflech then to the present (graph 3.20). The
reactivation of the National Council of EmploymeRtoductivity and Wages since 2004,
after 11 years of virtual inactivity, was a keyttacassociated to these improvements.
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Graph 3.20 Real Minimum Wage, 1995-2010 (in pesos of August 2010, deflated by CPI and CPI-7)
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The Council also played an active role during thisis as it allowed the continuation
of updating the nominal value of the minimum wage avoid the erosion of their
purchasing power, a usual adjustment behavior gudownturn phases. In particular,
during 2009, its value, which was initially at $24ncreased in two stages: to $1400 since
August and to $1440 since October. Then, it readsD0 from January 2010, $ 1740
since September, and $1840 in January 2011.

However, although this dynamic makes a clear centreith the role that this
institution has played during the nineties, it seeémhave suffered some weakening in their
recovery from 2007 onwards as a consequence adbeleration of inflation. In fact, the
real value in the third quarter of 2010 was alnexgal to its level in the last quarter of
2006.

In parallel with these developments, tripartitelatime through collective bargaining
has been strengthened in recent years. In panti¢hla number of agreements, by firms or
industry, has grown exponentially in the post-catiligity in relation to the nineties. For
example, in 2006, 930 agreements were certified7 19 2007, 1551 in 2008, 1654 in 2009
and 1578 in 2010. These numbers clearly contrast wie average of 190 annual
negotiations during the nineties.

However, although these developments have congdbtat improve labor conditions
and to restore and strengthen labor market institsif a very high proportion of non-
registered wage earners still persist, as showviqusly. Therefore, precariousness still is
one of the most important issues in the Argentinkedoor market, where about 40% of
wage earners are not covered by social securitgrsys his phenomenon not only impacts
on working conditions and individual and family @ames, but also weakens the
effectiveness and scope of labor market policiesragulations.

The recovery of the purchasing power of averagerlaicome has been accompanied
until early 2008 by a reduction in income inequalas indicated by the evolution of the
Gini Index during these years (graph 3.21). Inipaldr, due to the generalized fall of real
income along the semester that followed the detialuyathe Gini index remained
practically unchanged. After a small increase equmlity between May and October 2002,
the trend towards higher concentration of inconteded to reverse.
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Graph 3.21

Indeed, the new trend towards less concentratioifiad between 2003 and 2008
contrasts with the process experienced throughmuhineties. The Gini index of income
from main occupation fell 6 pp between the 1l geaof 2003 and the Il quarter of 2008,
passing from 0.465 to 0.405 Thereafter, in a context of slowdown in the preceslabor
improvements, the trend towards lower concentratbriabor income seems to have
stopped or at least weakened, before the impaitteoflobal crisis. The Gini coefficient in
the second quarter of 2010 was 0.411, slightly abisvevel in 2008.

Gini Index of income from main occupation. Excludes employment programs, total urban
centers, October 1995- Il quarter 2010
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It is possible to identify some factors that coblkel associated with the reduction in
inequality. The recovery in labor demand that addvboth the growth in employment and
the rise in wages across workers with differentisks likely to have been the base that
made a reduction in the wages gap possible. Howewather factor that has probably
contributed to this process has been the incomdisypionplemented by the National
Government since mid-2002, just mentioned, thrdugtp-sum rises and increments in the
minimum wage, measures that have greater impatveer income groups. Additionally,
the process of formalization of non-registered wageers must also have triggered the
growth in wages in the bottom extreme of the disiibn.

Despite the reversal in the trend towards greateguality, the concentration of
incomes from main occupations is still very high.the second quarter of 2010, whereas
the first quintile of employed workers received &¥total labor income, the fifth quintile
received approximately 44% (Table 3.8). Moreovee, average income of the latter group
was 11 times the average income of the first deintvhile such ratio had been of 14 times
in 2003.

2 The reduction verified throughout this whole peris statistically significant with a 95% level of
confidence.

62



Table 3.8

Quintile distribution of income from main occupation, total urban centers, lll quarter 2003 - II
quarter 2010

Quintile 2003 3 2004 2 2005 2 2006 2 2007 2 2008 2 2009 2 2010 2

1 3.7 4.0 41 41 42 4.6 4.2 4.2
2 9.3 9.8 9.9 104 10.5 111 11.2 11.2
3 14.6 15.1 15.5 15.6 15.9 16.5 16.4 16.7
4 215 22.0 22.0 22.3 22.8 22.9 23.0 24.3
5 50.8 49.1 48.5 476 46.7 45.0 452 436
TOTAL 100 100 100 100 100 100 100 100
Q5/Q1 13.8 12.4 12.0 1.7 11.2 9.9 10.7 11.2

Source: Authors’ elaboration based on INDEC.

