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Argentina’s economic crisis was one of the worst global depressions of the twentieth and 

twenty-first centuries.  The source of this disaster can be traced from a historic economic 

turbulence compounded with illguided monetary, fiscal, and economic policy.  The peak of the 

crisis was climaxed with a government default on all sovereign debt.  This paper will explore 

how inflation, interest rates, and excessive debt played an integral role in the crisis.  Along with 

these three subject matters came imprudent Argentine policy that drove forward a default.  These 

included the convertibility law, pro-cyclical policies, and massive borrowing.  At the pinnacle of 

the depression, Argentina was forced to default on their colossal burden of debt, leading to a long 

and complex restructuring process.  Some investors embraced this moment as a tactical 

opportunity to invest into debt valued at pennies on the dollar.  These shrewd bondholders 

embarked on a legal battle with the Argentine government in an effort to demand repayment.  

The intricacies of both pre and post default are fascinating to study and can be a thoughtful 

lesson for future governments, economists, and investors.  

I.! Default 

Understanding the history of Argentina can illuminate the intricacies that led to the 

nation’s great depression.  By the beginning of the twentieth century, Argentina had transformed 

into one of the wealthiest and prosperous countries in the world.  They enjoyed an advantageous 

agricultural industry that bathed the country in wealth.  However, a series of oppressive military 

regimes reversed the nation’s success.  These dictatorships caused substantial economic turmoil, 



 

by abusing their power and mismanaging government funds.  Democracy was restored in 1983, 

but the years of military regime had created a lasting impact.  Foreign debt had swelled from $8 

billion to $45 billion, with interest charges exceeding trade surplus.1  Production had fallen a 

fifth, real rages lost more than a third of purchasing power, and unemployment was at a 

staggering 18 percent. 2  These issues are not so easily repaired, but require swift and efficient 

policy.  The government did not effectively stanch the nation’s bleeding, and the problems 

continued to exacerbate.  Unstable levels of inflation lasted for around a decade, with extreme 

hyperinflation reaching an astonishing 3,079 percent in 1989, as can be seen in Figure 1.  The 

seemingly uncontrollable inflation devastated the Argentine citizens’ purchasing power, and 

transmogrified their currency into worthless pieces of paper.  Credit availability for local 

businesses was almost non-existent; the price of the peso could swing so drastically in such a 

short period of time.  No one would be willing to lend if they were not confident that their 

repayment would be worth something.  As credit dried up and inflation plagued every aspect of 

the economy, Argentina edged toward chaos and danger.  The new government had to act swiftly 

before Argentina spiraled out of control.  
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Figure 1 – Argentina Percent Rate of Inflation  



 

 Faced with severely imminent inflation, the newly appointed Minister of the Economy, 

Domingo Cavallo, decided to act.  Cavallo’s novel solution was to fix Argentina’s currency to 

the U.S. dollar.3  The fixed exchange rate pegged one peso equal to one U.S. dollar and lasted 

from 1991 to 2001 (Fig. 2).  The objective of this plan was to terminate constant economic 

instability and anxiety by ensuring the strength of Argentina’s currency.  The convertibility law 

did indeed quell inflation, but it did not resolve the country’s mounting debt.  While this tight 

monetary policy did solve the relevant issue of hyperinflation, its prolonged implementation 

restricted new reform and caused major imbalances.  Through convertibility, a government 

relinquishes its capacity to enact monetary policy, which can prove costly.  The nation enjoyed a 

period of growth, with GDP rising 50 percent from 1990 to 1998, but was met with a decline in 

GDP of 3.5 percent in 1999.4  In times of expansion, convertibility proved to work well, but as 

growth slowed, the plan’s limitations surfaced.  This slowdown marked the arrival of an 

economic recession, which brought with it catastrophic economic tidal waves.  Due to the 

government’s new set of self-enforced handcuffs, it was incapable of executing effective 

monetary stimuli to counteract the decline.  
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Figure 2 – Argentina Exchange Rate to U.S. Dollar  



 

 
Interest rates played a fundamental role in the toxicity of the growing Argentine debt.  

While the government had clearly over borrowed, it was not until interest payments rose that this 

debt became a critical issue.  These interest payments, which rose from $2.5 billion in 1991 to 

$9.5 billion in 2000, pushed the government’s budget from a surplus into a deficit. 5   Interest 

rates are largely driven by uncertainty and risk.  A higher interest rate can represent a higher 

public uncertainty of the probability that they will receive the principal and interest on their 

investment.  Uncertainty over the valuation of Argentina’s fixed currency and their ability to pay 

off future debts works in a circular fashion by further increasing interest rates.  Corruption and 

the misuse of funds also fed on this aura of uncertainty.  When foreign investors see a corrupt 

and mismanaged government, they are less likely to invest in that nation or will require much 

higher interest rates on their loans.  Not only do internal incidents impact rates, but often, 

external actors can have an influence as well.  When the United States Federal Reserve began to 

increase the rates in 1994, eventually doubling them from three percent to six percent, Argentina 

felt the effects immediately.  The Argentine government was powerless while U.S. rates and 

spreads over these rates increased.  The payments that they had once been able to make, now 

became exponentially larger.  Debt and interest payments were rising in tandem at an 

insurmountable rate.   

