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Abstract Loan and bond finance during 1985-2005 can bildd/into three sub-periods. After the 1982 debt
crisis, which mainly involved domestic and foreigank loans to both the corporate and governmenbrsec
there was practically no credit. This situationlatk of credit persisted until the domestic economas
stabilized in 1991 with the Convertibility Plan,caforeign debt renegotiation was completed in 1@98 the
Brady Plan. Loan finance recovered to unpreceddetesls since the 1950s, and bond finance becantado
first time an important financing vehicle for bate national government and large firms in the ooaje
sector. Credit came to a sudden stop in 2001, wittespread default on both corporate and government
bonds. The 2001 debt crisis was not followed byaway domestic inflation, and by 2005 Argentina whie

to return to foreign capital markets.
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I. Introduction

This document describes the evolution of loan amtbldinance over the 1985-2005 period.
The period can be roughly divided into three subepks that differ widely with respect to
monetary regime, fiscal policy and access to credit

As to inflation, at first it was very high, explody into hyperinflation. Over the
1991-2001 period, Argentina stabilized the econtimmgugh the Convertibility Plan, which
pegged the peso to the US dollar at a one to dee $ince 2002, the country has reverted

to a floating exchange rate, but inflation has nexeé at moderate levels (Figure 1).
Figure 1. Annual inflation rates (log difference of end-year CPI)
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Source: based on Instituto Nacional de Estadisticas y Censos (INDEC), Argentina.

This monetary evolution is paralleled by the fiseablution (Figure 2). The public
sector initially had a large budget deficit, andarted to inflationary finance because it was
cut off from credit. Afterwards, the public seciwas able to reduce the budget deficit and
recover access to credit. Finally, after the natiand provincial governments lost access
to credit and defaulted in 2001, fiscal accountatwato an unprecedented surplus.



Figure 2. Consolidated budget deficit of national and provincial governments
(as a percentage of GDP)
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Source: based on budget accounts, accrual basis, from Ministerio de Economia (2004) and web site.

The post-Convertibility period is peculiar in thalike previous episodes of fiscal
crises and very high devaluations, the economyndtdeturn to a regime of high inflation.
Initially, this was helped by the quantitative regions on bank withdrawalscgrralito,
corraldén). The public sector also managed to keep thelfesm@ounts in order, thanks to the
relief provided by default, the important tax inases instituted in 2001 and 2002 through
taxes on checks and on agricultural exports, aadabt that pensions, which have a very
large share in national expenditure, were not aeguwith inflation.

The change in fiscal situation is patent when awkd at the deficit of the public
sector at the national and provincial levels. Thoggme provinces had displayed sound
fiscal management, the aggregate of provinces sl fdeficits from 1985 to 2002.
Moreover, financing requirements kept on mountimgniany provinces until the situation
collapsed at the end of 2001, leading to partiatodal default in almost all provinces.
However, from 2002 on the fiscal position of theynces improved. Provincial accounts
recovered due to a surge in receipts, followingitlveeasing trend of national income and
inflation, which went hand in hand with a retardetjustment of expenditure. However,

since taxes on checks and agricultural exports weteshared with provinces, Figure 3



shows that the increase in the primary surplushefriational government was especially
strong, giving it leverage to control and put preial finances in order.

Figure 3. Primary balance of national and provincial governments
(as a percentage of GDP)
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Source: based on budget accounts, accrual basis, from Ministerio de Economia (2004) and web site.

In relation to the evolution of credit, when thevgmment nationalized the foreign
debt of private firms in 1981/82, the debt crisenslated into a huge fiscal crisis. During
the 1980s no lasting solution was found to the 1@8# crisis and Argentina remained cut
off from foreign capital markets. Domestic capmahrkets were highly regulated and the
banking system was financially repressed, with tiegaeal rates of interest. Banks were
mostly used to keep savings in dollars in the baskifety vaults, while there was only a
limited use of current accounts and time depositis short maturities.

In the 1990s, pro-market reforms fostered the agrakent of domestic financial
and capital markets. Corporate bondsligaciones negociablesr ON), which had legally
existed since 1988, started to become importaatfasncing vehicle after the government
instituted tax changes in 1991. There was an operfithe country to international capital
flows after the restructuring of the governmentsefgn bank debt was completed in 1993,

leading to a large issue of the so-called Bradydison



Credit came to an abrupt stop in March 2001. Aesdlproblem was the difficulty
of the national and provincial governments to smrviheir debt, after several years of
sluggish growth, with rising interest payments daling tax revenues since 1998. The
corporate sector was also highly indebted, so #Hieevof both government and corporate
bonds plunged sharply after March 2001, and wdsvield by widespread default. By mid-
2005, the national government was able to rendgotta debt. Most of the provincial
governments and corporate debtors had also stepped default by the end of 2005.

In what follows, we briefly review the behavior dbmestic bank loans, before
analyzing the evolution of the stock of bonds issiny the national government, the
provincial governments, the central bank and thpaate sector. We then look at pension
funds, the most important institutional investoFénally, we describe the evolution of

secondary bond markets.

Il. Domestic bank loans

The domestic financial sector has been particulaffected by the macroeconomic
evolution of Argentina. In the 1980s, the procekforeasing inflation that ended in the
1989/90 hyperinflations practically reduced to moghthe monetization of the economy,
and the size of the financial sector. The pricbibta brought about with the Convertibility
Plan launched in 1991 eventually lead to monetipakevels not reached since the 1950s,
and the financial sector experienced a great boom.

These domestic developments went hand in hand with opening up of
international capital markets that had been clasece the 1982 debt crisis. However, new
foreign credit during the 1990s predominantly tdlb& form of bond finance, not of bank
finance as in the past.

The recession that started in 1998 became a deegebf economic activity after
March 2001, making the financial system face mar@ more non-performing debt from
the private sector, at the same time that the puddctor was cut off from international
credit and resorted increasingly to the financiabources most at hand. With the
widespread default of the public and private sectar2002, the financial system went
completely broke. However, the government actiangdfuse the effects of the financial



crisis, together with the strong economic uptuntei2002, have slowly lead the financial

sector to recover.

A. Loans to the private sector

Most of the 1980s was characterized by a systedire€ted credit, where the central bank
forced the financial system to hold high reservgumements that it channeled though
rediscounts to national and provincial public bariRablic banks gave loans to specified
productive activities, or mortgages at subsidizgdg. This system collapsed with the 1989
hyperinflation.

Gradually, some of the most important public banlese closed because of gross
mismanagement, for example the Banco Nacional dmaibalo, the national development
bank that had been used to subsidize investmefeagbsowith disastrous financial results.
Others reduced their scale and were privatized,ek@mple the Banco Hipotecario and
most provincial banks. However, the two largestliguianks, namely Banco de la Nacién
Argentina and Banco de la Provincia de Buenos Airemained untouched and keep

operating until today (both concentrated 21 % efctedit to the private sector in 2005).

The stability brought about by Convertibility withe pegging of the exchange rate,
together with financial liberalization, allowed tfieancial sector to develop quickly and
the coefficients of monetization to recover frone tiecord low of 1990. Except for a brief
interruption during 1995, with the Mexican crisdgposits and loans grew constantly
during this period. The average stock of bank laaashed a peak of 27% of GDP between

1998 and 1999. At that moment, loans to the prisatdor represented 86 % of total loans.

As Figure 4 shows, between 1999 and 2004, loanghéo private sector fall
continuously as a percentage of GDP, practicaliynkimg to one third of their former size.
Unlike smaller firms, larger firms at first had tbetion of financing themselves at lower
rates through the placement of corporate bonds,tlaadise of credit lines from foreign
banks. The fall of bank loans to the private seetarelerated with the system-wide crisis

started in 2001 and the devaluation of the peso.



Figure 4. Bank loans (as a percentage of GDP)
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Source: based on average of end-of-month stocks from January to December, Banco Central de la Republica Argentina.

The precipitous fall has several explanations.tFibe net cancellation of debt that
was encouraged by banks when they started to exjeriliquidity problems that
eventually lead to a generalized bank run. Sectral strong growth of non-performing
debt, which started to be written off in recent rgedrurthermore, some of the debtors
voluntarily cancelled their loans, taking advantagjethe possibilities provided by the
government in 2001 to firms with delinquent loariscanceling debt at the face value of
public bonds, a very attractive option since tmgplied a large discount. The cost was
imposed on banks, which were obliged to receivelignt government debt that later went
into default instead of (potentially insolvent) yate sector debt. In 2002, this option was
extended to all debtors with the use of reprograchaeposits (Cedros, that could also be
bought at a discount). In this case, the subsidy pvavided by the depositors that decided
to get rid of their Cedros at a large discount.no#o firms dropped more strongly than
loans to families. In early 2002, loans to the @tévsector were pesified at an exchange rate
of 1 to 1. On the other hand, loans to the puldciar, as well as government bonds held
by banks, were pesified at an exchange rate opdsds for dollar, as were dollar deposits.
That implies that domestically indebted privatenfirexperienced the greatest deal of debt

relief with pesification.



After the reduction of the debt burden with pesifion (75 % of domestic loans
were denominated in foreign currency), in the gostwvertibility years the private sector
did not rely much on bank loans. Loans only stattedecover later. Between 2004 and
2005, the average loans to the private sector gte82 % annual rates, in nominal terms,
though the starting point was very low. The redghiment of the supply of loans reflected
the gradual improvement in the liquidity, solverand profitability of the financial system.
Despite these improvements, the financial systed &@uctural problems, like the
scarceness of long-term financing (80% of deposise at most 30-day deposits), the
absence of an indexing mechanism that cold limgeutainty, and the increased risk after
the generalized breach of contracts in 2002.

B. Loans to the public sector

At the same time that loans to the private sedimtesd to fall in the late 1990s, with the
deterioration of public accounts the public sediarted to demand more funds, to which
were added the problems of placing government bam@901 (though the public sector
might have been crowding out the private sectorjght of economic slowdown many

banks wanted to reduce their exposition to prifiates anyways).

Especially important in the late 1990s was the g@nowf loans to the provincial
government sector, which in certain moments explanore than 70% of the credit to the
public sector. These loans were favored by a fipeat reached by Minister of Economy
Cavallo with the provinces in 1992 to approve #nereforms in Congress. In exchange for
this agreement, the provinces were assured a revigmar of 725 million pesos a month
(this floor was raised to 740 million in 1994, juimg to 1,350 million pesos in 2000, and
1,364 million pesos in 2001, levels which amid teeession and fall in tax revenues
became impossible for the national government toptp with). On the other hand, the
national government never tapped the financialesgsiuch during the 1990s, and bank
loans never exceeded 2 or 3% of national debt.