As can be deduced from Table 3.9, the occupaticat@igory appears as an important
dimension through which the strong heterogeneitgragnvorkers become evident, and in
particular, the condition of being registered ot among the wage earners. In effect, in the
second quarter of 2010, those wage earners notrem\®y social security received, on
average, incomes that represented 43% of the rematiores of registered wage earners.

Table 3.9  Real income for main occupation by occupational category, total urban centers, lll quarter
2003 - Il quarter 2010
20033 20042 20052 20062 2007 2 2008 2 20092 20102
Registered wage earners 1,825 1,877 2,001 2,216 2,378 2,266 2,371 2,387
Non-registered wage earners 824 865 910 967 996 991 1,024 1,022
Own account workers 1,140 1,249 1,239 1,334 1,455 1,500 1,443 1,398
Employer 3,470 3,027 3,798 3,519 3,522 3,057 3,546 3,723
TOTAL 1,400 1,472 1,552 1,707 1,848 1,807 1,874 1,874

Source: Authors’ elaboration based on INDEC.

However, wage differentials between both groupdcctne affected by a dissimilar
composition of employment (in terms of personal andupational characteristics) within
each of these groups. In particular, this coulddfcting the fact that low-skilled wage
earners and part-time workers represent a highoptiop of non-registered workers. If this
is so, the observed wage gap could not be exclysa#tributable to the occupational
category and to the condition of being registenedad.

In order to quantify the independent effect of tiimension, as well as the influence
of other attributes, different income and workirmsh equations were estimated for the
second quarter of 201@deTable A.2.1, in Annex 2). It is verified that tleecupational
category is a very relevant dimension to explaia kbor income gaps. In particular,
registered wage earners receive higher monthly lmioomes than the rest of the employed
workers both because they earn higher hourly wagesbecause they work more hours.
Therefore, these results highlight the independ#att of the condition of being registered
or not among the wage earners, suggesting the atiperof public policies aiming at
increasing formality in labor market.

Furthermore, education levels also contribute sigaificant way to the labor income
differentials observed within the labor force. larficular, those workers with complete
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university degree obtain incomes 50% higher tharsehwith complete primary school.
Finally, men receive higher labor income than worseggesting the presence of labor
income discrimination (see Annex 2).

Family incomes and their distribution

Graph 3.22

The dynamics of employment and remunerations jusilyaed has had a strong
impact on the performance of family incomes. Ineeff as a result of the favorable
evolution of employment and the partial recoverywsdges, family incomes started a
process of growth in which the average per capaailyy income increased by
approximately 50% in real terms between 2003 aritD2@fter having declined by 30%
between October 2001-october 2002 (graph 3.22)ik&Jhdbor incomes, this process has
allowed the full recovery of the purchasing powed a&ven the achievement of higher
levels than the late-2001 average levels.

Contrary to what happened among workers, in theeswnthat followed the exit from
the Convertibility regime, family incomes inequglitose, mainly as a consequence of the
increase in unemployment. This is reflected in dieéerioration of the Gini index of per
capita family incomes, which passed from 0.521.81P between October 2001 and May
2002. After the highest concentration level reacimethis month, the trend reversed. One
of the factors that initially explained this turgirpoint was the implementation of the
PJJHD, since it gave employment and/or incomeshéopoorest families. Its impact is
reflected in the fall of the Gini index of totalnfdly income between May and October
2002, which in absence of this plan would have et 0.505 instead of 0.489.

Real Per Capita Family Income, total urban centers, October 1995- Il quarter 2010 (Index
October 2001=100, deflated by CPI and CPI-7)
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As from 2003, inequality among households showsdstained decreasing trend until
2008, which allowed an 8 percentage points redndtiothe Gini index, from 0.543 to
0.457 (graph 3.23). However, the downturn trendaimily income inequality seems to
have also stopped at the beginning of 2008.
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Graph 3.23  Gini Index of Family Income, Total urban centers, October 1995- Il quarter 2010
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Table 3.10  Average total family income by quintiles, total urban centers. Includes employment programs
and annual complementary salary.

