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Abstract:

As consistent economic overheating plundered through the 1960s, the U.S. economy faced increasing inflation as basic economic analysis indicated

demand exceeding supply at any given level of inflation. In response, interest rates rose in an effort to maintain guidance set forth by the Taylor

Principle and commercial banks began to fear their new competitor for American savings: the commercial paper market. Consumption, investment and

government spending in the U.S. were decreasing as a direct result of higher interest rates while Lesser Developed Countries (LDCs) were

experiencing growth rates of 6% annually. This caught the attention of the U.S. banks as a potential investment opportunity.

Crude oil prices jumped in the 1970s requiring oil-exporting countries to find a safe place to store the excess funds they had acquired, such as the

Eurodollar market. At the same time, LDCs were having trouble maintaining their GDP growth rates as the increasing price of oil made importing goods

more difficult. In addition, many of the LDCs were responsible for producing commodities which experienced a price drop halting their economic growth.

As a result, these international banking facilities included in the Eurodollar market, repurposed the funds from oil-exporting countries into loans for the

LDCs1.

As oil prices climbed with the second oil shock in 1979, the U.S. interest rates rose again, which expanded the gap between the value of the U.S. dollar

and the Latin American currencies. The U.S. dollar increased in value by 17.00% in 1982 and this proved to be a major challenge as LDCs attempted to

pay down debt with the current exchange rates. In addition, the majority of these LDC loans consisted of syndicated loans with floating rates tied to

LIBOR1. An increase in LIBOR (driven by interest rates) propels higher coupon rates for the loans which increases the borrower's coupon payments;

hence, borrowers must pay more to fulfill their debt obligations. However, most domestic loans at the time were fixed, hence these LDCs loans seemed

to be an opportunistic investment for banks as floating rates mitigate the risk of losing asset value due to inflation2.

Economists and elected U.S. government officials were well aware that the U.S. banks could require a government bailout or wreck the entire financial

system with their foreign lending habits. In response, bank regulators sent letters to promote the use of caution when lending and the Interagency

Country Exposure Review Committee (ICERC) was formed to track foreign lending. The most effective policy implemented was the “10-Percent Rule”

which prohibited lenders from loaning over 10.00% of a bank’s capital to a singular borrower. It was eventually ruled that “public sector borrowers”, such

as the nations that make up Latin America, are not to be considered one singular organization1. Hence, the banks did not break any policies, but this did

cause them to reflect on their investment choices.

U.S. banks did not truly understand the scale of the risk they took until the U.S. Federal Reserve, U.S. Treasury and the International Monetary Fund

(IMF) were informed by Mexican officials that they would not be able to follow through with their debt repayments in 1982. Argentina, Venezuela and

Brazil were among the sixteen other nations to reservice their debt as well. U.S. bank lending did not cease until the LDCs began servicing their debt3.

Prior to the press releases, banks continued to increase their exposure to LDCs, and the financial markets displayed no warning of a future crisis.

Corporate bond ratings remained steady for most of the money-center banks prior to Mexico’s announcement. Furthermore, bank stocks only performed

below market average between 1987 and 1990, five years beyond the flare up. U.S. Banks were given the opportunity to delay the recognition of losses

to avoid further solvency concerns and to conceal poor bank performance immediately following the peak1.
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IMF: Responsibility and Evaluation Interest Payments on External Debt

Note:

While the Latin American Debt Crisis ensued, guidance from the

International Monetary Fund (IMF) was used to prevent the crisis

from expanding beyond its scale. The IMF is an organization that

strives to ensure financial stability amongst its 189.00 member

countries by providing economic advisory, gathering data for

projections, evaluating existing economic policies, and helping

raise capital4. As Latin American nations found it more and more

difficult to service their debts, the IMF stimulated the process of

raising external financing for these nations. The IMF took control in

the early eighties, whereas the World Bank took control towards

the latter end of the eighties. Financing organized by the IMF was

created to fulfill short term objectives, a theme consistent

throughout the 1970s and into the early 1980s, as researched by

Finn Kydland and Edward Prescott5. However, this mentality can

hinder long term economic growth. In addition, most of the

financing was generated in order to give LDCs time to implement

their economic stimulus programs which included payment-in-kind

(PIK) issuance. Since LDCs were facing a solvency issue rather

than a liquidity issue, efforts should have been made to decrease

the amount of debt owed by the LDCs rather than increase the debt

owed. This became one of the IMF’s greatest criticisms during the

Latin American Debt Crisis. Economists also criticized the IMF for

their inability to initiate debt relief. General debt relief did not come

until the end of the 1980s and it came in the form of specialized

programs such as the 1987 deal with Mexico that swapped existing

debt with lower valued collateralized bonds6. In an effort to keep

LDCs from defaulting and removing their access to international

credit markets, the IMF continued aiding LDCs and providing debt

relief to prevent additional instability in the financial markets.
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Figure 1.10

In 1982, U.S. banks halted their lending programs with LDCs

putting many of the struggling nations into recessionary periods. In

response, commercial banks and the IMF assumed their specific

roles in order to aid the LDCs. Commercial banks were in charge

of restructuring the debt owed to U.S. banks and the IMF was in

charge of lending money to aid LDCs with their interest payments.