Loans to the provinces amounted on average to 2% (5 billion pesos) in

1994, as shown in Figure 5. One can also infer ithdhe early 1990s most outstanding



loans to the public sector corresponded to prownBank loans to provincial governments
as a share of GDP remained constant between 1801988, but from then until 2001 they

doubled. In 2001, 90% of bank loans to provincegevdenominated in foreign currency.

Figure 5. Loans to provinces and total public sector (as a percentage of GDP)
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Note: based on average of end-of-month stocks from January to December, Banco Central de la Republica Argentina.

After November 2001, loans to the public sectorwgrdue to the distortions
introduced by the government, with the asymmetmsification and the compulsory
transformation of bank assets. In 2002, bank delst fivst pesified at a rate of 1.4 pesos for
dollar, as mentioned above. As to the compuls@ysiormation of assets, the government
bonds held by banks were transformed into Guardnt®ans (Préstamos Garantizados).
Inversely, old loans to the public sector, basjcatlade up of loans to provinces, were
exchanged for a new bond, the Bogar. Both are thestin more detail in the sections on
national and provincial government debt. Though ek statistics are obscured by all
these transformations, it is important to emphatha¢ there have been no new bank loans

to the public sector since 2002.



[ll. National government bonds

The Ministerio de Economia, the ministry of econcerf the national government, has an
official series with a detailed breakdown of theckt of bonds issued by the national
government since 1994. However, there are moreeggtg figures since 1992. Table 1
shows the evolution of the stock of bonds as agmtage of GDP.

Table 1. Stock of national government bonds (as a percentage of GDP)

Domestic bonds Foreign bonds Total
(debt issued using domestic law) (debt issued under foreign law) national
Foreign Domestic currency Total_ Foreign Domestic currency Tot'al bgoor:/(;.s
currency domestic Currency foreign
Nominal Indexed bonds Nominal Indexed bonds
Short Long Short Long Prices  Overnight Short Long Prices Overnight
term term term term Short Long In:(;{:st Term Term In:(;{:st
term term

1992 n.a. na. na. na 0 0 0 7.3 0 03 0 0 0 0.3 7.7
1993 n.a. na. na. na 0 0 0 8.8 0 117 0 0 0 117 20.5
1994 0 5.2 0 27 0 0 0 7.9 0 117 0 0 0 117 19.6
1995 0 6.5 0 23 0 0 0 8.8 0 137 0 0 0 137 22.5
1996 0 59 03 26 0 0 0 8.8 0 16.3 0.1 0 0 164 25.2
1997 06 58 04 24 0 0 0 9.2 0 15.6 0.4 0 0 16.0 25.2
1998 11 53 0 23 0 0 0 8.7 0 18.2 0.3 0 0 185 27.2
1999 15 6.7 0 19 0 0 0 10.1 0 213 0.3 0 0 216 31.7
2000 1.8 86 0 12 0 0 0 11.6 0 226 0.3 0 0 229 345
2001 25 32 0 03 0 0 0 6.0 0 16.7 0.3 0 0 17.0 23.0
2002 0 138 0 038 0 133 0 27.8 0 52.0 0 0 0 520 79.8
2003 0 10.2 0 06 0 16.4 0 27.2 0 49.9 0 0 0 499 77.1
2004 0 9.2 0 038 0 14.0 0 23.9 0 39.0 0 0 0 390 62.9
2005 0 96 09 0.2 0 25.9 0 36.6 0 101 0 0 0 101 46.7

Note: based on Ministerio de Economia, Argentina. Stocks refer to year-end figures. Short term is maturity up to one year,
long term more than one year; n.a. is not available. Data for period 1985-1992 is not available.

The statistics of debt compiled by the Secretaréa Financiamiento of the
Ministerio de Economia are based on a cash cnitedebt is registered when the bond is
given to the creditor, not when the liability isngeated. This difference is important in
understanding the evolution of debt in Argentin@cs each round of macroeconomic
turmoll in the last two decades has lead to a pilgfuunpaid liabilities that only show up in
official statistics several years later, when tbgegnment normalizes the financial situation
(Lopez Isnardi and Dal Din 1998). The flow measunéshe budget deficit, which are
measured both on a cash and an accrual basis,tdegister and reflect these skeletons in

the closet either.
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Besides the information on outstanding bonds, mbsthich went into default at
the end of 2001, we present in Table 2 a detaiooids in arrears, holdouts, and guaranteed
loans (which were originally issued as bonds) tbageomprehensive picture of the whole

scene.

Table 2. Adjusted stock of national government bonds (as a percentage of GDP)

Total national Arrears Holdouts Guaranteed Loans Total
govt. bonds on bond principal (domestic and (domestic law) 1/ bond-related
(dom_estic and foreign law) Foreign Domestic currency debt
foreign law) currency i
Nominal Indexed
2000 34.5 0 0 0 0 0 345
2001 23.0 0.0 0.0 15.7 0 0 38.7
2002 79.8 8.4 0.0 0.0 0.3 24.5 113.0
2003 77.1 12.6 0.0 0.0 0.2 10.7 100.7
2004 62.9 18.1 0.0 0.0 0.2 9.6 90.8
2005 46.7 0.0 9.9 0.0 0.1 8.1 65.1

Notes: 1/ Guaranteed loans were in US dollars until the end of 2001; thereafter they were pesified.

Tables 3 and 4 present the information of Tablaad 2 in millions of dollars.

Table 3. Stock of national government bonds (in millions of dollars)

Domestic bonds Foreign bonds Total
(debt issued using domestic law) (debt issued under foreign law) national
Foreign Domestic currency Total _ Foreign Domestic currency Tot_al t?oor:ﬁ's
currency domestic  Currency foreign
Nominal Indexed bonds Nominal Indexed bonds
Short Long Short Long Prices  Overnight Short Long Prices Overnight
term term term term Short Long In:?el[gst Term Term In:gzzst
term term
1992 na. na. na. na. 0 0 0 16,434 0 750 0 0 0 750 17,184
1993 na. na. na. na. 0 0 0 20,705 0 27,696 0 0 0 27,696 48,401
1994 013,485 06,878 0 0 0 20,363 0 30,213 0 0 0 30,213 50,576
1995 016,893 05,882 0 0 0 22,775 0 35,396 0 0 0 35,396 58,171
1996 016,062 8597,059 0 0 0 23,980 0 44,294 250 0 0 44,544 68,524
1997 1,76216,9391,2756,975 0 0 0 26,950 0 45,661 1,250 0 0 46,911 73,861
1998 3,29515,850 06,800 0 0 0 25,945 0 54,372 1,000 0 0 55,372 81,317
1999 4,17418,938 05,407 0 0 0 28,519 0 60,360 983 0 0 61,343 89,862
2000 5,10824,474 03,482 0 0 0 33,065 0 64,165 928 0 0 65,092 98,157
2001 6,746 8,551 0 810 0 0 0 16,108 0 44,967 694 0 0 45,661 61,769
2002 012,642 0 729 0 12,194 0 25,566 0 47,768 0 0 0 47,768 73,334
2003 013,105 0 808 0 21,172 0 35,086 0 64,240 6 0 0 64,246 99,332
2004 013,762 01,149 0 21,004 0 35,914 0 58,649 6 0 0 58,655 94,569
2005 016,8411,555 353 0 45,277 0 64,025 0 17,695 0 0 0 17,695 81,720

Note: our construction, based on Ministerio de Economia, Argentina. Stocks refer to year-end figures. Short term is maturity
up to one year, long term more than one year; n.a. is not available. Data for period 1985-1992 is not available.
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Table 4. Adjusted stock of national government bonds (in millions of dollars)

Total national Arrears Holdouts Guaranteed Loans Total
govt. bonds on bond principal (domestic and (domestic law) 1/ bond-related
(dom_estlc and foreign law) Foreign Domestic currency debt
foreign law) currenc
y Nominal Indexed
2000 98,157 0 0 0 0 0 98,157
2001 61,769 0 0 42,258 0 0 104,027
2002 73,334 7,715 0 0 252 22,545 103,845
2003 99,332 16,292 0 0 288 13,813 129,724
2004 94,569 27,179 0 0 279 14,367 136,393
2005 81,720 0 17,966 0 192 14,075 113,953

Notes: 1/ Guaranteed loans were in US dollars until the end of 2001; thereafter they were pesified.

A. Domestic bonds

Bonds had a low participation in national governmeebt during the 1980s, hovering
between 5 and 8% of the total, with a decliningdearcy, and amounted to only 3 billion
US dollars in 1988 (Melconian and Santangelo 1989&)mestic bonds did not go into
default during this period. In contrast, there we@ bond placements abroad, since
international capital markets were closed to thentry.

Though domestic debt was not an important sourcénahce during this period,
sizeable liabilities not recognized at that timereavgjenerated. These liabilities, plus
unconsolidated debt, were explicitly registeredirtythe next decade and cancelled with
government bonds.

First, as a consequence of the crisis of the firghsgstem in early 1990, the Bonex
Plan was launched. The crisis originated in theated quasi-fiscal deficit that had piled
up at the Central Bank. The banks had to immobiiggosits depdsitos indisponiblggo
sterilize monetary expansion generated by local raattbnal government as well as state
owned enterprises. These funds received a martexest rate and represented 50% of all
deposits. There was no fiscal stabilization, statitn started to rise, and so did interest
rates.

At the end of 1989, the government decreed an exgehaf these immobilized
deposits for ten-year government bonds in doltiwes Bonex 89 (Bonos Externos 1989). In
turn, the banks gave depositors these bonds ire gatheir time deposits (sight deposits
were not affected), and it was mandatory for deposito accept them. The Bonex 89 were
also used in exchange of other government debtumsints. There was an issue of 4.5

12



billion dollars, about 8 % of GDP at the time. TBenex 89 was a very familiar domestic
debt bond, because despite its compulsory origimenait started to be quoted in stock
exchanges it quickly recovered par value and daetvices were paid in full.

Though only a small proportion of the population swaffected, because
monetization was extremely low and deposits ofpttieate sector were a mere 4 % of GDP
in 1990, the compulsive exchange shook the weadt truthe financial system and may
have affected the speed of remonetization onceettenomy stabilized. Though the
deposits of the private sector recovered to 25%I[0P in the best period of Convertibility,
this was still low by Argentina’s standards of tt@40s and early 1950s. The fear of new
measures with bank deposits materialized during2®@l crisis. By 2005, the ratio of
private deposits to GDP grew to around 15 %.