Quintile 2003 3 2004 2 2005 2 2006 2 2007 2 2008 2 2009 2 2010 2

1 3.1 24 41 4.2 46 47 45 47
2 8.2 8.5 9.2 9.3 9.8 9.9 9.7 10.1
3 13.3 14.3 14.2 14.4 15.1 15.1 14.8 15.3
4 213 219 22.0 22.6 22.8 23.0 22.4 241
5 541 52.9 50.6 49.5 471.7 474 48.5 458
TOTAL 100 100 100 100 100 100 100 100
Q5/Q1 17.8 224 12.3 1.7 10.3 10.2 10.8 10.1

Source: Authors’ elaboration based on INDEC.

This greater equality among income households aedieluring 2003-2008 is also
revealed in the ratio between the first and théh fiuintiles of total family incomes.
Whereas in the third quarter of 2003, the averagerne of the fifth quintile represented 18
times the corresponding to the first quintile, ive tsecond quarter of 2010 the gap has
decreased to 11 times (table 3.10). This respantietfact that, although real incomes rose
for every quintile, the increases were larger amdmg poorest households. Actually,
throughout this period the households in the fidntile doubled the purchasing power of
their incomes whereas the real incomes of the sicheuseholds increased in 25%. A
similar outlook arises when comparing 2003 with @0This was mainly due to the
significant reduction in open unemployment (whictieets to a greater extent those
households in the lower extreme of the distribJtiamd, to a less extent to the recovery of
wages.
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In spite of these dynamics, the concentration dfilfaincomes is still high. In the
second quarter of 2010, the 20% poorest househetmsved only 5% of total income,
whereas the fifth quintile captured 46% (represen8 percentage points less than 2003).

Poverty and extreme poverty

Even before the end of the Convertibility regim8%3 of the population lived in
households with incomes below the poverty line. Tanths after the devaluation of the
national currency, this proportion had climbed 05846 of the urban population, and in the
period between October 2001 and May 2002 the p&rgerof poor households increased
in 13 pp (Graph 3.24), while the proportion of extie poor families rose by 9 percentage
points (graph 3.25). This deterioration of the fiyiconditions can be also seen in the
poverty gap:® In May 2002 poor households needed, on averages than double their
incomes in order to surpass the poverty line.

The extremely high level of poverty incidence aftiee crisis of the Convertibility
regime is explained, on the one hand, by the madaiof the shock, especially in terms of
the fall of real wages and, on the other handhkysevere situation prior to the collapse.

During the last year of convertibility, the fall lousehold total incomes explained
most of the increase in poverty, even though theepteflation slightly attenuated the fall
in real incomes, since it made the basic baskétla bit cheaper. On the other hand, the
deterioration in income distribution also contriditto the increase in poverty. From that
moment, the distribution effect lost relevance #mal increases in poverty levels became
mainly explained by the deterioration of real in@mdue to the inflationary jump in the
first semester of 2002. In particular, between Mayl October 2002, the increases in
family incomes were not sufficient to compensate ttoe price increases. Therefore,
poverty and extreme poverty continued to rise,caltfin at a slower pace than in the
previous semester. The increase in family incomethis period is explained, to a great
extent, by the rapid expansion of the PJJHD, frdwcivpoor and extreme poor households
benefited*

> The poverty gap measures the percentage differdyetween average incomes of poor

households and the line of poverty.

4 Even though the plan was correctly focused orptirest population, the impact on the poverty
incidence was small because the amount of thefeiangs low in relation to the value of the basket.
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Graph 3.24 Poverty in households and individuals, Total urban centers, May 2001-I semester 2010
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The negative trend in the social situation reversatce 2003. The favorable
performance of the labor market through a dynamacess of job creation, the partial
recovery in real wages and a gradual improvemetitéir distribution made possible the
decrease in the percentage of individuals in pooiseholds to 27 percentage points —from
49.8% to 23.3%- (according to our own estimatioaselnl on CPI-7) between the second
semester of 2003 and the first half of 2010, whiléhe case of extremely poor individuals
the proportion fell about 15 pp, from 21.9% to 6.6Phis improvement in social conditions
was also associated to the reactivation of minimuages as well as the increase in the
coverage of pensions and their real benefits.

