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A
r gentina is an economic,

financial, political and

social tra ge d y, a tra ge d y

t h at should not be

r e p e ated. Arge n t i n a ’s

experience over the past

decade points to multi-

ple lessons, especially about fixed-exc h a n ge -

rate regimes. Does Arge n t i n a ’s ex p e r i e n c e

reinforce the view that fixed-exc h a n ge - rat e

regimes are britt l e? Does a hardened peg

a l l ev i ate that brittleness? Is a pure float i n g

regime the only realistic alternat i v e? Is there

a better way? Yes, no, no, and yes.

In 1991, to deal with hy p e r i n f l ation, the

A r gentine authorities opted for a part i cu-

larly rigid type of exc h a n ge - rate-based st a-

b i l i z ation regime, one carved into law

g u a ranteeing the conv e rt i b i l i ty of one peso

into one dollar and supposedly backed by a

cu r r e n cy-board type of monet a ry policy

f ra m ework. Eleven years lat e r, Arge n t i n a

d efaulted on its sovereign debt, its exc h a n ge -

rate regime collapsed, its banking syst e m

imploded, and the economic and financial

c o sts are mounting.

Was the experiment worth it? Only the cit-

izens of Argentina can answer that quest i o n .

C o nv e rt i b i l i ty was associated initially with

four years of spect a cular growth, but the econ-

o my contra cted by more than 8% over the

p a st three years. Nev e rtheless, real GDP

increased on av e ra ge 3.4% a year over the 11

years to 2001, compared with a contra ct i o n

of about 1% a year during the previous 11

years. In the not-unlikely event of a furt h e r

10% contra ction in 2002, annual growth

since 1990 would still have av e ra ged 2.3%.

In the end, the failure of the Arge n t i n e

e c o n o my to grow undermined political sup-

p o rt for the policies necessary to sust a i n

A r ge n t i n a ’s exc h a n ge - rate regime and led

to deva l u ation and default.  

F i x e d - exc h a n ge - rate regimes are britt l e .

By definition, they can break if the ex t e r n a l

and internal economic and financial forces

a r rayed against them are strong. Mo r e o v e r,

exc h a n ge - rate-based st a b i l i z ation regimes

– defined as regimes designed to ra p i d l y

bring down high or hyper rates of inflat i o n

by anchoring inflation ex p e ct ations to a fixed

or nearly fixed exc h a n ge rate – often end in

economic and financial disaster and chaos;

see also Tu r key ’s recent ex p e r i e n c e .

A r ge n t i n a ’s exc h a n ge rate was not only

fixed, it was hardened by its conv e rt i b i l i ty

l aw, cu r r e n cy-board type of monet a ry

a r ra n gement, and no exit st rat e gy. Th at

hardening provided inadequate protect i o n

a g a i n st adverse external economic and

financial developments: the sust a i n e d

st r e n gth of the dollar, to which the peso was

p e gged, after 1995; the spillover from ex t e r-

nal financial crises in Mexico, Asia, Ru s s i a

and Brazil; and the 2001 global slowdown.

Un l i ke other emerging market economies,

A r gentina was too far gone by last year to

b e n efit from the accompanying decline in

dollar interest rat e s .

More import a n t l y, Arge n t i n a ’s hardened

exc h a n ge - rate regime did not guarantee the

degree of probity in economic and financial

policies that would have been necessary to

s u stain the rigid exc h a n ge - rate regime in the

face of inhospitable external dev e l o p m e n t s .

Fiscal policy was profligate, in part i cular aft e r

the economy st a rted to expand again in 1996

and 1997. The cu r r e n cy-board arra n ge m e n t

was a sham; the money supply did not ex p a n d

and contra ct (and interest rates decline and

rise) in line with increases and decreases in

official reserves. Its factor and goods mar-

kets were not sufficiently flexible to achiev e

a real depreciation of the peso without sac-

rificing growth. Its widening cu r r e n t - a c c o u n t

d eficit pointed to a sav i n g s - i nv e stment imbal-

ance and an overly protected and uncom-

p etitive economy.

The result of these failures was economic

c o n t ra ction, def l ation and an ex p a n d i n g

government debt burden.  A comprehen-

sive debt rescheduling at an early st a ge

might have eased that burden, but the basic

problem was a lack of growth. If the Arge n-

tine economy had achieved nominal growth

of 5% a year between 1998 and 2001 (the

av e ra ge in the previous four years) inst e a d

of contra ction at a rate of 2%, go v e r n m e n t

debt at the end of 2001 would have been

less than 30% rather than more than 50%

of GDP – without any improvement in

A r ge n t i n a ’s chronically low tax revenue yield.

A purely float i n g - exc h a n ge - rate regime is

lower risk; it reduces the probability of eco-

nomic contra ctions associated with adverse

external developments and facilitates inter-

nal adjustment. Ho w ev e r, pure floating by

itself is also no substitute for sound economic

and financial policies directed at maintain-

ing a flexible and competitive economy. At

the same time, while sound economic poli-

cies will go a long way towards achiev i n g

growth and price st a b i l i ty, they do not ensure

exc h a n ge - rate st a b i l i ty.

In ret r o s p e ct, of course, Argentina could

and should have chosen a better way.

E xc h a n ge - rate-based st a b i l i z ation st rat e-

gies are not the only way to bring down infla-

tion, even if they contain realistic ex i t

options, which Arge n t i n a ’s did not. If a coun-

t ry wants growth and price st a b i l i ty along

with exc h a n ge - rate st a b i l i ty, it probably

should set its sights low in the third dimen-

sion, but it need not give up entirely.

The band, basket, and crawl approach

a d v o c ated by John Williamson, a senior fel-

low at the In stitute for In t e r n ational Eco-

nomics, is a promising alternative. If the

A r gentine peso had been pegged in 1996 to

a basket of currencies, it might have av o i d e d

a nominal ef f e ctive appreciation of more

than 30% over the following five years. If

A r ge n t i n a ’s basket exc h a n ge rate had a band

of plus or minus 15%, the peso might hav e

been allowed to depreciate, say, 10% in real

terms in the face of adverse external eco-

nomic developments. Argentina would not

h ave had to resort to def l ation as a means

of adjustment, a def l ation that only cut the

p e s o’s ef f e ctive real appreciation in half. Th e

result would have been more growth, smaller

current-account deficits, and a better fiscal

p e rformance. In f l ation might have been a

bit higher than desired. In that case, the

band might have crawled, and monet a ry

and fiscal policy could have been direct e d

at reducing inflation. A monet a ry - p o l i cy

f ra m ework based on inflation target i n g

might have helped as long as it was oper-

ated flexibly and exc h a n ge - rate considera-

tions did not dominat e .

A l t e r n at i v e l y, if a country is even less wed-

ded to exc h a n ge - rate st a b i l i ty, it could fol-

low an even more flexible exc h a n ge - rat e

regime supported by the same sound poli-

cies that were lacking in Argentina. Fo r

example, floating can be accompanied with

a transparent regime of moderate exc h a n ge -

m a r ket intervention when day - t o - d ay

exc h a n ge - rate movements are exc e s s i v e .

F i xed exchange rate s
The lessons from Arg e n t i n a

Edwin Truman, senior fe l l ow at the Inst i t u te for Inte r n ational Ec o n o m i c s ,

a rgues that rigid fixe d - exc h a n g e - rate systems, like that adopted by

A rgentina, do more harm than good.
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