In a parallel fashion to the Bonex 89, the govemimgsued bonds to consolidate
previous liabilities: the Bocones (Bonos de Comaalion) Previsionales, after the courts
ruled against the government in lawsuit after lawmsecause pensions had been paid below
what the law mandated; and the Bocones Proveedoeesuse of unpaid debt with state
suppliers. By Law 23.982 of 1991, the governmens waile to consolidate the obligations
that were due before April of that year, when tleneertibility Plan was launched. As the
1990s progressed, up to the present day, sevenaboad series of Bocones have been
issued (including such things as reparation tofdinglies of missing people in the 1970s).
Their common characteristic is that they capitaii#terests for a certain period of time,
before they start to gradually repay principal. Baeones were issued both in dollars and
in pesos.

Most of the domestic bonds issued during the fiestrs of Convertibility was this
compulsory or consolidated debt. As mentioned abov@able 1 this debt is registered
according to the cash methodology followed by tHeial statistics of the Ministerio de
Economia, that is, they are registered the montettthe bond is issued and given to the
creditor. In the study by Lépez Isnardi and Dal Qi998), they show that a great deal of
the growth of debt in the 1990s was in fact ex@diby the recognition of debt generated
in previous periods.

In the mid-1990s, there were also important dorodxind issues, both in pesos and
in dollars. The Letes (Letras del Tesoro) wereadsas short-term instruments, the Bontes

13



(Bonos del Tesoro) had longer maturities. The doimekebt in government bonds also
grew marginally due to the recognition of new lldigs, reaching a total of 33 billion US
dollars, 12% of GDP, at the end of 2000.

B. The Brady Plan and foreign bonds

In the late 1970s, most international Argentineeagament debt was in the form of loans
from foreign banks. These loans became non-perfagyrafter the Malvinas/Falklands war,
kicking off the debt crisis of the 1980s.

During the following years, there was a slow andgtby process to try to
restructure this debt with commercial banks. Timaricial programs that were negotiated
implied major financial support from internatiorfalancial organizations, which strongly
increased their exposure to Argentina during tleisgal, while commercial banks reduced
their participation. However, in 1988 Argentina wemto complete default with
commercial banks. The IMF cut its support that sgeee, the World Bank in early 1989.

After the stabilization brought about by the Coniaglity Plan in 1991, the country
advanced in the normalization of its internatiodabt, completing the process with the
implementation of the Brady Plan in 1993. Under Brady Plan, government liabilities
with foreign banks that were in default were refioed through guaranteed bonds. In all,
25.5 billion US dollars were issued in three typésonds. The agreement included an
extension of maturities, a reduction of interes¢saand a reduction of the principal in the
case of the Discount Bonds. The first two bonds,Rar and Discount Bonds, had a thirty-
year maturity. The principal payments, as well ag gear of interest payments, were
secured with zero coupon bonds from the US TreaJumy funds to secure these payments
were basically provided by international finanaafjanizations. Interest rate arrears were
cancelled with a third bond, the FRB. This floatirege bond was issued with a lower
maturity and with partial redemptions. In the faliog years, it became a reference point to
gauge the risk of Argentine bonds because of gk harket liquidity.

The settlement with commercial banks reached thrdahg Brady Plan changed the
profile of Argentine debt, marking an inflexion pai From that point on, most of the debt
switched from bank loans, concentrated in the hafda few creditors, to government
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bonds, held by many dispersed investors. Betwe®2 Ehd 1993, government debt in
bonds went up from 7.7% to more than 20 % of GDi®tl@ other hand, this inaugurated a
strong comeback to international capital marketshieygovernment, which opened the way
to the private sector.

After the agreement, the government centered itscsoof financing in capital
markets. The good internal and external conditidhat encouraged capital flows
contributed to this, as well as the need to finatiee fiscal deficits. Though the fiscal
deficit was at a record low in comparison to theadkes of 1960, 70 and 80, it was still
positive. This was in part because of reform ofgp@m system, by which country partially
switched in 1994 from a pay-as-you go pension gydte a capitalization system. These
changes lead to an increase of the registered fiefizit after 1994. That is, the reduction
of future government liabilities from the pay-asdygo pension system were not registered
either in the budget deficit measured on a caslsbasr for that matter in the budget
deficit measured on an accrual basis. Howevergdine pay-as-you go pension system has
an “implicit bond” that pays its debt services wittxes, just like regular government debt,
the reduction of this “implicit bond” had the sawteracteristics as an increase in the fiscal
surplus.

The debt instruments issued in international marketcame more sophisticated
with time. Eurobonds were issued in different cacies, markets and legislations. Several
series of Global Bonds were also issued. In thee1890s, some debt was redeemed before
maturity, and there were some voluntary exchandekelot with the aim of improving the
profile of debt services. A voluntary exchange ssially done with the net present value
(NPV) of the old bond being equal to the new bofaus, in terms of NPV debt does not
change, but in nominal terms it increases sigmfigabecause most exchanges try to
increase duration; in addition, the yield curveusially upward sloping. By the end of
2000, bond debt under foreign legislation reachHe8ibion US dollars, 23% of GDP.

C. The 2001 debt crisis

At the end of 2000, Argentina started to encouségious financial problems. Though there
had been a failed hint of recovery during the sdceemester of 1999, the economy had
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failed to recover from the recession started in8198 December 2000, a rescue package
(blindaje) of sovereign debt was signed, basically an agea¢mvith international financial
organizations that provided cheaper funds to refteadebt amortizations, precluding a
possible debt default.

This financial “armoring” was not enough, so indr2001 the so-called Mega-
exchange (Megacanje) was implemented. This exchamagestill carried out under market
conditions: 46 types of sovereign bonds, with & faalue of around 30 billion US dollars,
were exchanged for 6 different types of bonds, tpdst foreign currency. The Mega-
exchange sought to reduce the financial needseofjtivernment over the next five years,
capitalizing interests and extending the maturftgebt.

From the point of view of the fiscal intertempobaldget constraint, the fiscal crisis
perhaps had more to do with the failed handling etidden stop, than with the problem of
debt overhang. Though in terms of present valuaéte did not rise, since short term debt
was being exchanged for long-term debt, and therast rates Argentina faced shot up to
very high levels, nominal debt increased signifigarwithout any actual financing of
public sector expenditure, raising the debt to GBib. Even if the present value of debt
did not rise, at the interest rates of Mega-excharige present value of government tax
collection shrunk precipitously. Hence, what at éowates might have been a sustainable
debt level, became at these new rates impossibteéayovernment to continue servicing.

Given that this exchange was not successful, byeNdser a new exchange was
launched to provide debt relief. In the Novembe®@2@xchange, sovereign bonds were
converted into Préstamos Garantizados, guaranteed.| The objective was to reduce the
liquidity of sovereign bonds, since these instruteerould not be negotiated in capital
markets. Each bond exchanged at par value for eagieged loan extended its maturity
three years, and the bondholders could choose betadixed and a variable rate, lower
than the original rates. The currency was a funcid the original bond. This new
exchange determined a reduction in the presenevaldebt. Eligible bonds had a residual
face value of 64.4 billion US dollars, of which 4billion were converted, over 40 % of
sovereign bonds. This conversion of sovereign bantds guaranteed loans explains the
strong drop in the stock of bonds between the @n@d060 and 2001. This amount is
presented in a separate column in Table 2. A gieat of the investors that accepted to
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receive guaranteed loan were the great domestidhadaters, basically banks and pension
funds, who believed that by entering into this exae they could help mitigate the critical
situation the economy and the government facelea¢mnd of that year.

By that point in time, Argentina had no accessnternational capital markets. By
then the IMF had also stopped to fund Argentinag doi the non-compliance of the
conditions of the agreement. The crisis finally leded in the financial system, when
capital flight accelerated, and the government isegorestrictions to withdraw funds from
banks, the so-callecbrralito, at the beginning of December 2001. Default wasitable.
On December 24, 2001, the Argentine Governmentadet!idefault on the great majority
of public debt, basically that part comprising sagn bonds. On the other hand, debt
obligations with international financial organizats continued to be serviced.

In February 2002, after leaving Convertibility amdevaluing the peso, the
government decreed the pesification of debt. Byt ttecree, all bonds issued under
domestic legislation and all guaranteed loans veere/erted to pesos at a parity of 1.4
pesos per dollar. Pesified debt was indexed by Gbeficiente de Estabilizacion de
Referencia (CER), an index that reflected CPI tidlg plus a 2% spread. The holders of
guaranteed loans were recognized a higher reakestteate, which varied between 3 and
5% according to the maturity of the original bond.

It is worthy of notice that, even though domestmds that had been pesified were
still in default, the holders of guaranteed loahat texplicitly accepted the pesification
received interest payments in a timely manner. §beernment gave the holders of
guaranteed loans the explicit option of accepting pesification under the conditions
imposed, or returning to the original bond holdingss a consequence, debt for
approximately 13 billion US dollars reverted backhe original bonds in foreign currency,
implying an increase in the stock of registereckifgm bond debt between the end of 2002
and 2003.

This was not the only reason why the stock of seigerbonds that appears in Table
1 started to climb, despite the debt reduction phedification had implied. Though the
government was in default, domestic sovereign batdged to be issued to compensate
the financial system and the depositors for thenme transfers that had arisen from the
pesification of deposits and loans, more than 1obiUS dollars were issued for these
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reasons as shown in Table 5. The new bonds isseesl the Boden (Bonos del Gobierno
Nacional) in pesos and in dollars. The Boden wése ssued to compensate the 13 %
reduction in government salaries and pensionsezhout in 2001, and to retire provincial
monies from circulation. All bonds issued in pesdier 2002 were indexed to the CER

index.

Table 5. Issue of Boden since 2002 (in millions of dollars)

Nominal value Value as of
issued 31/Dec/05

Compensation to financial system 1/ 8,809 7,578
- in pesos 1,181 857
- in dollars 7,629 6,721
Compensation to depositors 6,479 5,625
- in pesos 115 75
- in dollars 6,364 5,550
Rescue of provincial quasi-monies
- in pesos 2,114 1,949
Compensation to public employees and pensioners 2/
- in pesos 874 651
Total 2002-2004 18,276 15,802
- in pesos 4,283 3,531
- in dollars 13,992 12,271
Later issues 3/ 5,324 5,391
- in pesos 2,446 2,808
- in dollars 2,878 2,583
Total issue 23,600 21,193
- in pesos 6,730 6,339
- in dollars 16,870 14,854

Notes: 1/ Compensation for asymmetric pesification and indexation (including coverage for pesification of foreign currency
loans tied to international credit lines); 2/ Restitution of 13% nominal cut in pensions and salaries of public employees;
3/ Direct placements, as well as some market issue and exchanges for Letes.

There were also new series of Bocones that corditoide issued after default to
consolidate debts with pensioners and state supplldnis post-default debt (Boden, new
Bocones and Préstamos Garantizados) has been semgiged.