However, after a poverty decrease of almost 50%846(66 the case of extreme
poverty) between 2003 and 2008, from the beginohthis year, this positive dynamic
slowed down as a consequence of the rise in ioflatites, as well as of the weakening in
both employment generation and income distributitoprovement. Indeed, the incidence
of poverty among individuals has fallen by only p&rcentage points more between the
first half of 2008 and the same period two yeaterlggraph 3.24). Although it is highly
positive that poverty and extreme poverty did ngpegience increases in a context of
macroeconomic difficulties, there seems to be adee medium-term weakening in the
capacity of the economy to generate the means dor pouseholds to overcome their
situation while preventing other households frortedng into poverty.
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Graph 3.25 Extreme Poverty in households and individuals, total urban centers, May 2001-1 semester 2010
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Finally, it is important to mention that, at thedeof 2009, the National Government
established a new conditional cash transfer progfam children and adolescents
(“Asignacion Universal por Hijo”, see Box 7), exting the contributory child allowances
system to the families of the informal economy oemployed.

Box 7

The Universal Allowance per Child

The Universal Allowance per Child (“Asignacién Universal por Hijo") is a new conditioned monetary
transference program for children and adolescents that extends the families’ contributive system to informal and
unemployed workers. Micro simulation exercises carried out by different researchers predict that this program
will have a strong positive effect on extreme poverty (Bertranou, 2010). The program pays a monetary
transference of 220 pesos per month to one of the adult members of the family for each child under 18 years,
up to a maximum of 5 children (the age limit vanishes when the beneficiary is a handicapped person; in this
case the monetary transference raises to 880 pesos per month). Eighty per cent of the transference is cashed
in banks directly every month, the rest of the transference is deposited in a bank account. That money is
withdrawn once a year. To do so the family has to show that the child went to school, registered in a plan of
public health insurance for children from 0 to 18 years (the “Plan Nacer”) and followed the established
vaccination program for children between 0 and 4 years. Having an identification card and born certificate are
also required to cash the allowance. The monetary transference started in 180 pesos in November 2009 and in
July 2010 the government announced an increase to 220 pesos (and from 720 to 880 pesos per handicapped
child). The program covers between 3.4 and 3.6 million children. The allowance represents 0.7 per cent of
Argentina GDP.

One way of characterizing poverty consists of dbswy the family household head
profile according to the type of household she emklongs to. Table 3.11 presents this
description for two different moments: the begimmnof the poverty reduction in 2003 and
the latest available information in 2010. The corigmn allows the assessment of whether
there have been significant changes in the profilpoor and non-poor household heads
during this period, and to what extent.

In the second quarter of 2010, the percentage pfamd household heads belonging

to poor households was 18 pp lower than the peagendf employed household heads in
non-poor households, while the incidence of unegnpknt for household heads in poor
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households was four times the corresponding incieleim non-poor households -9%
against 2.4%-. These gaps had been 13 pp and 2r@€gpectively in 2003.

Regarding employed household heads; there is alswea discrepancy in terms of
occupational category. Precarious employment hagg@ificant incidence among poor
households: approximately 40% of employed househelads in 2010 work in jobs not
covered by social security, while the figure desesato 18% for the rest of families. On the
contrary, in the latter group, 59% of householddsework in jobs covered by social
security, against 20% in poor households.

This evidence clearly indicates that poverty is ooly associated to events of
unemployment but also to the quality of the jobwmiing rise to the “working poor”
phenomenon. Like it happened with the labor staths, gap between both types of
household heads has widened during these yegrarticular with respect of the incidence
of registered jobs. This means that after the m®cé strong poverty reduction, the current
composition of poor households in terms of labgeition of their head is more precarious
than in the past.

This situation is in part related to the differeducational levels among household
heads. In effect, when considering this dimenstocah be seen that 20% of household
heads in poor households have completed secondaopls while the percentage rises to
57% for the average of the rest of households. Mae only approximately 2.5% of the
former group’s household heads completed univessitdies, while this percentage jumps
to 22% for the rest of households.