In return, the LDCs were expected to create reforms to increase

their exports. As displayed in Figured 1.10, interest payments as a

percent of exports peaked around 1982 and it took nearly ten

years for interest payments as a percent of exports to return to the

pre-Latin American Debt Crisis levels. This is due in part to the

allocation of aid across the LDCs. The money given was expected

to pay down interest payments and help increase exports, but was

mainly used to pay for wages, education and health3.
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Implications of the Lost Decade and The Brady Plan

Exposure of U.S. Banks to Debtor Countries
(March 1986)

Figure 1.20
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The Latin American Debt Crisis became synonymous with the term “Lost Decade” in Latin America. The accumulation of debt had

occurred over most of the 1970s and into the early 1980s in addition to the increasing number of countries who had defaulted on their

sovereign debt7. Within one year of interest rates skyrocketing, Latin America fell into the “Lost Decade”8.The reparations that were

needed all across Latin America were costly and would change countries political and economic landscapes for many years after. As

part of the bailout deal with the International Monetary Fund, the large countries that defaulted on a large portion of the debt i.e. Brazil,

Mexico, Argentina and Chile, were all ordered to begin the process of privatizing businesses and industries to alleviate any future

government from having sole control over any particular sector9. As sweeping changes began to appear across the continent, some

countries were having a hard time adjusting to the new realities that the IMF had set in place to help fix their economy. Countries such

as Brazil, Argentina, and Columbia all had authoritarian governments that were prone to corruption, some countries even had multiple

military groups all angling for a decision-making and executionary role. The lack of appropriate experience among these groups led

these countries to fail miserably at adhering to the IMF demands, as nothing could be sorted out and agreed upon. However,

intervention by the IMF thrived in countries such as Chile as they held a laissez-faire type mentality in regard to economic policy and

reform. This allowed for increased public ownership and a greater emphasis on ensuring basic human rights8. It took a long time for the

economies of Latin America to fully recover from the “Lost Decade.” In doing so, human capital was lost as companies simply could not

pay for the labor. Wages dwindled as businesses used what little money they had to pay back a small portion of the billions owed in

debt. In the late 1980s, U.S. Treasury Secretary Brady came up

with the idea of “Brady Bonds.” These bonds allowed allow

large banks across the world to diversify their portfolios by

swapping fixed-income assets from the debtor country for U.S.

Treasury bills. In order to do so, Secretary Brady proposed the

issuance of primarily dollar denominated bonds, the most

liquid emerging market security. These 30.00-yr zero-coupon

U.S. Treasury bills were the backbone of the swap. Banks

would simply trade their debt from a Latin American country

and in exchange, they would receive a Brady Bond, backed by

the U.S. Treasury bills. This would transform the debt they

once held by the country into new debt that would be

considered “performing debt.” Debtors then agreed to pay back

the bonds with interest over the 30.00 years instead of paying

back a bank loan10.

Note: Data from nine major U.S. banks. Figures are rounded. LDC- Least Developed 

Countries 

Country Billions of dollars Percent of capital Percent of Loans to LDCs

Brazil 16.00 36.70% 21.20%

Mexico 13.80 31.60% 18.30%

Venezuela 6.90 15.80% 9.10%

Argentina 13.90 13.90% 7.90%

Chile 4.00 9.10% 5.30%
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Interest Rate Analysis Effective Federal Funds Rate: 1975-1985

Increasing interest rates and decreasing currency rates are two

powerful tools that can hinder the abilities of countries,

businesses and industries. In the late 1970s, Latin American

countries such as Mexico, Brazil, Venezuela, and Ecuador

received approximately $159.00 bn worth of loans with a

considerable amount of these loans backed by the U.S. dollar3.

The purpose for these massive loans was to build oil

infrastructure and natural resource facilities in developing

nations and as oil exports grew, the debt was expected to be

paid by betting that the oil prices would be higher in the future.