Due to the diverse agreements with the provinc@alegnments to alleviate the
financial difficulties faced by the provinces, thational government took over a great deal
of their debt, both bank loans and provincial bonidss debt was consolidated through a
16-year bond called Bogar, indexed to the CER indé&ough the Ministerio de Economia

classifies this as indirect debt under the headinguaranteed debtiéuda garantizada
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we include this bond as a national government borichble 1. Its value at present adds up
to 10 billion US dollars, around 6% of GDP, and hesy great liquidity.

Besides this, foreign legislation bonds, almostiraltefault, tripled their value in
terms of GDP as a consequence of the devaluatitieegieso and the consequent increase
of the real exchange rate. The principal arrearbard debt are presented separately, since
there is no disaggregate information on the contiposof this debt according to domestic

or foreign legislation, or to currency.

D. Debt renegotiation

The recent exchange and restructuring of Argergowereign debt is one of the most well
reviewed events, so we will be brief. The final lexicge offer was launched in January
2005 and lasted until March. The sovereign bondghbé for exchange represented 81.8
billion US dollars, including interest arrears uridlecember 2001. Three types of bonds
were issued: Par, Discount and Quasi-par, thedast specially designed for domestic
pension funds. All these bonds additionally incldid®mupons indexed to GDP growth, a
new negotiable debt instrument, and were issuddun currencies (pesos, dollars, euros
and yens) under four different legislations. Theddunt Bond had a 66% reduction of
nominal value, the Quasi-par Bond a reduction @63a8nd the Par Bond was issued at the
same face value, but with lower interest coupomg feduction in net present value of the
exchanged debt was around 70%.

The exchange had an acceptance rate of 76%. Ttensmit was made in June
2005. New bonds were issued for a total amounbdi Billion US dollars, 15 billion in Par
Bonds, almost 12 billion in Discount Bonds, and Bifion in Quasi-par bonds. 46% of
that debt is nominated in pesos, and is underdigtion of domestic law.

The holdouts, which include eligible debt not preed to the exchange, represented
18 billion US dollars in December 2005. We are oonsidering it in the total stock of
bonds in Table 1, putting it instead in a sepacalemn in Table 2. This debt is mostly
comprised of Eurobonds and Global Bonds in the &awoidforeign bondholders that

decided not to participate in the debt exchangtdée bondholders are treated according
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to the pari passu clause, they should at leastveetiee same offer as holders of Discount
Bonds, i.e., they should be paid around 6.1 billitBdollars (34% of original debt).

IV. Provincial government bonds

Historically, many provinces resorted to their ofil provincial banks for loans. These
provincial banks had counted with support from ttentral bank (BCRA) through

rediscounts. However, this changed when the Bamoweiritia de Buenos Aires almost
closed in January 1990, when the BCRA excludedoinfthe Clearing House (Camara
Compensadora). The Banco Provincia was able tdhraaout-of-court agreement with its
creditors to restructure its debt. While this lapgiblic bank restructured, during the 1990s

many of the smaller provincial banks were privalize

Table 6. Stock of provincial government debt (as a percentage of GDP)

Bonds Total FFDP National International Banks Other Total
Domestic Foreign Bonds government org. debt debt
Bonds Bonds

1995 n.a. n.a. 0.4 n.a. n.a. n.a. n.a. n.a. n.a.
1996 n.a. n.a. 0.9 0 0.8 0.7 2.3 0.4 5.1
1997 n.a. n.a. 1.3 0 0.1 0.8 15 0.3 4.0
1998 n.a. n.a. 1.3 0 0.1 1.0 1.8 0.2 4.4
1999 n.a. n.a. 1.7 0 0.1 1.3 2.3 0.4 5.8
2000 n.a. n.a. 2.4 0.5 0.1 0.9 2.7 0.8 7.4
2001 n.a. n.a. 4.4 1.1 0.1 1.2 3.5 0.9 11.2
2002 n.a. n.a. 6.3 11.2 0.1 3.4 0.5 0.4 21.9
2003 n.a. n.a. 3.8 10.2 1.5 2.5 0.4 0.4 18.8
2004 n.a. n.a. 3.3 9.2 1.5 2.2 0.3 0.4 16.8
2005 (p) n.a. n.a. 2.6 8.1 1.3 1.7 0.2 0.3 14.2

Note: based on Ministerio de Economia, Argentina, and IEERAL for 1995. n.a. is not available. Data for period 1985-1994 is
not available.

Table 7. Stock of provincial government debt (in millions of dollars)

Bonds Total FFDP National International Banks Other Total
Domestic Foreign Bonds government org. debt debt
Bonds Bonds

1995 n.a. n.a. 1,124 n.a. n.a. n.a. n.a. n.a. n.a.
1996 n.a. n.a. 2,532 0 2,122 1,920 6,276 1,072 13,921
1997 n.a. n.a. 3,909 0 389 2,296 4,469 739 11,802
1998 n.a. n.a. 3,826 0 233 3,071 5,315 719 13,164
1999 n.a. n.a. 4,911 0 236 3,737 6,459 1,223 16,565
2000 n.a. n.a. 6,859 1,363 151 2,647 7,563 2,409 20,992
2001 n.a. n.a. 11,894 2,882 144 3,202 9,460 2,485 30,067
2002 n.a. n.a. 5,766 10,301 137 3,092 463 398 20,156
2003 n.a. n.a. 4,842 13,157 1,989 3,262 464 455 24,169
2004 n.a. n.a. 4,986 13,865 2,245 3,257 378 527 25,258
2005 (p) n.a. n.a. 4,708 14,890 2,349 3,183 381 552 26,064

Note: based on Ministerio de Economia, Argentina, and IEERAL for 1995. n.a. is not available. Data for period 1985-1994 is
not available.
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There are no official consolidated registers ofltgirovincial debt before 1996.
That year, a national decree made it mandatorypfovincial governments to report their
internal and external debt. Tables 6 and 7 showetl@ution of provincial debt as a
percentage of GDP and in millions of dollafé/e not only include the evolution of bonds,
but also of other debt to get a better picturéhefwhole situation, because part of this other
debt was restructured and transformed into bortés 2001.

According to the information of the Ministerio dedhomia, at the end of 1996 the
total stock of provincial debt amounted to 13.9idml pesos (5.1% of GDP), of which 2.5
billion (0.9% of GDP) were bonds. In the early 199@rovinces relied mostly on the
financial sector loans. While loans represented 4§%otal debt in 1996, bonds only
represented 18%.

In June 2005, total provincial debt represente@%4of GDP, after having reached
a peak of 21.9% of GDP in 2002. The reduction ditde a percentage of GDP since 2002
is due in part to the fall of the real exchange rathich reduced the weight of external
debt, including bonds under foreign legislationttitauld not be pesified. Another

important factor was the change in the fiscal situa

A. Bonds under domestic legislation

A program to convert provincial government debt wastrumented in November 2001,
due to the financial restrictions most provincidiranistrations were suffering. The only
source of financing for provinces was the natiagg@alernment through a special fund, the
FFDP (Fondo Fiduciario para el Desarrollo Provihgibecause the financial system and
capital markets had been closed to them since é¢he lyefore. The goal of the conversion
was to diminish the financial cost and extend thatumties of debt services. The
conversion comprehended mainly domestic bonds ammk kdebt. The process was
interrupted in December due to the national econocamd political crisis that exploded

then; most provinces also went into default. In &lober 2001 values, eligible debt

! We are not able to make a breakdown of the ewmiutf provincial government bonds according to tzfw
issue, since that would require a detailed databagrovincial bonds. However, at the end of 20bére
were about 4.3 billion US dollars in bonds issuedar foreign law, so that would imply around 7.8idm
US dollars in bonds issued under domestic law.
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amounted to 15.8 billion dollars, of which 92% wasminated in dollars and 50 % were
bank loans.

The national decrees that pesified the debt ofphlelic sector at the national,
provincial and municipal levels at the beginning2002, after the declaration of public
emergency, affected provincial government debtalads, which was pesified at a rate of
1.40 pesos per dollar, and indexed to inflatioodlgh the CER index.

To handle the accumulated stock of provincial debfiugust 2002 a new process
of debt conversion was launched through which lgkgiprovincial debt, i.e., provincial
bonds under national legislation and bank loansldcbe voluntarily exchanged for a new
national government bond. The conversion was ghem ® bonds under foreign legislation
that were in the hands of domestic investors vgllia accept the exchange. The new bond,
denominated Bogar (Bono Garantizado), was a 164yead in pesos indexed to CER plus
a 2% annual interest rate. The Bogar carried aaguiae from tax coparticipation, the share
of national tax collection that corresponds to pmogs. Up to 15% of national tax
coparticipation received by each province couldibed to service the Bogar.

The national government launched this programrwdrfcial assistance through the
FFDP subject to conditionality, the so-called Pamga de Financiamiento Ordenado. Since
2002, this has been the only source of financero¥ipces. As a consequence of the
conversion of provincial debt, in nominal terms@L8illion pesos in Bogar were issued.
The recipients were basically the financial systgmension funds and some private
investors. As Table 8 shows, the Province of Bugkioss concentrated almost 40 % of the

restructured debt.

Table 8. Amount issued of Bogar (in nominal value)

Provinces Millions of pesos % of total
Buenos Aires 7,397 38
Cordoba 2,337 12
Chaco 1,101 6
Formosa 995 5
Entre Rios 916 5
Other provinces 6,816 35
Total 19,562 100

Note: based on Ministerio de Economia, Argentina.
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In June 2005, 75% of total provincial debt (10.7265®P) was constituted by debt
with the FFDP and bonds. The FFDP became respensibkervicing the debt of the
original holders of provincial debt. Bonds issuesler foreign legislation did not enter the
debt conversion process, except for the cases rattede. Initially it was decided by an
agreement between the national government and rinanges in early 2002 that the
renegotiation of these debts would follow the s@uieelines as national government debt,
but soon after the provincial administrations s@rto handle the renegotiation process

autonomously.

B. Bonds under foreign legislation

The city of Buenos Aires and seven Argentine proemhad issued bonds under foreign
legislation before the 2001 crisisThese bonds added up to 4.3 billion US dollarsn&o
local bondholders accepted to exchange them foraBogs part of the conversion of
provincial debt under domestic legislation.

Initially the nation reached agreements with thevprces to renegotiate this
provincial debt abroad under the same terms asdtienal debt. However, due to the delay
in the renegotiation of national debt until 200%clke province followed its own
renegotiation strategy. Some provinces reachedesethts that were more like the
settlements of the private sector, i.e., friendtigan the solution reached by the national
government. Moreover, some provinces never defdwlitethese bonds.

The provinces that fully complied with their del#races were Tierra del Fuego
(Bono Albatros for 55 million US dollars, alreadyancelled) and Salta (Bono
Hidrocarburifero for 234 million US dollars, witmannual interest rate of 11,5 %), who
issued these bonds under New York law, guarantgeull boyalties, and always serviced
debt punctually.