Lastly, the branch of activity to which the househleead belongs is also distributed
in a different way between these two groups of Bbaokis. In particular, construction and
domestic services present a larger concentratioongnpoor households, whereas the
contrary is verified regarding financial servicégnsport, personal services and public
sector.
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Table 3.11  Characteristics of household heads between 25 and 65 years old, total urban centers, 2003

and 2010
2003 2010
Poor Non-poor Poor Non-poor
households households households households
Labor status
Employed 74.0 86.8 68.7 86.6
Unemployed 12.8 4.6 9.9 24
Inactive 13.2 8.6 214 11.0
Occupational category
Registered wage earner 231 58.9 19.7 59.1
Non-registered wage earner 51.0 18.5 442 17.8
Own-account 242 18.5 334 17.7
Employer 1.6 4.0 24 5.2
Unpaid family worker 0.1 0.2 04 0.2
Branch of activity
Manufacture 14.7 15.0 14.2 13.8
Construction 15.9 5.3 215 9.2
Trade 14.3 15.7 19.1 17.5
Transport 7.6 9.0 6.3 9.6
Financial services 4.8 1.4 4.6 10.4
Personal services 3.3 6.1 1.3 4.7
Domestic services 7.8 44 12.5 48
Public sector 16.8 20.7 8.0 17.9
Other industries 15.0 12.4 12.5 12.0
Educational level
Incomplete secondary or less 78.3 434 795 43.2
Complete sec. / Incomp. university 175 334 18.0 35.3
Complete university 4.2 23.2 25 215

Source: Authors’ elaboration based on INDEC.

70



4.

Conclusions

The Argentine experience analyzed so far addsoagitrase to the increasing body of
evidence showing that a stable and competitive egahange rate may foster economic
growth and employment generation and may also ibotér to improve income
distribution. The sharp contrast between the 2B 2period, under the SCRER setting,
and the long phase of exchange rate appreciatiaheohineties, that produced clearly
opposite results in this regard, makes the cormhugjuite persuasive. The nineties’
macroeconomic policy framework, with its single decon nominal stability and a
complete reliance on market mechanisms to promateth and employment ended as a
clear failure.

The perspective adopted in this paper suggests, that the macroeconomic regime
is crucial to determine the global performancehef labor market and it has, through this
channel, a direct impact on the level and distidsubf welfare. It is quite clear that the
macroeconomic regime decisively matters in termslistributional and living conditions
outcomes. The Argentine experience also showedttlsapossible to experience very high
GDP growth rates together with high unemploymertt arsignificant worsening in labor
conditions.

During the nineties, the specific combination ofrwejuick trade opening, real
appreciation of the currency and structural madtainted reforms negatively affected job
creation from the beginning of the regime, and eyplent generation began stagnating
well before the first recession of the decade. iMaeroeconomic conditions established at
the beginning of the nineties negatively affectiled international competitiveness of the
manufacturing industry as a whole, leading to a&@ss of the destruction of jobs and firms.
Additionally, the need to compete with importedusttial goods induced the acquisition of
new technologies, a process that was favored bghhrge in relative prices, reflected in a
reduction in the price of imported capital inputs domparison with labor. Therefore,
besides employment reduction, as a consequenae ioCeeased weight of imports in the
markets of final goods, those enterprises that gesh@o survive in the new environment
carried out a process of substitution of labor withpital resulting in a considerable
additional reduction in labor demand.

Under the Convertibility regime of the ninetiesge theforms in favor of market
oriented policies in the lines of the “Washingtoon€ensus” also included intense labor
market de-regulation. Labor difficulties and inelifyeexacerbated towards the end of the
decade, when the currency board regime had cleadgme unsustainable. The magnitude
of the crisis in the months following the devaloatiof the national currency, expressed
through the significant contraction in the level aftivity, employment and income,
reflected the important disequilibria that had awcalated during the previous decade.

In clear contrast, the macroeconomic configuratédter the devaluation has had
positive effects on the dynamism of labor market sxcome generation. After the negative
shock caused by the collapse of the previous reglator indicators broke the trend
towards a systematic worsening, although with ogifié intensities. The most dynamic
labor indicator was employment generation: apprexaty 3 million of formal jobs were
created between 2003 and 2010. This was assodiatednly with the very high GDP
growth rate experienced by the country, but alsthécelastic response of the labor demand
to the favorable macroeconomic conditions defineden the SCRER setting. This positive
evolution was accompanied by certain labor incoemovery and reduction in income
inequality. In turn, this improvement of global tabmarket conditions appears as a very
important factor behind the strong poverty reductabserved in the country especially
between 2003 and 2006.
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Thus, the macroeconomic setting based on a SCRERharntwin -fiscal and balances
of payments surpluses, showed itself as a powsdiaéme to promote economic growth
and the improvement in social conditions.

