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‘Nations are wading deeper and deeper
into an ocean of boundless debt’

Edmund Burke
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Part I

Sovereign Indebtedness



Chapter 1

Introduction

1.1 Sovereign Debt and Sustainability

The traditional channels through which a sovereign State raises financial resources

are taxation, money printing, and borrowing. In theory, fiscal policy and monetary

policy should operate in an anti-cyclical manner so as to generate budgetary

surpluses in times of economic growth and create deficit spending in periods of

recession; in practice, deficits normally surpass surpluses and recourse to borrowing

becomes unavoidable.1

State indebtedness may be internal or external. External debt is incurred when a

government is not capable of raising at domestic level resources sufficient to meet

its needs. In terms of economics, this distinction entails significant consequences as

domestic debt leads to an internal redistribution of national wealth, while foreign

debt implies the transfer of a portion of national wealth to foreign subjects.2 A huge

external debt generally poses serious problems in terms of sustainability.

Broadly speaking, for market access countries, a debt is considered sustainable

as long as the debtor is able to continue servicing the debt without an unrealistically

large future correction in the balance of income and expenditure. Sustainability is

excluded when a debt restructuring is already needed (or expected to be needed),

the borrower keeps on indefinitely accumulating debt faster than its capacity to

1 In the long run, debt financing of a deficit may prove more inflationary than money financing as

governments, being unable to finance deficits through taxation or borrowing beyond a certain

ceiling, are obliged to print money. In fact, the longer a government decides to finance the deficit

by having recourse to borrowing, the higher is the ultimate rate of inflation, as money financing

must take into consideration the accumulation of the debt. See Dornbusch and Fischer (1994),

pp. 583–584. This idea runs counter to the concept of Ricardian equivalence, as developed by

Barro (1974); see Churchman (2001), pp. 36–37.
2 Dornbusch and Fischer (1994), p. 589.
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service these debts is growing, or the borrower lives beyond its means by accumu-

lating debt in the knowledge that a reduction will be needed to service these debts.3

The global financial crisis with its enduring effects has exacerbated the problem

of sustainability and posed the issue of restructuring.4

1.2 Sovereign Debt and International Financial Law

The notion of State debt generally includes debts owed, guaranteed, or secured by a

sovereign State or an agency or instrumentality thereof5; these debts may originate

from various obligations (e.g., contract and tort)6 and may be owed to domestic or

foreign creditors.7 From an economic point of view, what comes into play is the

criterion of the residence of the parties: when creditors are resident inside the

borrowing State, the debt is an internal debt; when creditors are resident outside

the borrowing State, the debt is an external debt.8 From a juridical point of view,

this distinction is not satisfactory as the legal regime governing the debt is not

necessarily related to the residence of the creditors.9 In terms of international law,

under the Vienna Convention on Succession of States in Respect of State Property,

Archives and Debts (1983), State debt means any financial obligation of a prede-

cessor State arising in conformity with international law towards another State, an

international organisation or any other subject of international law (Art 33).10

This definition, however, is not sufficiently exhaustive to cover all the facets of

the phenomenon, such as loans contracted with private parties, loans contracted

with international law subjects but not under international law norms, as well as all

the loans contracted by international law subjects in conformity with international

law but outside a State succession.11 To fill this lacuna, it is necessary to have

3 See IMF (2002), p. 4. For low-income countries, the International Monetary Fund and the World

Bank in 2005 introduced a Joint Debt Sustainability Framework, under which debt sustainability

analyses are conducted regularly on the basis of an analysis of a country’s projected debt burden

over 20 years and its vulnerability to external and policy shocks, an assessment of the risk of debt

distress in that period in the light of indicative debt burden thresholds, and recommendations for

borrowing and lending aimed at limiting the risk of debt distress. When a debt burden indicator

exceeds its indicative thresholds, a risk of experiencing a debt distress can be envisaged. See The

Joint World Bank-IMF Debt Sustainability Analysis for Low-Income Countries, at http://imf.org/

external/np/exr/facts/jdsf.htm.
4 See Kolb (2011) and Primo Braga and Vincelette (2011).
5 See Feliciano (1995), p. 25. A quasi-sovereign debt is a debt owed by a State-owned or State-

controlled enterprise, Galvis and Saad (2004), p. 727.
6 See Paulus (2012), pp. 1082–1083.
7 See Folz (2000), p. 608.
8 See Gianviti (1989), p. 235.
9 See Carreau (1995), p. 5.
10 (Done 8 April 1983) (1983) 22 ILM 306; see Degan (1993).
11 See Menon (1991), pp. 163–166. However, according to Stern (1996), p. 344, these rules should

be applied to any creditor of the State.
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recourse to foreign connecting factors, such as governing law, jurisdictional/arbitral

clauses, and the currency in which the loan is denominated.12 Foreign creditors

usually coincide with other States and their agencies, multilateral institutions, and

private persons (banks, bondholders, trade suppliers).13 Although the holder of the

debt instrument may change, with the economic characterisation of the debt varying