The province of Santiago del Estero was the fiosteastructure its debt in June
2002. It had issued Bonos Ley 6379 for 108 millidg dollars at a fixed interest rate of

15,875% per year. The interest rate was maintaiaed, there was no reduction in

2 This sub-section draws on accounts published ovipcial newspapers, as well as information from
provincial governments, Economia & Regiones anca%osl Farah (2005a, 2005b).
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principal, but the maturity was extended to Jun&62Qvith equal amortization payments
every six months starting June 2005. The bondeseiguarantee of coparticipated taxes.

The city of Buenos Aires was the second to resfrecits debt, in March 2003. It
had issued Bonos Tango for 600 million US dollaesiching an agreement to extend the
maturity 3 years and to reduce the interest coufihiese was a 30% reduction in interest,
starting with a 4% annual rate in 2003, and anmatds between 6,65 y 8,05% in the
following years).

The province of Mendoza, which had issued the Baxmsncagua for 250 million
US dollars, faced a complicated renegotiation gedkat was threatened on two occasions
by lawsuits from external bondholders. An offeretdend the original maturity from 2007
to 2018, and to reduce the interest coupons byvkaf made in October 2004, with an
acceptance above 70% that was achieved in suceestsiges. There are still around 70
million dollars of the original Bono Aconcagua peérgl so there are plans to reopen the
exchange process in 2006 to avoid new judicial gedmngs.

The province with the largest stock of bonds issueder foreign legislation was
Buenos Aires. This province suspended all debtisesvin January 2002. In the
restructuring offer, 2.7 billion US dollars wereepented from sixteen bonds, issued in
dollars, yens, Swiss francs and euros, under thisld¢ion of Germany, Switzerland and
the United States. Most of bondholders were sni&lé restructuring process took longer
than that of the national government, finishingeerly 2006 with an acceptance rate of
94%. Three types of bonds were issued, Bono DesacuBono Descuento a Corto Plazo,
and Bono Par a Largo Plazo, for 2.3 billion US a@] extending the original maturity and
reducing the interest rates. The offer implied iacud of 55 % on a net present value of 4.3
billion US dollars (total debt, including interestears).

There are two provinces for which we only have iphiinformation about the
renegotiation process: the province of Tucumangchvigsued a Eurobond (series 4) for 200
million US dollars, on which it did not default trally; and the province of San Juan,
which issued one of its two series of Bono Los Cales under foreign legislation. The
bond was for 50 million US dollars and went intofaddt, but presently San Juan is

studying alternatives to restructure this debt.
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C. Bonds that circulated as provincial monies

Already in the 1980s some provincial governmentd btarted to issue bonds that in
practice were used to pay transactions within gavince. These provincial monies
competed with the pesos in circulation, and whenad beyond a certain point they started
to be quoted at a discount in relation to the g#sese bonds were not legal tender outside
their own province).

Though these issues were important within eachipecey in 2000 they represented
a total of 600 million pesos, less than 4% of taiaetulation of pesos. From 2000 on, the
circulation started to grow since the national goweent issued Lecop, and the province of
Buenos Aires Patacones, to finance their defi@ioth totaled 5.9 billion pesos by 2002.
The overall stock of quasi-moniesu@simonedasprovincial monies plus Lecop) had then
reached 7.8 billion pesos, 4.5 billion of whichprovincial monies. This represented 42%
of total monetary circulation in pesos.

In 2003, the national government created a progohmmonetary unification by
which it issued bonds (Boden 12 and 13) to turrr d@ehe central bank, in exchange for
pesos with which to rescue the provincial monidssprovincial debt entered the FFDP,
and carried a guarantee of tax coparticipation, ghg of national taxes distributed to
provinces. By the end of 2003 there were no moeesigononies in circulation. The rescue
did not have inflationary effects, since these proaal monies had already been integrated
de facto into monetary circulation, besides the flaat it was a period of increasing money

demand.
V. Central bank bonds
Tables 9 and 10 show the evolution of the stockisomids issued by the central bank, as a

percentage of GDP and in millions of dollars. Poergito Convertibility, the Banco Central

de la Republica Argentina (BCRA), the central bawk Argentina, conducted most

® The national government issued Lecop to cancet déth the provinces. The problem was that tax
coparticipation, the tax-sharing scheme with thevisices, had been replaced by fixed payments. Wipen
receipts plummeted in 2001, there was a shortfakbceipts in relation to the fixed compromisesuassd by
the national government with the provinces.
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monetary policy operations through changes in veserquirements. During the 1992-2001
period, the BCRA was forbidden from issuing intéqgsying bonds, but this has changed
since 2002.

During Convertibility, the liquidity of the finanal system was regulated through
international reserves, as well as through verytéichopen market operations, which are
discussed below. During the 1995 Tequila crisismesomodification of reserve
requirements were used, and some rediscounts wanéed to commercial banks. Also, as
additional instruments to regulate liquidity, th€BA has been active with repos since
1995.

During the 1990s, the central bank started empimgsi minimum capital
requirements based on Basle guidelines for camtplirements according to the riskiness
of a financial institution’s portfolio. Reserve regements were replaced in 1995 by
liquidity requirements that could be invested inta@ specified low risk assets. However,

reserve requirements were reinstated in 2001.

Table 9. Stock of central bank bonds (as a percentage of GDP)

Domestic bonds Foreign Total central
(debt issued using domestic law) bonds bank bonds

Foreign Domestic currency Total _ iécsiﬁztj

Currency 1/ Nominal Indexed domestic under

Short Long Short Long Prices Interest rate 2/ Overnight bonds foreign

Term Term term  Term Short Long Short Long interest law)
term term  term  term rate

1991 0 0 0 0 0 0 0 0 0 0 0 0
1992 0 0 0 0 0 0 0 0 0 0 0 0
1993 0 0 0 0 0 0 0 0 0 0 0 0
1994 0 0 0 0 0 0 0 0 0 0 0 0
1995 0 0 0 0 0 0 0 0 0 0 0 0
1996 0 0 0 0 0 0 0 0 0 0 0 0
1997 0 0 0 0 0 0 0 0 0 0 0 0
1998 0 0 0 0 0 0 0 0 0 0 0 0
1999 0 0 0 0 0 0 0 0 0 0 0 0
2000 0 0 0 0 0 0 0 0 0 0 0 0
2001 0 0 0 0 0 0 0 0 0 0 0 0
2002 0.21 0 0.98 0 0 0 0 0 0 1.18 0 1.18
2003 0.06 0 097 1.20 0.14  0.37 0 0 0 2.74 0 2.74
2004 0.04 0 093 0.80 0.42 1.5 0 0 0 3.33 0 3.33
2005 0.02 0 2.30 0.41 0.39 1.25 0 0.57 0 4.94 0 4.94

Notes: Stocks refer to year-end figures. Short term is maturity up to one year, long term more than one year, calculated
using database on individual bonds from BCRA; n.a. is not available. 1/ Corresponds to domestic currency bonds indexed to
the exchange rate. 2/ The interest rate is a variable rate, namely, the Badlar rate. The Badlar rate is a wholesale rate, an
average of the interest rates for time deposits above one million pesos offered by commercial banks, based on BCRA
survey. Data for period 1985-1990 is not available.

26



Table 10. Stock of central bank bonds (in millions of dollars)

Domestic bonds Foreign Total central
(debt issued using domestic law) bonds bank bonds

Foreign Domestic currency Total _ iégﬁzt:i

Currency 1/ Nominal Indexed domestic under

Short Long Short Long Prices Interest rate 2/ Overnight bonds foreign

Term Term term  Term Short Long Short Long interest law)
term term  term  term rate

1991 0 0 0 0 0 0 0 0 0 0 0 0
1992 0 0 0 0 0 0 0 0 0 0 0 0
1993 0 0 0 0 0 0 0 0 0 0 0 0
1994 0 0 0 0 0 0 0 0 0 0 0 0
1995 0 0 0 0 0 0 0 0 0 0 0 0
1996 0 0 0 0 0 0 0 0 0 0 0 0
1997 0 0 0 0 0 0 0 0 0 0 0 0
1998 0 0 0 0 0 0 0 0 0 0 0 0
1999 0 0 0 0 0 0 0 0 0 0 0 0
2000 0 0 0 0 0 0 0 0 0 0 0 0
2001 0 0 0 0 0 0 0 0 0 0 0 0
2002 191 0 897 0 0 0 0 0 0 1,087 0 1,087
2003 83 0 1,244 1,550 177 473 0 0 0 3,527 0 3,527
2004 54 0 1,394 1,202 625 1.734 0 0 0 5,009 0 5,009
2005 29 0 4,214 748 711 2,296 0 1,052 0 9,050 0 9,050

Notes: Stocks refer to year-end figures. Short term is maturity up to one year, long term more than one year, calculated
using database on individual bonds from BCRA,; n.a. is not available. 1/ Corresponds to domestic currency bonds indexed to
the exchange rate. 2/ The interest rate is a variable rate, namely, the Badlar rate. The Badlar rate is a wholesale rate, an
average of the interest rates for time deposits above one million pesos offered by commercial banks, based on a BCRA
survey. Data for period 1985-1990 is not available.

A. Monetary policy before and during Convertibility

During most of the 1980s, the BCRA basically adsdhe printing press for the national
government, providing the main funding at a timeswlthe country was in default and cut
off from international credit (some provinces ailssued provincial monies to get a share of
the proceeds from the inflation tax). During thieripd, deposits had extremely high
reserve requirements. This meant that in practieditwas directed by the BCRA, not the
financial sector. Most of the credit was used tadfihe national government. There were
also rediscounts to provincial government bankdailed private banks intervened by the
BCRA, and to other policy priorities as definedthg national government.
As the decade progressed, the process of inflafofi@ance accelerated, before

finally collapsing amidst the hyperinflations of 8® and 1990. In their aftermath came
institutional reforms to give the central bank ipdedence, and to prohibit the issue of

money to finance government expenditure.
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The 1990s were dominated by the Convertibility Lapproved in March 1991
(Law 23.928), which set strict guidelines for thematary policy to be followed by the
BCRA. Monetary policy during Convertibility was emgkenous. The law pegged the peso
to the US dollar at the rate of 1 peso = 1 dollsernational reserves had to back 100% of
monetary base, constituted by monetary circulgplos sight deposits of commercial banks
at the BCRA (Braessas and Naughton 1996, chap. 4).