However, in the period under the SCRER model, s¢v@acroeconomic problems
arose, increasing inflation being the crucial oReecisely when these problems became
visible, the quality of the macroeconomic managdntended to deteriorate and the
Argentine government did not attack the inflatigndifficulties by adopting a coherent and
integral approach. On the contrary, the SCRER mod&ich such good results had
produced, fostering investment, growth, employmamd improving income distribution,
suffered from a gradual loss of coherence as fro@62

As a decisive example of the dismantling of thatmaconomic framework, the real
exchange rate, the central pillar of the SCRER mddes been appreciating very fast since
2009 as a result of the combination of a quite Istatmminal parity with a domestic
inflation above 20% yearly, according to the CPi7to private sources. However, the
weakening of the SCRER framework should not hide fhct that its performance
regarding growth, employment generation, poverduogéion and income distribution was
really outstanding between 2003 and 2006. Nevarsiselin spite of this reversal in the
previous negative trends, precariousness, incomguality and poverty continued to be
high.

Furthermore, even more acute appears the mediumpenspective taking into account
that the evidence suggests that the employmentaggme dynamism and the improvement
in the rest of labor and social indicators begawé¢aken well before the economy was hit
by the negative effects of the international crisis

Therefore, together with a macroeconomic settingge ab produce strong and
sustainable job generation, a labor market poliegnted to improving the quality of jobs
as well as to reinforcing the real wage recoverg atrengthening labor institutions is
required. However, this will be probably not enoutgh significantly reduce poverty
incidence in the short and medium term. It woulchbeessary, then, to complement labor
and income policies with social policies focusednoore vulnerable groups—households
with children, adults without pensions and unemptbyeople—in order to achieve more
acceptable levels of social welfare.
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Appendix 1: Econometric estimation of a full-
time employment function

In order to examine the relation between activitgwgh and variations in the full-time
employment rate, we worked out the following model:

E(FTEMPL) = a DL(GDP) + b DUMINIC + d DUMRECU + c + ¢

whereD(FTEMPL) is the variation of the full-time employment rated DL(GDP) stands
for the GDP growth rate. The symbasb, c andd correspond to estimated parameters,
ande is a random variable. The model states that thfeybarly variations in the full-time
employment rate are due to a short-term effectheflével of activity and an additional
tendency, which may be conceived as the slow adprst of the full-time employment rate
to the surrounding conditions (mainly defined, et beginning of the 1990s, by exchange
rate appreciation and trade openness).

The above model was estimated on the basis ofykalfseries providing data for the
period from the first half of 1991 to the secondf lsh 2009. The results of the estimation
by ordinary least squares (OLS) are shown in tAblel.

DUMINIC is a dummy variable, with a value of 1 betwn the first half of 1991 and
the first half of 1996 and a value of O for thetresthe period, which was brought in to
capture the magnitude and direction of the trendatds the contraction of full-time
employment in the first five years of the convalitip regime > DUMRECU is a dummy
variable, with a value of 1 between the second ¢fa#002 and the second half of 2005 and
a value of O for the rest of the period, which cags$ the additional trend in the recovery
period at the beginning of the 2000's.

The coefficients are significant at the 3% levelkl ghe constant is not significant. The
coefficient of variation of GDP is 19, meaning tlzet increase of 10% in GDP gives 1.9
percentage points of increase in the full-time eyplent rate. In addition to the short-term
effect of the variation in activity level, the céiefents of DUMINIC (-0.70) and
DUMRECU (0.57) describe tendencies (of the fulldirmmployment rate) additional to
those established by the rate of variation of GDP.

This additional trend is negative in the first phasf convertibility. It is the
autonomous tendency towards a decline in full-temgloyment, which may be interpreted
as the result of slow adaptation to the relativegsr context of the 1990s. In contrast, this
additional trend is positive in the period of reegyin the early 2000’ In this last-named

“5 See Damill, Frenkel and Maurizio (2002).

5 In Damill, Frenkel and Maurizio (2002) we give @ometric estimates of this model for the
period from 1980 to the first half of 2001, somewdfich are briefly summarized in this note. The
equations estimated there for the 1990s have flmmMag form , where the dependent variable is
not the rate of change of the number of full-tirmbg but the rate of change of FTEMPL, which in
turn is equal to the rate of change of the numbguersons with full-time jobsd{ogN) less the
population growth ratedlogPOB), which is expressed as follows: . The estimatedffient 5
therefore reflects the joint negative effect on MR of the adjustment of employment to the new
context, on the one hand, and population growththerother.