accordingly, the legal regime of the loan remains unaffected.14 This is true not only

for foreign creditors holding domestic debt15 but also for private foreign creditors

replacing public foreign creditors.16

Sovereign debt belongs to the domain of international financial law, i.e. the

branch of international economic law regulating international financial relation-

ships.17 The term “international financial law” was first coined with reference to the

institute of State debt succession by the Russian émigré Sack, who argued that

international financial law represented a sui generis institution, partaking of both

financial law and public law and constituting a supra-national law (“€uberstaatliches
Recht”).18 Although endorsed by Politis,19 this theory encountered fierce opposition
from Feilchenfeld, in whose view international financial law could not constitute a

legal system separate from international and national laws.20 Sir John Fischer

Williams empirically highlighted that “le droit financier international nous invite
à une conception du droit qui ne serait pas seulement ‘international’ dans le sens

12 This is the position expressed by the International Law Association at the Hague Conference

2010; see Waibel (2011), p. 13.
13 See O’Connell (1967), p. 369, Mac Lean (1989), pp. 43–55, and Pavlidis (2006), p. 36.
14 See Borchard (1951), pp. 76–77.
15 The most immediate reference is to US bonds issued domestically, but mainly held by foreign

creditors, Li and Panizza (2013), p. 20.
16 This is the case of bilateral debt assigned to private parties; cf. Donegal International v. Zambia
[2007] EWCH 197 (Comm Ct), [2007] 1 Lloyd’s Rep 397.
17 International financial law, currently widely referred to, until recently was not a much scholarly

ploughed field: “To those having an interest in international law, the law of international finance

and investment is (. . .) an exotic and esoteric field. Even among those who count themselves

expert in international economic law, knowledge often stops short at the law of international

trade”, Baxter (1980), p. 7. However, the argument that this legal branch is not yet fully developed

(Delaume 1967, p. 124) seems no longer tenable.
18 “Le principe de la succession des dettes publiques est donc un principe, non de droit interna-
tional public réglant les rapports entre Etats, mais de droit financier et de droit public général”,
Sack (1927), pp. 87–88. Sack’s work did not exert much influence on public international law

scholars until the 1990s, see Ludington and Gulati (2008), p. 627.
19 Politis in his Préface to the book by Sack (1927), p. VI, emphasised that this work had brought

“une remarquable contribution à l’étude de la nouvelle branche du droit des gens qui a été
justement appellée le droit financier international”.
20 International financial law may indicate all legal rules concerning international financial rela-

tions, “but the term, if it is used in this sense, defines a body of rules bearing on a common subject-

matter, and not a system of laws originating from a separate source. Admiralty law, property law,

patent law, and commercial law are all special fields of law, but whatever rules they contain are

created by the systems of municipal law or by international law; international financial law, as

properly understood, is as much or as a little an independent kind of law as are admiralty law and

other fields of law mentioned”, Feilchenfeld (1931), p. 595.
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étymologique du mot, mais qui serait un seul droit s’appliquant à tous les sujets
possibles de droit, Etats en même temps qu’individus”.21 Along the same lines,

Schwarzenberger held that international financial law (as with international eco-

nomic law) included all the topics related to cases characterised by a predominantly

financial element and a foreign or international element.22

1.3 The Structure of the Work

The present work proposes to explore four types of indebtedness connected with

sovereign financing: bilateral debt, multilateral debt, syndicated debt, and bonded

debt.23 These four types will be analysed with reference to three crucial aspects—

genesis, restructuring, and litigation—so as to provide a thorough picture of the

most salient facets of the phenomenon. Structurally, after an introductory part

giving a historical outline of sovereign debt and sovereign crises, the work divides

itself into three main parts: genesis, restructuring, and litigation. Each of these parts

opens with a preliminary chapter setting out general problems that, on one hand,

perform an introductory function and, on the other, cannot be strictly confined to a

single type of debt. The four types of debt are analysed in the following order:

bilateral, multilateral, syndicated, and bonded. The scheme replicates itself identi-

cally in the three parts. Although it displays a certain degree of rigidity, the

structure of the work makes it possible to capture in a systematic manner a

phenomenon characterised by huge complexity and unclear boundaries:

– Genesis—the introductory chapter analyses different topics: the capacity to

borrow, the legal nature of loans, the right to development, the UNCTAD

Principles, and the HRC Principles. The chapter on bilateral debt investigates

the qualification of the act of borrowing, the governing law, and the constitu-

tional norms relating to parliamentary prerogatives in relation to treaties and

budget. The chapter on multilateral debt takes into account the purposes and

facilities of the various lenders, with particular references to the policy of

conditionality. The chapter on syndicated debt focuses on the syndication

process, the regulatory profiles, and the quest for a governing law. The chapter

on bonded debt explores a far more complicated matter, analysing the issuing

process, the role of the trustee/fiscal agent, the regulatory requirements for

securities, and the law governing the various aspects of the loan.

– Restructuring—the introductory chapter examines the default and its conse-

quences, the restructuring methods, and the debt conversions. The chapter on

bilateral debt is centred on the nature and mission of the Paris Club, the progres-

sive institutionalisation of which has produced substantive and procedural rules.