Pro-cyclical fiscal policy that was embraced by Argentinian leaders, only added fuel to 

the fire during this volatile period.  This particular scope of fiscal policy aims to increase 

government spending and reduce taxes during an economic expansion, but reduce spending and 

increase taxes during a recession.  Faced with a recession, the government implemented this 
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strategy to raise taxes and reduce spending.  This procedure burdened business and decelerated 

an already struggling economy.  Some economists argue that government spending can assuage 

recessionary impacts and that lowering taxes can stimulate business growth, directly 

contradicting Argentina’s policy.  Also, these tax hikes did not successfully reduce the deficit, 

but encouraged corruption.6  Corruption had been a longstanding issue within Argentina, and the 

expansion of government administrative control generated more fraud and bribery within the 

country.  The category of policy used to combat the recession proved fallible and did not solve 

the issues it set out to achieve. 

 Surmounting debt has been an enduring issue in Argentina for decades.  From the time of 

the military regimes, the government of Argentina had foolishly continued to grow its sovereign 

debt.  Three of the largest creditors to Argentina included the World Bank, the Inter-American 

Development Bank, and the International Monetary Fund. 7  Creditors also included people 

around the globe.  Argentina had continued to pay off increasing interest payments until the turn 

of the millennium.  The government was already paying a spread anywhere from three to nine 

percentage points above U.S. Treasuries, and in 2001, when rating agencies downgraded the 

credit rating of Argentina’s sovereign debt, interest rates skyrocketed to an eventually 20 percent 

premium.  The government entered what some refer to as a “debt trap”, a concept where a debt 

become almost impossible to repay due to high interest rates preventing the principal 

repayment.8  With interest rates exorbitantly high, the debt steeply rose to an unpayable amount.  

The debt reached an absurd peak of 152 percent of total national Gross Domestic Product (Fig. 

3).  The Argentine government, then commanded by recently elected President Rodriguez Saá, 
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announced the devastating default on $93 billion of sovereign debt.9  This would become one of 

the largest defaults in history. 

 
 
 
 The International Monetary Fund (IMF), whose ultimate goal is to foster economic 

stability around the globe, was a culpable actor in Argentina’s mishandling of the crisis.  The 

IMF is an international organization that works with countries around the globe in an effort to 

sustain economic growth and consistency through monetary advice and loans.  The IMF has 

since received criticism for their approach to their advisory duties in Argentina.  Although the 

IMF strongly opposed Argentina’s large debt accumulation, they supported tax increases and 

continued to lend generously to the country.  During 2000, the IMF offered a $14 billion rescue 

loan in an effort to bandage the bleeding.  Again, in September 2001, the IMF approved an $8 

billion increase in lending.  However, only three months later, in December 2001, the IMF 

agreed that Argentina was beyond saving and closed the payment on the rest of the multi-billion 

loan. 10   In the height of Argentina’s depression, the IMF allowed the nation to delay its 

repayment and essentially permitted it to not repay some of its older loans.  This action sets a 
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Figure 3 – Argentine Debt as a Percentage of GDP 



 

dangerous precedent for future lending with other countries.  Some analysts criticize the IMF for 

the abrupt end to lending in 2001, that further shocked the Argentine economy and led to an 

inevitable default.  Although the Argentina is in no way absolved from its responsibility, the IMF 

did make mistakes and clearly misadvised the nation in some regard. 

II.! Restructuring 

Following a default, a company or country typically opts to restructure its existing debt with 

its creditors in order to create more favorable terms.  One benefit found in default is the ability 

for the debtor to gain a new level of leverage over the creditors that it can use to negotiate better 

terms.  In the case of Argentina, the government’s first proposal consisted of a “75 percent 

capital reduction, or “haircut”, considerably lower interest rates and longer maturities, and no 

recognition of interest payments accrued since the default.”11  Creditors strongly rebuked this 

seemingly outrageous initial proposal.  Continued pressure from bondholders, along with the 

IMF, forced Argentina to reconsider their offer.  In 2004, the new proposition included a 45 

percent capital reduction and recognized past-due interest payments as part of the debt. 12  There 

was still broad pushback to this plan, but the Argentine government stated that this was the 

maximum it could afford.  In 2005, the debt-swap process was passed with a 76 percent 

acceptance rate.  Those who accepted this swap, saw the value of their bonds rise significantly 

after the restructuring, due to restored confidence in the country’s efforts to stabilize the 

economy. 