Then, a part of the future oil and natural resource revenue could

be paid back to the creditors in the specified amount of time with

no issues. However, in the U.S., inflation was at an all time high

in the early 1980s, ranging from 6.51% to as high as 14.76% by

the time many of the loans had been defaulted on11. As inflation

rose, interest rates also rose with the Fed Funds futures

reaching a record high of 20.61% in 1981. A decrease in the

demand for oil emerged in 1981 and with the world entering a

recession, oil demand was far less than expected. The volume

of oil exports in Mexico alone that year, fell by ~25.00% of the

projected revenue7. The combination of high interest rates on

billion-dollar loans that were losing purchasing power everyday

from the rising inflation rate, and oil prices that were priced at a

steep discount from the expected price meant the loans for

countries like Mexico and Argentina had more debt than they

could pay back. In August of 1982, Mexico formally defaulted on

all outstanding loans they held that were denominated by the

U.S. dollar12, and Argentina approached the IMF for serious

financial assistance regarding their loan payments3.

Figure 1.30

U.S. Inflation Rate: 1975-1985 

Figure 1.40
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Case Study: Argentina 1980s Debt Restructuring 

Argentina Debt/GDP, Interest Payment/GDP

Figure 1.50
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Argentina was in a fragile state during the 1970s. The government, previously run by Juan Perón and later his wife, Isabel Perón, was

overthrown in 1976 by the Argentinian military commander, Jorge Rafael Videla. He and his legions took the reigns of a struggling

country, with 4.00 billion pesos in foreign and domestic debt9. During his first year in office, Argentina’s inflation rate soared to over

1,000.00%, the first of two hyperinflationary events that would occur in the following 10.00 years13. The real exchange rate (RER) also

posed an issue for the already struggling Argentina. The RER refers to not only the nominal exchange rate between two countries but

also the consumption baskets of said countries. Meaning, in 1978, Argentina held a RER of ~73.00 pesos per U.S. dollar. Three years

later, the RER had risen dramatically to ~108.00 while the debt had increased over 1100.00%, to ~44.00 billion dollars. With inflation still

sitting at ~800.00% by 1981, Minister of Economics (MOE), José Martinez de Hoz, began to implement a policy which aimed to stabilize

financial markets and curb inflation. Titled “Expectations Management Approach,” the MOE would announce months in advance a

timeline of declining rates of depreciation, with the idea that debt holders and others invested in the economy, would see a government

commitment to disinflation by decreasing the RER. However, the plan never worked in the long run, as the RER began appreciating once

again due to inflation constantly outpacing depreciation. The overvaluation of the RER reached a staggering 60.00% by the end of 1981.

During that time, the Central Bank of Argentina, as well as public companies, began borrowing large amounts from banks around the

world. The idea was to borrow in the home currency in an effort to help the exchange rate. This massive capital outflow turned out to be

detrimental to the economy, as commodity prices and higher than expected interest rates began hindering the ability to pay back this

capital. Political destabilization was the underlying issue during this

tumultuous time in Argentina’s history. From 1973-1991, Argentina

had 13.00 presidents and 21.00 Ministers of Economics14. The

political unrest and military dictatorships, made the 1980s the “Lost

Decade.” With no one set of plans for the country and changes in

power almost every year, it is not hard to believe that the country

encountered multiple financial struggles. No set of coherent

economic plans were ever set in the long term as the country turned

over between liberals and the populist party. The political positions

were merely power posts for the country’s most influential leader or

general at that particular time, meaning underqualified military

generals were forced to fix an economic issue they never

experienced before. As Argentina regained democracy in the late

1980s, the problems continued to persist, and the second

hyperinflationary event occurred in 1990, triggering another

economic depression for Argentina9.
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USD/Argentine Peso Exchange Rate: 2000-2005
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Figure 1.60

Case Study: Argentina 2000s Debt Restructuring 

After consistent use of fiscal spending to correct the nation’s toughest issues, Argentina found itself in a recessionary period fifteen years

after the peak of the Latin American Debt Crisis. In 1989, the Alfonsin government was classified by intense hyperinflation and growing

indebtedness which propelled the new presidency of Carlos Menem. To correct intense hyperinflation, Carlos Menem and Domingo

Cavallo created the Menem-Cavallo cure, also known as the “Convertibility Plan.” The plan strived to make the Argentinian peso in pari

passu with the U.S. dollar (to end devaluation of the peso), and to limit the growth of the money supply, especially when paying down

debt. However, fiscal deficits were not factored into the plan as plausible debt incurrences; hence, the debt service ratio reached 66.00%

in 2001 compared to 30.00% in 199515. In addition, Argentina was amidst a recession removing nearly 28.00% of its GDP16 with no

allocation for any fiscal stimulus in the Menem-Cavallo plan. Furthermore, the link between the peso and the U.S. dollar began to backfire

as fiscal indebtedness grew, causing the peso to become overvalued. Commodity prices began to deteriorate; thus increasing exports,

one the main goals of the Menem-Cavallo plan, became a greater challenge. Argentina still had access to credit markets as investors
wanted to take advantage of these high-yield opportunities and

credit agencies overestimating the true rating of Argentine debt.