In 1992 the charterc@rta organica of the BCRA was reformed in accordance with
the Convertibility Law. The charter allowed the wahbank to hold negotiable Argentine
government bonds as part of international resenasied at their market price, but with
two limits. First, a flow restriction by which gorement bonds holding could not grow
more than 10% per year (article 20). Second, al lesstriction in relation to what
constituted “convertible reserves”, by which goveemt bonds had to be nominated in US
dollars and they could not back more than 33% ohetary base (article 33). Hence, the
creation of money was tied to the increase of matgonal reserves. Though international
reserves had to back 100% of the BCRA’'s monetarsebshe backing of financial
liabilities (pasivos financiergsin pesos, constituted by monetary circulatioghsdeposits
of commercial banks and of the government at th&BCand the net position of reverse
repos pases pasivgswith the financial system was also monitored @sas and
Naughton 1996, chap. 4)

The BCRA was forbidden from extending credit eitttethe government sector or
to the private non-financial sector. During the 22901 period, the BCRA was also
forbidden by its charter from issuing any kind mtieirest-paying bonds or debt.

B. Open market operations with government bonds

Table 11 shows that since 1995 the liquidity of timancial system has been regulated
through open market operations with the financiastem, except for a brief interruption
during 2002 and 2003. These open market operasieandertaken using repos and swaps
(pases activgsand reverse repos and swapsdes pasivQs These operations have a
guarantee in government bonds, which during Coibikty was mainly constituted by US

T-bills or T-notes.
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Table 11. Reverse repos and swaps

Millions of pesos % of GDP
1995 3,305 1.28
1996 5,119 1.88
1997 6,386 2.18
1998 9,932 3.32
1999 10,000 3.53
2000 9,317 3.28
2001 0 0
2002 0 0
2003 0 0
2004 5,524 1.23
2005 5,659 1.07

Notes: Stocks refer to year-end figures.

When the BCRA surrendered 9.5 billion US dollarsreéserves to the national
government in January 2006, to cancel the outstgndebt with the IMF, it received in
exchange a non-marketable government bond with #iquodity denominated “letra
intransferible”. Something similar had happenedthe 2003-2004 period, when the
provincial monies were rescued and replaced bygp@3we Central Bank received two non-
marketable government bonds for 7.1 billion pesaiexed by CER, as compensation.

C. Central bank bonds issued since 2002

After the abandonment of Convertibility, and thevaleation that ensued at the beginning
of 2002, in March of that year the BCRA started undertake auctions of bonds
denominated Lebac (Letras del Banco Central).dihtthese bonds had 7-day maturities.
These bonds helped to start normalizing a finarsyislem that was completely jeopardized
by the devaluation of the peso, amid pre-existiegfrictions to withdraw cash from the
financial system (the corralito). After the compléreakdown of credit, the Lebac auctions
provided a reference rate for the domestic markpesos.

A second role the Lebac started to fulfill, frone thecond half of 2002 on, was that
of monetary sterilization. At first it was necessép neutralize the monetary expansion
caused by the rediscounts to the financial systémen ample support was given to avoid a

system-wide crisis. A third role of the Lebac wassterilize exchange market money
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creation, as the BCRA became a net demander ofyfoirrency. There were concerns
that inflation might keep on accelerating, as itd hduring the first half of 2002,.
Subsequently, the great surplus of exchange frarexternal sector led to a more general

policy of absorption that has been growing oveetias Table 12 shows.

Table 12. Factors of expansion and absorption of Extended Monetary Base (in millions of

pesos)

Variation of EMB 1/ 2002 2/ 2003 2004 2005
Total 8,247 9,713 5,800 2,233
Private external sector 436 16,488 23,168 28,227
Net internal credit 7,811 -6,775 -17,368 -25,994
- Lebac and Nobac -2,698  -5,040 -3,880 -10,031
- Other factors 10,510 -1,735 -13,489 -15,963

Notes: Our construction based on BCRA. 1/ EMB=Monetary Base in pesos + provincial monies. A negative sign indicates
absorption. 2/ since February 11.

To adapt to changing market circumstances, a letagar instrument started to be
issued, the Nobac (Notas del Banco Central). Thesels were issued both at fixed and
variable rates. The variable rates were indexethéoUS dollar, to the CER, and more
recently to the Badlar rate, a rate for time defsasi pesos above 1 million pesos.

During 2003 and 2004, the BCRA was able to extérednhaturity of the stock of
Lebac, at the same time that it paid lower interagts. In 2005 the situation started to
change. To avoid paying higher interest rates,niiaurities started to be shortened, as
Table 13 shows. Additionally, in the last months20D5 the BCRA started to issue more
Lebac and Nobac at variable rates, instead of @{glpaying higher fixed rates.

Table 13. Average maturity of Lebac and Nobac issued each year

Year Maturity in days

2002 37
2003 230
2004 425
2005 204

Note: our calculation, using database of individual bonds from BCRA.

At the end of 2005, the stock of bonds (excludiegerse repos) of the BCRA

exceeded 9 billion US dollars, almost 5% of GDPerEhis a large secondary market for
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Lebac and Nobac. In 2005 they represented 18%talf\talue of government sector bonds
negotiated in the MAE (Mercado Abierto Electronict)e local market where most of
government sector bonds are traded.

The placements of Lebac and Nobac are undertakeugh auctions divided in two
tranches, a competitive tranche, where financiatitutions and institutional investors
participate in the determination of the cut-offefadind a non-competitive tranche, where
individuals and corporations participate through ititermediation of financial institutions.

The main holder of Lebac and Nobac is the finansjy@tem, which concentrates
almost 80% of the stock, using it as the instrumenplace its excess liquidity. Lately,
however, the strong growth of credit to the privegetor has tended to reduce the appeal of
these BCRA bonds. On the other hand, pension f(hE3P) only have a small proportion

of their investments in Lebac and Nobac.

VI. Corporate bonds

The possibility of issuing corporate bondsbl{gaciones negociablesr ON) appeared

when Law 23.576 was approved in 1988. Before tetk loans where the main source of
funding for the private sector. The law allowed pmate bonds to be issued by
incorporated companies, cooperatives and othernag@ons. The principal could be
indexed, interest rates could be fixed or variaidsuyes could be in foreign currency,

payments could be made abroad, and there wasrftgeasmd exit from the country.

This law on corporate bonds was modified in 1991 &y 23.962. It was only then
that the market for bonds started to take off aedetbp. The modification introduced in
1991 basically had to do with tax exemptions ofiakie-added tax (VAT), the income tax
and taxes on the transfer of bond instrumetitsli@s valore$, giving corporate bonds the
same tax treatment as sovereign bonds. All thisehpdsitive impact on the incentives to
issue corporate bonds. This leveled the field viaink loans; before that, companies

basically preferred bank loans because of tax dexhscallowed.

Small and medium enterprises (SMES) were providaeuh safter with a simplified
system to issue bonds that could be quoted on sdkanges, to broaden their financing
sources. By Decree 1.087 of 1993, SMEs were authwrio issue bonds, with the
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obligation of registering the bonds in the Comisiercional de Valores, the local securities
exchange commission, and of complying with certapecific requirements of that
commission. The restrictions which this simplifisgstem imposed on SMEs had to do
with the amount issued, the maturity and the typmwestors. The maximum amount per
firm was set at 5 million pesos. The bonds issustkuthis regime for SMEs could only be
purchased by qualified investors within certain egaties, for example, public
organizations, pension funds, and individuals vaéintain minimum capital. Despite this

simplified regime, bond finance is typical of laryens rather than SMEs.

Figure 6. Amount outstanding of corporate bonds and amount issued by financial

institutions (in billions of dollars)
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Source: our database of corporate bonds from Argentina.

Figure 6 shows the composition of corporate debterms of financial and non-
financial isuers. Table 14 shows the evolutionafporate bonds as a percentage of GDP,
while Table 15 shows their evolution in millionsddllars. These figures are based on data
from the Bolsa de Comercio de Buenos Aires (BCBAg, main board of trade were many
corporate bonds are registered to trade, the Comilliacional de Valores (CNV), the
commission that authorizes corporate bond issuas,ttle Mercado Abierto Electrénico,
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the largest over the counter exchange in Argentigaloya et al. (2007) discuss in detall
the construction of this database of corporate bond

Table 14. Stock of bonds issued by the corporate sector (as a percentage of GDP)

Domestic currency Foreign Total
Currency

Nominal Indexed Indexed to
to prices interest rate

1989 0 0 0 0 0
1990 0 0 0 0.05 0.08
1991 0.05 0 0 0.31 0.36
1992 0.06 0 0 0.94 1.00
1993 0.05 0 0 2.57 2.61
1994 0.04 0 0 3.53 3.57
1995 0.04 0 0 4.23 4.27
1996 0.03 0 0 4.86 4.89
1997 0.11 0 0 6.82 6.93
1998 0.09 0 0 8.32 8.41
1999 0.15 0 0 8.82 8.96
2000 0.15 0 0 8.50 8.66
2001 0.19 0 0 8.00 8.19
2002 0.15 0 0 17.03 17.17
2003 0.12 0.01 0 11.97 11.75
2004 0.17 0 0 9.31 9.48
2005 0.14 0 0 7.63 7.78

Notes: This information does not distinguish between domestic and foreign law issues. The database was constructed with
information from Bolsa de Comercio de Buenos Aires (BCBA), Mercado Abierto Electrénico (MAE) and Comision Nacional
de Valores (CNV).

Table 15. Stock of bonds issued by the corporate sector (in millions of dollars)

Year Domestic currency Foreign Total
Currency

Nominal Indexed Indexed to
to prices interest rate

1989 6 0 0 0 6
1990 37 0 0 62 99
1991 89 0 0 514 603
1992 126 0 0 1,980 2,106
1993 117 0 0 6,072 6,189
1994 105 0 0 9,083 9,187
1995 93 0 0 10,933 11,026
1996 82 0 0 13,227 13,309
1997 325 0 0 20,013 20,338
1998 258 0 0 24,896 25,154
1999 407 0 0 25,014 25,422
2000 445 0 0 24,182 24,626
2001 522 0 0 21,346 21,867
2002 151 0 0 16,804 16,954
2003 153 11 0 14,787 14,951
2004 260 10 0 14,136 14,405
2005 259 8 0 13,829 14,096

Notes: Year-end data. This information does not distinguish between domestic and foreign law issues. The database was
constructed with information from Bolsa de Comercio de Buenos Aires (BCBA), Mercado Abierto Electrénico (MAE) and
Comision Nacional de Valores (CNV).
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The issue of corporate bonds was nil until 1989% Tarket started to become
significant in 1991. After ten years of rapid growa sudden stop came in 2001. The stock
of corporate bonds from 2002 on is preliminary, dase it is based on the original
conditions at time of issue and does not refledifigation and default. The increase in
nominal terms in 2002, both as percentage of GPramillions of pesos, merely reflects
the threefold devaluation of the peso, with a stihelt was almost completely in dollars.