The chapter on syndicated debt is focused on the role played by the London Club,

21 See Fischer Williams (1930), p. 139.
22 See Schwarzenberger (1942), p. 24.
23 Trade debts, because of their commercial aims, do not fall within the scope of the work.
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on the terms of restructuring and on the Baker and Brady Plans. The chapter on

bonded debt analyses the effects of collective action clauses on the restructuring

process, puts emphasis on the absence of a negotiating forum, and describes the

restructuring routes. In this context, a first asymmetry in the structure of work

emerges as multilateral creditors normally follow a non-restructuring policy.

– Litigation—the asymmetry becomes even more evident in the third part. There is

no litigation related to multilateral debt, and little related to bilateral debt. With

reference to syndicated debt, the analysis focuses first on the conflict of laws rules

concerning the identification of the forum and then on the case law fundamentally

related to champerty and pari passu. In bonded debt, the issue of jurisdiction is

not specifically examined as it is similar to that already treated with regard to

syndicated debt, and the pari passu case law is analysed as a sequel to that in the

previous chapter, while particular attention has been given to the role of the

trustee, class action, and ICSID arbitration. To balance these lacunae, the third

part is open by a long introductory chapter divided into two sections: the first

discusses public international law procedural rules, such as State immunity and

act of State, and the second discusses public international law substantive rules,

ranging from necessity to odious debt. Notwithstanding these adjustments, the

scheme in the third part replicates the one chosen for the first two, not so much for

the sake of symmetry but rather to make it easier to trace each source of State

indebtedness. The work closes with a final part on the future developments,

describing the interwoven issues of a sovereign debt restructuring mechanism,

with the various proposals in this direction, and of a lender of last resort,

including the European Stability Mechanism and the legal challenges to it.

The work betrays a fundamental imprint of international law. Nonetheless, the

insufficiency of this discipline to cover the manifold facets of the phenomenon has

led to the inclusion in the analysis of other sources, such as private international law,

national laws, and financial practice; to provide a deeper understanding of the picture,

references to international financial relations and international financial history have

been occasionally made. Although it follows the scheme of a continental tractatus,
combining primary and secondary sources, the work strikes a fair balance between

doctrinal and jurisprudential references.

The separate analysis of the four types of debt under each profile is justified by the

necessity to capture their distinguishing features. A public lender/private lender work

would have been confusing, as bilateral loans and multilateral loans, on one side, and

syndicated loans and bonded loans, on the other, present specific characters. A case

study work, preceded by a long analysis of the principal legal issues, would have

meant taking a path already trodden and would have encountered the objective

difficulty of finding out all the relevant sources (loan contracts and restructuring

agreements are not always available). A topic-based work would have been more

suited to a multi-author work than to a single-author, treatise-like book. Although it

has its imperfections, the chosen approach appears to be the best way to combine

coherency, coverage of several different disciplines, and exhaustiveness.24

24 Developments are reported up to 31 December 2013.
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Chapter 2

A Historical Outline of Sovereign

Indebtedness

2.1 Preliminary Remarks

From a historical perspective, States have systematically contracted loans to finance

their policies. Since the modern age, State indebtedness has progressively lost its

character of an occasional necessity of the sovereign to become an instrument of

development for the national community as a whole.1 In other words, sovereign

indebtedness has been increasingly incurred to pursue political aims to the advan-

tage, and in the interests of, the public.2

Sovereign borrowing has frequently been accompanied by sovereign default.3 In

this regard, the Dutch philosopher Hugo Grotius explained that the failure to honour

a debt owed by one monarch to another would lead to specific consequences: on one

hand, it might provide a cause for a justum bellum; on the other, it would permit

confiscatory measures in retaliation directed towards the subjects of the defaulting

1 From eighteenth century onwards, some limitations on the power of the sovereign to contract

loans began to emerge: Emmerich de Vattel, after drawing a distinction between personal debts

and national debts, specified that a sovereign can validly contract debts as long as they are for the

benefit of the country; in contrast, if it without necessity incurs debts so great as to bring his

country to ruin, “le souverain agirait manifestement sans droit; et ceux qui lui auraient prêté,
auraient mal confié”, de Vattel (1835), Liv. II, Chap. XIV, § 216.
2 See Sack (1927), pp. 25–30. In this connection, the creation of a “National Debt” was the work of

the Dutch, who brought the idea to England: “National Debts secured upon Parliamentary Funds of

Interests, were things unknown in England before the last Revolution under the Prince of Orange”,

Swift (1951), p. 68. See Dickson (1967), pp. 17–18.
3 One of the first instances of default can be traced back to the loan made by the Greek sanctuary of

Delos in the fourth century BC to certain States of the Attic League: of the sums lent, only a small

portion was subsequently reimbursed; see Andreades (1933), pp. 171–172. In the period from 1800

to 2009, the practice records at least 250 episodes of external defaults, Reinhart and Rogoff

(2009), p. 34.
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