This eventually changed when the Argentine government

defaulted on its sovereign debt in 2001. By 2002, Argentina’s

debt was approximately 166.30% of GDP15. With extreme

indebtedness and a sovereign debt default, Argentina entered a

period of restructuring as paying back their debt in its current

state was implausible. Argentina attempted to initiate the

restructuring with a bond exchange minus input from the IMF, but

this plan did not come to fruition because the bonds held so little

value. The agreement between Argentina and the IMF was

deferred for Argentina to take advantage of a one-time offer with

the Securities and Exchange Commission (SEC) to negotiate a

deal with private creditors. In order to get more creditors to agree

with the proposed negotiations, a tactic known as “lock law” was

used to assure creditors they would not be faced with any better

offerings15. As a result, 97.00% of the creditors agreed to the

proposed terms16. A series of bond exchanges emerged from the

restructuring period starting with $62.30 bn of the $81.80 bn of

bonds being swapped for $35.20 bn in new bonds (2005)15.

Note: Measured in National Currency Units per U.S. Dollar
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Case Study: Argentina Current Debt Restructuring

As approximately 33.00% of the Argentine population was in poverty and it became more expensive to acquire capital in international credit

markets, the Macri government began to issue external debt in the form of government bonds. $56.00 bn in debt was issued from early

2016 to mid-2018 and as the government located capital to finance the debt, the peso became overvalued with large inflows of external

reserves. The large amount of external financing caused Argentina to become sensitive to changes in the expenses and accessibility of

financing. For example, investors became less interested in Argentine assets as the U.S. Federal Reserve increased interest rates which

put even greater downward pressures on the value of the peso. In an effort to increase investor confidence in Argentine assets, the

Argentine government increased interest rates to 40.00%, but this did not spark investor interest17. By mid-2018, Argentina was amidst

another recessionary period of intense inflation, debasement and economic contraction leading to the largest bailout in IMF history ($57.4

bn) 16.

Priorities of the Macri government shifted coming into 2019, and more efforts were made to bring about fiscal reform. In response, the

budget deficit decreased to 2.50% of GDP in 2019, but the economy shrunk by 2.20% as the administration found it difficult to manage

inflationary challenges. Inflation caused the value of existing debt to increase, putting Argentina into greater indebtedness. In 2019,

Argentine President Macri lost in the presidential election to Justicialist Party leader Alberto Fernandez. When the Fernandez government

took over in 2019, they worked to address the recession by aiding the root of the Argentine economy: the Argentine people. President

Fernandez increased worker wages, froze utility tariff prices, increased tax rebates and implemented open chats with creditors to tackle

public debt18. This is in direct contrast to the Austral Plan developed in 1985 to combat similar inflationary challenges in Argentina. The

Austral Plan increased utility rates and froze wages and prices in an effort to devalue the peso19. It is difficult to compare the effects of

Fernandez’s policies to the Austral Plan as COVID-19 emerged in 2020 as an external variable.

On May 22nd, 2020, the Argentine government experienced its ninth sovereign debt default after it was unable to make a $503.00 Mm

interest payment20. Argentina began the process of restructuring their debt once again, but unlike the early 2000s, there is extensive

negotiation occurring to settle $65.00 bn worth of foreign debt. The creditors proposal included having $36.00 bn in debt payments forgiven

during a nine-year relief period and the Argentine government rejected the creditors proposal, returning with a new proposal that detailed

an increase in coupon rates and a decrease in the principal reduction of the debt. The Argentine government is set on creating a solution

that will be suitable for stabilizing the Argentine macroeconomy18. After the government rejected yet another proposal from the creditors on

June 17th, 2020, it is evident that time is not valued as a constraint. However, there is more positivity surrounding the progress of

Argentina’s restructuring as Argentine government bonds due 2028 have risen to 37.00 cents on the dollar from 33.00 cents on the dollar

from the end of May 2020 to June 202018.