The 2002 devaluation was different from past exgeres in the 1970s and 1980s.
In that period, a devaluation “melted down” compashgbt denominated in domestic
currency, leaving the company in a better finansitdation. On the contrary, the 2002
devaluation provoked a financial suffocation, sirmmmpanies had begun to get deeply
indebted abroad. Though bank debt in dollars wadipé at a rate of 1 to 1, this debt had
lost participation in total debt since loans to finate sector had been continuously falling
since 1998. During the Convertibility years, theseeaf access to external credit and the
good international financial conditions stimulatbd growth of this kind of debt.

Though almost all corporate bonds were issued ithardp we do not have a
breakdown of these bonds according to domestioreign legislation. This breakdown is a
key issue, because by Decree 214 of 2002, Artictdl 8lebt in foreign currency not related
to the financial system (as was the case of cotpdrands) was converted to pesos at a
ratio of one dollar equal to one peso, and theltieguamount was indexed by CER
(Article 4). Of course, this decree only applieddiebt under domestic legislation, not to
debt under foreign legislation, so this marks aehudifference between domestic and
foreign law corporate bonds.

In early 2002, risk-rating agencies placed mostgiin selective default as regards
liabilities in foreign currency. This rating wasdeal on the fact that with the 2001 crisis,
besides the devaluation, a series of governmetriatesns were put in place. Foremost, the
central bank started to control the remittance ofeifjn currency abroad, and an
authorization was required to make payments abrd&iks came together with great
uncertainty about the final effects of the abandenimof Convertibility, in a context of
government default, generalized violation of cocisarestrictions to withdraw funds from
the financial system, and pesification of publicveee rates, deposits and debt. However,
some companies were a lot less exposed than dth#rsse risks. The greatest probability
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of default was for the firms that had suffered plesification and freezing of their rates, and
that served the domestic market, such as the ldistris of gas and electricity, and the
telephone companies. These firms were all heandglbted in foreign currency.

Due to widespread corporate default, after the 20€ldt crisis the corporate bond
market came to a standstill. As Figure 7 showsutlé3 of corporate issuers rated by
Standard & Poor’s went into default during 2002d ahe process of renegotiation was

pretty lengthy. However, by the end of 2005 mashé had renegotiated their debt.

Figure 7. Corporate bond issuers and number in default, March 1992- December 2005
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Source: based on firms rated by Standard & Poor’s in Argentina.

Though at first the majority of firms did not comgphith payments of principal, a
great majority did meet interest payments. In thimension, the default on private debt
was much less severe than the default of governaedstt The financial sector, which had
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issued short-term bonds (valores de corto plazbpse maturity was less than a year,
mostly complied with the payments of principal.

By mid-2002, there were already renegotiations nmdg in some important firms
(Pecom, Banco Hipotecario, Impsa, Capex, Aeropae2i0), with a high percentage of
acceptance by bondholders. The new conditions waatively good and did not include
either haircuts on principal or pesification, thbupere were extensions of maturity and, in
some cases, reductions of interest rates.

Subsequently, the restructuring of private debteamall sorts of combinations:
extension of maturities, lower interest rates, yepent of principal in installments, haircuts
on principal, early redemption at a discount. lincases this implied a larger or smaller
loss, in terms of present value, to the bondhold®msund 2003, with several restructurings
already completed, the market value of these batalted to improve. This was due to
improved economic conditions and the normalizatioh markets, as well as the
anticipations of future debt renegotiations.

VII. Pension funds

At present, the most important institutional inegstin Argentina are the pension funds
(fondos de jubilaciones y pensiondsJP). Other important institutional investors are
insurance companiecdmpafiias de segurpsand mutual fundsfgndos comunes de
inversion. The pension funds were born when the Argenterssimn system was reformed
by Law 24.241 in 1993, adding a new capitalizatsystem to the old pay-as-you-go
system gistema de reparjo

Despite some recent talk of undoing the 1993 pengtorm, for the time being the
capitalization system co-exits with the defined dféa system, which at present is being
expanded to provide pensions to elderly people natltoverage. This reflects the fact that
around 50% of employment in Argentina is informahd many workers never made
contributions either to the capitalization or the fpay-as-you go systems. They are now

being provided pensions to alleviate widespreacepgg\among elderly people.

36



Table 16. Annual contributions to pension funds

Year Billions of pesos % of GDP
1995 1.3 0.51
1996 1.9 0.69
1997 24 0.80
1998 2.8 0.92
1999 3.0 1.06
2000 3.1 1.08
2001 3.1 1.14
2002 1.8 0.58
2003 1.3 0.35
2004 2.2 0.50
2005 2.8 0.53

Note: based on information from Superintendencia de AFJP. The figures correspond to fiscal years ended on
June 30.

The capitalization system began to operate in @4l The workers capitalize
mandatory contributions in a personal account @aARJP (Administradoras de Fondos de
Jubilaciones y Pensiones) of choice. They also haeeoption of adding voluntary
contributions. Table 16 shows the evolution of to&l contributions to the pension
systems. Since voluntary contributions are nothi@ least bit significant, the aggregate
basically reflects mandatory contributions.

Due to the pension reform, the official budget dg&fiwhich is measured on a cash
basis, is not comparable before and after 1994.1988 reform led to a shift from a budget
system that underestimated budget deficits byribeeases in the accumulated unrecorded
future government liabilities, to a budget systeimere the government explicitly issued
government bonds in lieu of these unrecorded liggsl the recorded budget deficit
basically increased by the amount of the contramgito AFJP since 1994. However, as
more and more people are incorporated to the ojdapayou go system, in recent years
there is an underestimate of the deficit for theemse reason.

There are two distinct stages in the evolutionhaf pension funds. The first stage
goes from the creation of the funds until 2001, ¢skeeond from the moment before the
sovereign default until the final debt renegotiatiDuring the first stage of the new system,
there was at first a very sharp increase in thetribmtions (net of charges) to the
capitalization system, due to the massive switcvarkers from the old pension system to
the new. The inflows then stabilized at around X% DP, until the debt default in 2001.
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Table 17. Evolution of stock of pension funds

Fund valuation as percentage of total
Stocks Foreign
Billions of 0 Government Asset back and Time stocks Cash and
pesos %GDP bonds securities corporate deposits and others
bonds bonds
1995 1.4 0.5 54.9 0.0 8.7 27.1 2.8 6.5
1996 3.8 14 54.1 0.0 24.2 17.6 0.4 3.7
1997 7.3 25 50.6 3.1 26.6 16.4 0.4 2.9
1998 10.1 3.4 46.0 3.0 23.3 23.0 0.4 4.3
1999 13.9 4.9 52.8 2.7 19.9 18.1 0.2 6.3
2000 18.7 6.6 54.4 2.7 19.2 15.2 4.4 4.1
2001 22.2 8.2 54.5 9.1 14.0 15.6 3.4 3.4
2002 35.1 11.2 78.6 0.4 9.7 2.3 5.6 3.4
2003 42.9 114 75.9 0.5 9.7 3.5 8.3 2.1
2004 47.7 10.6 68.1 0.2 12.6 4.5 9.4 5.2
2005 58.4 11.0 60.3 0.8 15.1 7.7 9.9 6.2

Note: based on information from Superintendencia de AFJP. The figures correspond to fiscal years ended on
June 30.

From the beginning, the AFJP had a high share eir thortfolio invested in
government bonds. As Table 17 shows, between 18842601 the share almost reached
55% of the portfolio (except for small dip in 198id 1998, at time of Asian crisis and the
Russian devaluation). As a percentage of GDP, dnégtio of government bonds reached
4.5% in 2001. The pension funds were one of thennmaititutional investors that helped to
finance the increase in cash budget deficit thair ttreation had provoked. Time deposits
and equity were second in importance in the poaasolinvestments in corporate bonds
(obligaciones negociablgsad a minimal participation.

The AFJP could not avoid being hit by the financiasis that affected Argentina in
2001, and the institutional and regulatory chantes ensued. In particular, in November
2001 the contributions to the pension funds weduced from 11% to 5% of wages,
increasing again to 7% in March 2003. Regulatogngjes also affected insurance in case
of handicap or death.

The contributions after 2001 fell not only becausk the reduction in the
contribution rate, but also because of recessian le¢d to a decrease in the number of
regularly employed workers (in 2005 almost half werk-force was not registered, so it

neither contributed to the system, nor was covbexexd).
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During 2002, the share of government bonds in dited portfolio of pension funds
almost reached 80%. This was the consequence @fies Of events. First, trying to help
avoid sovereign default, in November 2001 the ARJRull entered the exchange that
converted government bonds into guaranteed loamm®n Safter, the government
compulsorily made them invest in a short-term bdretras del Tesoro, which represented
10% of their portfolio at the end of 2001. At theginning of 2002, default of sovereign
debt was followed in a series of short steps byallation, the pesification of dollar
deposits and the pesification of sovereign debteummestic legislation. These changes
lead to a 40 % rise in the nominal value of assetdomestic currency, an increase of 3

percentage points of GDP between 2001 and 200Zgase 8 shows.

Figure 8. Pension funds and share allocated to government bonds (as a percentage of GDP)
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Source: based on information from Superintendencia de AFJP.

Despite the increase in nominal valuation, almiestwhole portfolio of government
bonds was in default, so this increase did noecefb market valuation. Only one of the
AFJP, Nacion AFJP linked to Banco Nacion, formadigcepted the pesification of its
portfolio of government bonds (guaranteed loanghai point in time). The other pension

funds reverted to the original bonds and partiggan the global restructuring process,
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despite the warning of the government that this ldioonply worse conditions than the
terms initially offered for guarranteed loans.

In the process of sovereign debt renegotiatiorpezial bond was finally designed
for the pension funds, the Quasi-par bond. With #xehange, the portfolios were
normalized in 2005 since all the AFJP patrticipatedhe debt exchange. The Quasi-par
bond, which matures in 2045, represented about gi0%tal holding of government bonds.
These bonds were valued in the portfolios at fadaesand there was no secondary market
where they could be negotiated.

An interesting development in the post-default fodids was the gradual increase
of investments in other asset classes. In 2005estzand bonds of private firms represented
15% of the portfolio, though this was mostly cortcated in shares; corporate bonds were
only 2% of portfolio. Investment in foreign sharesth 10 % of total, was the third asset
class in terms of its importance.

In 2005 there were twelve AFJP, half the pensiordfadministrators that existed
when the capitalization regime was launched. Thgrade of concentration increased over

time, since the four largest AFJP managed 67 %efunds, up from 45 % in 1995.

VIIl. Secondary markets

In this section, we review the evolution of thelgge of sovereign bonds and corporate

bonds, as well as the liquidity of the secondarykais in Argentina.