                                                
11 Cibils, Alan and Lo Vuolo, Ruben. At Debt’s Door: What Can We Learn from Argentina’s Recent Debt Crisis and 
Restructuring?. The Seattle Journal for Social Justice. 2007. 775. 
 
12 Cibils, Alan and Lo Vuolo, Ruben. At Debt’s Door: What Can We Learn from Argentina’s Recent Debt Crisis and 
Restructuring?. The Seattle Journal for Social Justice. 2007. 775. 
 



 

After most of the creditors agreed to the deal, the IMF had to be dealt with.  The IMF is 

considered a “privileged investor”, meaning that it must be paid back in full.  Through multiple 

negotiations, Argentina’s President Kirchner, decided to pay back the IMF with reserves from its 

Central Bank.  While the IMF ended up reimbursed, Argentina’s net debt was not reduced 

because it had to issue new bonds to compensate the Central Bank. 13  Many people question if 

this was the best method of repaying the IMF, since they had been somewhat complicit in the 

downfall of the economy.  Although Argentina was finally liberated from the IMF’s ascendancy, 

the large repayment could have been implemented in a more effective technique to combat the 

widespread poverty and unemployment plaguing the nation.  The reserve money could have been 

used in more humanitarian and relief aid, instead of instantaneously paying of the loan.  The 

method of repayment is debatable, but the IMF must always be fully reimbursed for its authority 

as a global lender to exist.  The IMF cannot effectively accomplish its mission, if it is not 

guaranteed payment. 

The remaining percentage of bondholders who had not accepted the first swap still had to be 

resolved.  Eventually a large proportion of the holdout investors accepted the swap, but there still 

remained a small group that would not accede to Argentina’s terms.  Among the percentage of 

bondholders that did not agree to this swap were a group of cunning hedge funds that embarked 

on a legal battle to turn their distressed investments into fortunes.  Hedge-funds that invest in 

distressed debt are infamously labeled “vulture” funds.  They are termed this due to their 

inclination to prey on dead, or distressed, assets.   

One of the most notorious of these investors is Paul Singer’s Elliott Management.  Paul 

Singer is one of the most successful hedge fund managers of our time.  Once a former lawyer, he 
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focuses on special situation and activist investment strategies.  During the Argentine default, 

Elliott Management purchased a series of bonds at a price far below their face value.  When 

Argentina offered the bondholders the swap-exchange, Elliott and a few other hedge funds 

refused.  They pursued full repayment, embarking on a fifteen-year legal brawl with the recently 

defaulted country.  The process extended courts across the globe and even reach the U.S. 

Supreme Court, who ruled in the hedge funds’ favor.  At one point, Elliott Management seized 

an Argentine Naval Vessel in an effort to collect its debt.  Eventually, a settlement was reached 

that profited the fund and remaining holdout investors handsomely.  According to a postdoctoral 

research fellow at Columbia University, “The Argentine government agreed to a settlement that 

would allow Singer’s fund to walk away with $2.4 billion for bonds that the government had 

failed to pay on, according to court documents.  The bonds had a face value of $617 million, but 

had been purchased for about $117 million.”14  Over a fifteen year period, Singer’s fund 

averaged a 22 percent internal rate of return from this investment alone.  Paul Singer and his 

fund receive harsh criticism from Argentina and many other observers, calling them “financial 

terrorists”.  Although Singer’s tactics may be unorthodox and aggressive, his success as an 

investor is irrefutable.   

III.! Conclusion 

Much can be learned from Argentina’s downfall and recovery.  Economists, policy makers, 

and investors can derive value from a seemingly chaotic series of events and pursue wiser 

decisions in their own spheres of influence.  The unfolding of Argentina’s depression may seem 

tumultuous, but if studied closely prudence can be gained.  Economists can gain further insight 

into the realm of inflation, interest rates, and monetary intervention.  Policy makers can observe 
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the positive and negative consequences of certain fiscal and monetary policy.  Investors can 

acknowledge the risks of investing in sovereign debt but also the rewards of distressed investing.  

Hopefully, those who study the implications of this debacle can better deal with future debt 

crisis, or better yet, prevent them from happening in the first place.   

Unfortunately, Argentina has not fully taken its previous mistakes to heart.  As of 2019, the 

nation is facing another debt crisis, with many of the same, foreboding errors of its past.  The 

peso has taken a devastating dive, debt is continuing to grow, and fiscal policy is not being 

implemented properly.  The IMF is also involved, once again, lending heavily to Argentina in its 

time of newfound despair.  Yields on shorter term bonds are reaching much higher levels than 

long term ones (Fig. 4).  An inverted yield curve is sometimes used as an indicator of an 

approaching economic recession.  If so, Argentina’s leaders must act to prevent the nation from 

entering another recession and potentially another default.  Only time will tell the outcome of 

Argentina’s economic health, and whether 2001 was a moment of growth or just another bump in 

the road. 

 
Figure 4 – Argentine Yield Curve 
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