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a. The real effective exchange rate is a trade-weighted average of bilateral exchange rates between Argentina’s peso and the currencies of its major trading
partners. Because it also adjusts for inflation patterns in each country, it provides a good indication of Argentina’s international competitive position.

An increase in the index represents an appreciation.

SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System; International Monetary Fund;

J.P. Morgan Securities, Inc.; and Bloomberg Financial Information Services.

Many commentators blame Argen-
tina’s current economic problems
on its decision to peg the peso one-
for-one to the U.S. dollar. This policy
has caused the peso to appreciate
on a real effective basis, eroding
Argentina’s international competi-
tiveness and weakening its economic
growth. Without exchange rate flexi-
bility, adjustment can come only
through wage and price declines,
which proceed slowly. Many believe
that devaluing the peso could lift the
country from its economic malaise,

but devaluation could seriously scar
Argentina’s credibility.

Despite the peso—dollar peg,
Argentina remains highly dollarized.
This results partly from lingering
doubts about the currency peg’s
permanence, which stem from
Argentina’s recurrent, worsening fis-
cal problems. Spreads between peso
and dollar interest rates also reflect
these doubts. Only recently has the
country taken steps to rationalize a
fiscal process that formerly pro-
moted deficit spending and saddled
the country with large public debts.

Argentina further rattled markets
in early November with a debt-
restructure plan that would require
investors to accept lower-yielding
bonds. Some viewed the plan as
tantamount to default.

Whatever its macro benefits, deval-
uation would impose a harsh burden
on the many Argentinians who have
net dollar obligations. By raising
doubts about the peso’s future value,
devaluation would probably encour-
age further dollarization.
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