Penn State Asset Management Group 8
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Argentina: Forward Outlook

Argentina is not learning from its mistakes. Argentina has been through countless debt restructurings, IMF interventions, unique bond

swaps, and hyperinflationary events. The future of the country’s economy is bleak. With credit lines practically severed and non-existent

borrowing power, Argentina is solely relying upon the IMF to keep their economy from turning to rubble. In the past, the chain reaction has

started with the creditors not receiving the planned payments, who would then whisper into the U.S. Treasury’s ear of the issues with

sovereign debt, and in the end, it would end up on the IMF’s agenda. This is normal. For example, in 2018, the U.S. (IMF’s largest

shareholder) initially backed the IMF in the proposal set forth for Argentina to repay $57.00 bn of their debt21. The U.S. even backed then-

President Macri and his government, a commitment the U.S. hoped would improve relations, and improve the prospects of on-time

payments. However, that exchange occurred two years ago, and since then, Argentina has elected a new president, President Fernandez,

who appears to be much more aggressive with the IMF as they try to conclude the debt restructuring. In late June 2020, Argentina walked

away from talks with creditors over their demands claiming they “cannot responsibly commit” to creditors’ demands. The Ad-Hoc

Bondholder Group consisting of multiple different institutional investors including BlackRock, Ashmore, and AllianceBernstein, stated that

the government walked after they proposed the average coupon rate fall from 4.25% to 3.60%21.

Several unnamed members representing large debt holding groups have gone on the record stating that legal action will be the next step

in securing a restructuring deal. In 2001, this same situation occurred, and as a result, Argentina was locked out of international capital

markets for more than a decade20. This evidence strongly indicates that the Argentinian government is too aggressive and too steadfast in

their political plans to reach an agreement. A multitude of other issues are foreseen to plague Argentina in the following months, if not

years, if the debt restructuring does not reach an agreement soon. For instance, if Argentina is not able to pay the debt back within a

reasonable timeframe, the peso exchange rate, which directly influences the debt they need to pay back, will falter under the pressure, with

unknown consequences. This idea suggests that if the exchange rate were to topple, there would be a shift in investor confidence and

capital flight with respect to peso assets. These pieces of evidence all circle back to one idea: trust. In the last 40.00 years, Argentina has

made the same mistake three times. It would not be a surprise if Argentina lost access to credit markets because people, countries, and

corporations around the globe do not trust the Argentine government to do the right thing. All of these risks stated above are part of a chain

reaction that begins with Argentina restructuring their debt correctly and promptly. If they do not, these risks can come to culminate very

quickly and on a large scale.

Penn State Asset Management Group 9
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Organizations 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

BankAmerica Aaa Aaa Aaa Aaa Aaa Aa1 Aa2 Aa3 Aa3 Baa1 Ba1 Ba3 Baa2

Bankers Trust New York Aaa Aa Aa Aa Aa Aa2 Aa2 Aa2 Aa2 Aa2 Aa3 A1 A1

Chase Manhattan N/A N/A Aaa Aaa Aaa Aa1 Aa1 Aa2 Aa2 Aa2 A2 Baa1 Baa1

Chemical New York Aaa Aaa Aaa Aaa Aaa Aa2 Aa2 Aa2 Aa2 Aa2 A2 Baa1 Baa1

Citicorp Aaa Aaa Aaa Aaa Aaa Aa1 Aa1 Aa1 Aa1 Aa1 A1 A1 A1

First Chicago Aaa Aaa Aaa Aa Aa Aa3 Aa3 Aa3 A1 A3 A2 A3 A2

Manufacturers Hanover Aaa Aaa Aaa Aaa Aaa Aa2 Aa2 Aa3 Aa3 A1 A3 Baa3 Baa3

J.P. Morgan & Co. Aaa Aaa Aaa Aaa Aaa Aaa Aaa Aaa Aaa Aaa Aaa Aa1 Aa1

Source: Moody’s Bank and Finance News Reports

Note: Through 1985, U.S. banks were able to maintain high debt ratings, with Moody’s ranking most of the debt during that time high quality 

with low credit risk. However, some banks began to see a slip in ratings during the end of the 1980s, with Moody’s downgrading many banks 

i.e. BankAmerica, Chase Manhattan, and Manufacturers Hanover to medium quality with a moderate change of credit risk. 
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Appendix B: Argentina Growth as Percent of GDP

Note
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Appendix C:
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Economic Growth in Latin America, 1980-1994 

Note: Percent of GDP per capita

Unemployment Rate for select Latin American countries, 1978-1994 

Note: Seasonally Adjusted
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Appendix D: Argentina External Debt as Percent of GDP

Note
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