A. Yields on sovereign bonds

Figure 9 shows the evolution of the spreads ofa@lgovernment bonds (subject to foreign
law) over US treasuries. The spread was at 50G lamnts in early 2000, and reached
1000 basis points by May 2001. After that, the agseskyrocketed. Figure 10 shows that
the spread between government bonds issued understio and foreign legislation (taking
PRO2 and Global03, two government bonds of sindlamation) increased in late 2001,
after having hovered around 200 basis points irptegious years.
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Figure 9. Spread of foreign law government bonds over US treasuries of similar

duration (20-day moving average)
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Figure 10. Spread between government bonds subject to local and foreign law
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After the formal declaration of default on govermmdebt at the end of 2001, and
the pesification of domestic debt in foreign cuognthere was a huge devaluation of the
peso, which shot up to a 4 to 1 ratio to the dplefore stabilizing at the current 3 to 1

ratio. Table 18 shows the prices of government bahdaing the default period.

Table 18. Government bond prices during default period

Domestic law Foreign law
Compulsory issues Market issues Brady Market issues
in pesos pesciif(i)igr(sf)rom pesciif(i)igr(sf)rom in dollars in dollars in dollars

Prol Pro2 Bonte04 FRB Global03 Globall7
Parity at the end of November 2001 (%) 18.4 26.3 40.7 43.5 43.7 35.5
Price in dollars, monthly averages
- Jan-02 9.6 10.8 19.9 30.5 28.0 275
- Jun-02 1.9 2.3 155 20.8 214 20.7
- Dec-02 6.7 9.2 19.6 20.4 214 231
-Jun-03 8.0 14.7 30.6 30.7 31.4 33.2
- Dec-03 6.1 12.9 23.0 28.2 24.9 27.7
- Jun-04 7.1 13.8 26.3 27.9 - 30.4

Source: based on MAE.

Figure 11 shows that spreads of government bonelsd8 Treasuries fell once the
country approached debt renegotiation (the exchamgefinally settled in June 2005).

Figure 11. Spread of domestic law government bonds in dollars over US Treasuries
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B. Yields on corporate bonds
Figure 12 shows the yield curves for most liquidpooate bonds traded on the Mercado
Abierto Electronico (MAE). When a log curve is éitt to the data, one can clearly see that

the curves shifted up over time, between 1994 &%98 1and again between 1998 and 2001.

Figure 12. Yield curves for corporate bonds
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We would have expected to see higher rates ofrretmrcorporate bonds in view of
the impending crisis, and of the widely announced inpending death of Convertibility.
Figure 13 compares the evolution of a reference fat medium term corporate bonds
between April 1998 and December 2001, when thesdoisrst and the market practically
disappeared, with the rate of return on a reprasigatsovereign bond, the FRB. The FRB
had maturity of 7 years in April 1998, and of 3gays in December 2001. To construct the
reference rates for medium term corporate bonds)sed the median of the rate of return
of the bonds with maturities above one year andoughree years that were most liquid.

The median was taken from a list of between onesantonds whose rates of return were
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computed by MAE and reported in the monthly issaé$iechos(note that the set of

corporations changes over time).
Figure 13. Rate of return on sovereign and medium term corporate bonds
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Source: based on Hechos, MAE, April 1998-December 2001.

The reference rate of return for medium term cafwbonds moved together with
the FRB over most of this period. This is in agreamwith the conventional view in
Argentina that the risk of private and public secce not separable, but rather that they
move together with country risk. However, as of iIR@001 the rate of return on the

sovereign bond started rising steeply, while thHatooporate bonds rose much more gently.

In Figure 14 a similar procedure was followed tdirte a reference rate for long
term corporate bonds. However, in this case therausually only between one and three
bonds, and in several months there is no datal,a¢sgecially during 2001, so this long

term reference rate is even less representative tthea medium term reference rate. The
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behavior of both series over time was much clddewever, one again sees that there is a
point where the series drift apart, in this cas&uly and August 2001.

Figure 14. Rate of return on sovereign and long term corporate bonds
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Source: based on Hechos, MAE, April 1998-December 2001.

Table 19. Trades of long-term bond from Transener on MAE

Month Maturity  Rate of return Days Amount traded Turnover
(in years) (%) traded (in dollars) (amount traded /amount

outstanding)

Sep-98 9.6 14.55 6 10,744,194 7.2
Oct-00 7.5 11.79 4 4,948,133 3.3
Feb-01 7.2 11.64 8 9,822,179 6.5
Nov-01 6.4 20.68 2 1,252,504 0.8

Source: Hechos, Mae and our database.

Table 19 gives as an example one particular long-tmarket bond issued by
Transener, a company engaged in the transmissiefedtric energy. As the table shows,

the rate of return rose slightly in November 208awever, there were very few trades, and
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the amount traded was negligible in relation to 1 million dollars of outstanding
bonds.

A possible explanation for the discrepancy betwieeth sets of rates of return is
that the prices of corporate securities were natepsesentative as sovereign bonds. The
domestic market for corporate bonds was small aa stith, and it shrank even further
during 2001. Table 20 shows the evolution of tradeshe MAE over this period. This
helps explain why there were no almost any quotésng term corporate bonds at the end

of 2001, so the increasing risk might not have edy reflected in market prices.

Table 20. Amounts traded on MAE (in millions of dollars)

Period Sovereign bonds Corporate bonds
1996 318,067 717
1997 337,937 903
1998 169,975 808
1999 153,295 778
2000 217,297 859
January 2001 18,345 94
February 19,951 86
March 20,111 35
April 9,155 28
May 12,365 92
June 18,252 39
July 9,601 36
August 8,032 42
September 3,983 47
October 5,980 50
November 4,389 45
December 282 29
2001 130,446 622
January 2002 54 3
February 178 1
March 485 3
April 507 1
May 1,026 1
June 196 1
July 557 0
August 806 0
September 296 5
October 204 8
November 379 15
December 393 14
2002 5,082 52

Source: Hechos, MAE.

Another explanation for the discrepancy betweerp@@te and sovereign bonds
might be due to the fact that the market considénatl corporate bonds were not as risky
as government bonds. Though in most of the Corbiktgi period both rates of return

tended to move together, some corporate issueegthdid not go into default in 2001 and
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after. Of those that did, the renegotiation of cogbe bonds usually implied smaller
haircuts for bondholders than the haircuts appleedovereign bondholders. We believe
this might explain another part of the discrepantythe yields between corporate and
sovereign bonds in 2001, together with the fact tihere were very few trades on domestic
secondary markets so prices were not too reprdsanta

The yield curves for corporate bonds from 2004 leowsthat the yield on corporate
issuers that did not default, for example firmaxirthe oil industry like Petrobras Energia
and YPF, was lower than those that defaulted likéopistas del Sol, Banco Hipotecario,
Banco Galicia. The difference was around 600 haaists in August 2004, and fell to 300
basis points in November 2005 (BCRA 2004 and 200&.believe this spread basically
reflects the fact that the firms that did not défavere in better financial shape that those

that did, and hence they presented a lower risk.

C. Liquidity

The Mercado Abierto Electronico (MAE) and the Meatoade Valores (Merval), are the
most important domestic exchanges for bonds. Cglkehanges outside of Buenos Aires
are not very important in bond trading (Bolsa des&m and Bolsa de Bahia Blanca, for

example, specialize in commodities).

The Merval is the exchange closely linked to thedsB de Comercio de Buenos
Aires (BCBA), were many of the corporate bondsleted. On the other hand, MAE is an
over-the-counter exchange whose members are mandycial institutions focused on
fixed income securities. To be negotiated on the BViAorporate bonds have to be
previously listed at the BCBA or some other boardrade in Argentina. Table 21 shows
that the participation of MAE in the market for porate bonds in Argentina is a bit larger,
though the difference with Merval has dwindled wtithe (as to company shares, the two
markets reached an agreement by which shares réashed on the Merval since 1996).

The issues of national government bonds tend tomibeh more liquid than
provincial bonds, which are sometimes traded onty or three times per month (if at all).
The same holds for corporate bonds. Indeed, defipitdfact that in 2000 the stock of

a7



corporate bonds was 24 billion dollars, compare@8dillion dollars of sovereign bonds

and 4 billion dollars of provincial bonds (a rabb 1 to 4), the total volume of corporate

bonds traded represents a mere 1%, or less, @ntoeint traded in government bonds (a
ratio of 1 to 100).

Table 21. Trades on MAE and Merval, 1996-2004

Total volume operated in MAE and MERVAL (in millions of dollars)

Government bonds Shares Corporate bonds Total
1996 448,744 35,221 717 484,683
1997 407,102 41,188 1,351 449,641
1998 204,287 30,528 1,169 235,985
1999 187,485 12,685 1,122 201,292
2000 245,486 9,691 1,469 256,646
2001 147,104 7,554 1,022 155,680
2002 16,803 1,570 111 18,484
2003 31,468 2,897 185 34,549
2004 51,005 4,489 601 56,095

Share of MAE in volumes operated in MAE and MERVAL

Government bonds Shares Corporate bonds Total
1996 0.71 0.00 1.00 0.66
1997 0.83 0.00 0.67 0.75
1998 0.82 0.00 0.69 0.71
1999 0.82 0.00 0.69 0.77
2000 0.89 0.00 0.58 0.85
2001 0.89 0.00 0.61 0.84
2002 0.30 0.00 0.47 0.28
2003 0.63 0.00 0.73 0.58
2004 0.70 0.00 0.58 0.64

According to our database of corporate bondsgetihweare 68 companies with bonds
outstanding in 2004, and 56 in 2005. In relationctwporate bonds that were actually
traded, we looked at companies whose bonds tradieéist once during 2004-2005 (until
August) in both MAE and Merval. There were 18 saompanies, of which 7 were banks
and 11 were non-financial companies. Of the 11 fireamcial companies, Table 22 shows
the liquidity of the 8 on which we had informati@m revenues. Except for two of the
corporate bonds in Table 22, there were very feds, and the rates of turnover were
extremely small. The great majority of corporatend® in Argentina resemble private

placements, which are often tailored to specifiestors and have extremely low liquidity.
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Table 22. Liquidity of corporate bonds of eight non-financial firms in 2004

Firm Revenue Outstanding Days traded in  Total traded  Turnover
(millions of stock (millions of year (millions of (%)
pesos) pesos) pesos)
Autopistas del Sol S.A. 154 325 5 10 3
Cablevision S.A. 642 525 5 1 0
Edesur S.A. 920 120 7 3 3
Metrogas S.A. 720 321 2 2 1
Multicanal S.A. 575 450 359 465 103
Petrobras Energia S.A. 5494 1672 197 102 6
Transener S.A. 220 518 1 1 0
Transportadora de Gas 905 503 11 7 1
del Sur S.A.

Source: based on database in Bedoya et al (2007), and information from Guia Senior on annual revenue.
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