The variableDpost96is a dummy variable designed to capture a chamdgbbur demand after
1996. This variable has a value of zero up to #eosd half of 1996 and a value of 1 for all
subsequent half-year periods.
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period it corresponds to autonomous annual growtthe full-time employment rate of
1.14 percentage points of the total urban popuiatio

Table A.1.1 Estimation of model on behavior

Dependent Variable: D(FTEMPL)
Method: Least Squares

Date: 11/16/10 Time: 20:02
Sample (adjusted): 1991S1 2009S2

Included observations: 38 after adjustments

Variable Coefficient  Std. Error t-Statistic Prob.
DL(GDP) 19.12462 2.716719 7.039604 0.0000
DUMINIC -0.708287  0.208430 -3.398192 0.0017
DUMRECU 0.574507 0.254821 2.254552 0.0307

C -0.143870  0.120078 -1.198139 0.2391
R-squared 0.726068 Mean dependent var 0.075633
Adjusted R-squared 0.701897 S.D. dependent var 0.979530
S.E. of regression 0.534811 Akaike info criterion 1.685495
Sum squared resid 0.724784 Schwarz criterion 1.857872
Log likelihood -28.02440 F-statistic 30.03944
Durbin-Watson stat 2.660069 Prob(F-statistic) 0.000000

Source: Prepared by the authors on the basis of data from the Permanent Household Survey of the National Institute of Statistics and Censuses
(INDEC).

In the recovery period of the early 2000’s, thefdgahrly increase in the full-time
employment rate is explained very well by the eigpumat

D(FTEMPL) = 19 * DL(GDP) * 100 + 0.574

The econometric estimates of these equationstgadollowing results for the 1990s. First, the
elasticity o is positive and significantly different from zer@he estimates gave a value of
approximately 0.6. This elasticity means that thietfme employment rate tended to grow (or fall)
by 1 percentage point for every 6% of GDP growthc@ntraction). The GDP-elasticity of full-time
employment in the 1990s was greater than thahfol880s.

The estimated parametg was also significantly different from zero and wasgative. The
quantitative estimates indicated a tendency offtiietime employment rate to contract by 1.44
percentage points per year in the 1991-1996 peridibh may be interpreted as the autonomous
downward tendency of full-time employment — for @nstant level of GDP — resulting from the
gradual adaptation to the relative prices contéxthe 1990s. Another important result is that for
Dpost96 The estimated coefficient of this dummy varialvkes positive, with an absolute value very
similar to that of thegs estimator. This means that the autonomous tendtvegrds contractio
became zero in the period after 1996.
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(bearing in mind that DUMINIC = 0 in this periodyhus, for example, if the product
grows by 8% in a year, the variation in the futh& employment rate can be estimated as
approximately 19*0.08 + 1.148 = 2.668 percentagetpo

In order to complete the description of the labtiization indicators, we must also
take into account the evolution of involuntary urageployment. As already noted, this
variable displays a counter-cyclical type of bebawvso that it is negatively correlated with
full-time employment. Our estimates using data frahe 1990s indicate that the
involuntary underemployment rate tends to fall jee) by 0.2 percentage points for each
percentage point of increase (or decline) in thitime employment rate. Thus, the
increase (fall) in total employment resulting fram increase (fall) in full-time employment
is less than the latter, since the variations taltemployment are the result of adding
together the variations in full-time employment amebluntary underemployment.
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Appendix 2: Income and hours equations

In order to quantify the independent effect of fersonal attributes and of the
characteristics of the jobs on the remunerationsived by workers, income and working-
hour equations were estimated for the second quait2010. The first three regressions
were estimated for all workers whereas the fortly oansidered those that work more than
35 hours per week. In addition, the dependent bkrign regression | is the monthly
income from the main occupation (in logarithms),ragression Il is the hourly labor
income, and in lll is the logarithm of worked houRRegression IV is the same as
regression | but estimated only for full-time work&

In all the income equations (Mincer equations)sitverified that the occupational
category is a very relevant dimension to explamititome gaps between workers. Given
other characteristics of workers, non-registeredevaarners working full time receive an
income approximately 48% lower than registered-tiole wage earners (regression V).
On the other hand, the gap between registered wageers and non-wage earners is
smaller but significant, of approximately 41%.

When considering all workers, the monthly incomé&edéntials according to this
dimension are even wider. In effect, the non-regext workers receive a wage 67% lower
than the registered ones. The gaps are narrowar edtanated in terms of hourly incomes.
These results would be reflecting that, otherlaitds being equal, registered wage earners
receive higher monthly labor incomes than the oéshe employed workers both because
they earn higher hourly wages and because they wmyke hours. This last fact is
confirmed by regression lll, which shows that negistered workers work 24% less hours
per week than registered wage earners. A similpiiggabserved between the latter and the
group of non-wage earners.

Returns from education also contribute in a sigaiit way to the labor income
differentials observed within the labor force. Magtincomes of those workers that have
not finished primary school are 20% lower than veagéthose that have completed this
level of education. In the other extreme, workeihhwomplete university degree obtain
incomes 50% higher than those with complete prinsatyool. Unlike what happens with
occupational category, these gaps are narrowerttizse verified in hourly wages due to
the fact that the most skilled workers work feweuts than the base group.

Furthermore, as it is usual in this type of equegjanen receive higher labor incomes
(monthly and hourly) than women. On the other hdinel,age has a positive although non-
linear effect on labor incomes.

“"In all the estimations the control group comprissgistered wage earners, women, non-household
heads, with incomplete primary education that wiorkhe manufacturing industry. All regressions
are controlled by region. The estimations take axtoount the correction for selectivity bias using
Heckman’s methodology.
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Table A.2.1 Income and hours equations, total urban centers, Il quarter 2010

Total workers

Regression IV

Re&:)e;sr,:gln ! R:elglgizs:l?ln Regression Il Employed more
Hours than 35hs
Income Income
Category
Non-registered wage earners -0.670*** -0.432%** -0.238*** -0.478***
[0.0130] [0.0123] [0.0106] [0.0147]
Non wage earners -0.635%+* -0.410%+* -0.223%+* -0.4Q7***
[0.0133] [0.0126] [0.0108] [0.0140]
Man 0.233*** 0.0498*** 0.184*** 0.229%**
[0.0140] [0.0131] [0.0112] [0.0173]
Household head 0.0215 -0.00745 0.0277** 0.0435*
[0.0156] [0.0146] [0.0124] [0.0249]
Age 0.0425*+* 0.0248*** 0.0181*** 0.0322***
[0.00229] [0.00217] [0.00188] [0.00259]
Age2 -0.000403*** -0.000201*** -0.000206*** -0.000277*+*
[2.69e-05] [2.56€-05] [2.21e-05] [3.07e-05]
Education
Incomplete primary or less -0.187*** -0.127%** -0.0640%*** -0.130%**
[0.0219] [0.0207] [0.0179] [0.0255]
Incomplete secondary 0.0785*** 0.0832*** -0.00514 0.0926***
[0.0154] [0.0146] [0.0126] [0.0172]
Complete secondary 0.215*** 0.205*** 0.00846 0.298***
[0.0155] [0.0146] [0.0125] [0.0208]
Incomplete university 0.233*** 0.333*** -0.0981*** 0.404x*x
[0.0183] [0.0173] [0.0148] [0.0244]
Complete university 0.480*** 0.583*** -0.103*** 0.741*+*
[0.0201] [0.0189] [0.0161] [0.0337]
Branch of activity
Construction 0.0407** 0.0602*** -0.0181 -0.0244
[0.0207] [0.0195] [0.0168] [0.0207]
Trade -0.0109 -0.0903*** 0.0807*** -0.0476***
[0.0173] [0.0163] [0.0140] [0.0172]
Financial services 0.139%** 0.154*+* -0.0144 0.0787***
[0.0219] [0.0207] [0.0178] [0.0221]
Transport 0.198*** 0.0337 0.163*** 0.120***
[0.0235] [0.0223] [0.0192] [0.0228]
Personal services -0.0600** 0.202*** -0.264*** -0.0129
[0.0255] [0.0241] [0.0208] [0.0304]
Domestic services -0.481%** -0.0147 -0.465%** -0.376***
[0.0237] [0.0224] [0.0194] [0.0334]
Public sector 0.00846 0.258*** -0.250%** 0.0637***
[0.0189] [0.0178] [0.0153] [0.0210]
Other industries -0.0172 0.153*** -0.171%** 0.102%**
[0.0216] [0.0204] [0.0176] [0.0230]
Constant 6.680*** 1.864*** 3.345%+* 6.862***
[0.0654] [0.0619] [0.0533] [0.0698]
Observations 43501 43091 43091 14079

Standard errors in brackets

*+ n<0.01, ** p<0.05, * p<0.1

Source: Authors’ elaboration based on INDEC.
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