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Introduction

Despite multilateral initiatives such as the Heav-
ily Indebted Poor Countries (HIPC) initiative and
the Multilateral Debt Relief Initiative (MDRI), in
2007 the world’s developing countries still spent
a combined total of approximately USD 1.5 billion
every day on external debt servicing. Amongst their
number are the poorest countries in the world;
these low income countries spent around USD
34 million every day on external debt servicing.’
In the current global financial crisis, many of the
countries which have benefited from debt relief in
recent years now face substantial risk of new debt
distress.

To date, only a very few measures have been
taken to address the origins of this problem and to
promote both more responsible lending and bor-
rowing in order to further reduce the debt burden
and to prevent new debt crises. A major weakness
of the current debt relief initiatives is their fail-
ure to assess and address the legitimacy of debts.
In the past, many loans have been given to un-
democratic and corrupt regimes, to irresponsible
projects, on fraudulent terms and without appro-
priate due diligence, but there has been no attempt
to cancel these illegitimate or odious debts within
the current debt relief mechanisms.

Political campaigns and initiatives

‘Aktion Finanzplatz Schweiz’, together with many
other civil society organisations in the South-North
International Campaign on Illegitimate Debt, is
committed to securing the implementation of new
mechanisms for both the assessment and cancel-
lation of illegitimate or odious debts within the
broader context of a transparent and fair debt work-
out procedure.

Itis clear that the affected countries in the South
have not only the moral, but also the legal right to
repudiate illegitimate or odious debts. We support
their demands for both compensation and repara-
tion for the social, ecological and historical damage
done to them by Northern countries. Moreover, we
support initiatives for more equitable international
relationships and for a new global financial system
which respects the sovereignty of the countries in
the South and gives them greater independence
from the North, the Northern creditors and the ex-
isting International Financial Institutions.

In recent years, the international campaign on
illegitimate or odious debt has contributed to a new
political dynamic resulting in a more intensive
academic debate, new political initiatives in some
countries and greater interest from international
organisations. In 2006, Norway acknowledged
its responsibility for a development policy failure
and cancelled debts of USD 8o million owed to
the country by five developing countries. In 2007,

Ecuador launched the world’s first debt audit com-
mission to have the full support and involvement
of its government. In its final report, published in
November 2008, the audit commission concluded
that much of Ecuador’s foreign debt was both il-
legitimate and illegal3 In December 2008, Presi-
dent Rafael Correa followed the recommendations
of his government’s commission and announced
that Ecuador would default on the debt service for
its bonds. Civil society groups all over the world
hope that this first official debt audit will encour-
age other countries to follow Ecuador’s example.
Even so, the results of the Ecuadorian audit have
not found unanimous approval, notably among the
legal profession, as we will see in this publication.

The Norwegian Government supports the con-
cept of illegitimate or odious debt but criticises
the lack of distinct criteria. It therefore decided to
finance a three year long UNCTAD project for Pro-
moting Responsible Sovereign Lending and Bor-
rowing which began in November 2008. One of
the goals of this project is to develop a set of guide-
lines and criteria for assessing the legitimacy of
sovereign debt.

Intensified academic debate

The doctrine of odious debt was formulated in
1927 by Alexander Sack, former minister of Tsar-
ist Russia and professor of law in Paris and it has
become the starting point for modern discussion
on the issue.# His three criteria for the definition
of a debt as odious are: first, that the debt must
have been contracted by a despotic regime; second,
that the money must not have been used in the in-
terest of the state and third, that the lender must
have known this. Since then, the theory on odious
debt has developed and widened much further,
especially in recent years, as many new contribu-
tions by different scholars have been published
and given a new dynamic to the debate.

Sack’s original definition is now viewed by many
scholars as being both very limited and difficult to
implement. They have suggested other definitions
and other legal avenues as alternatives. An over-
view of those authors who have shaped the recent
debate is laid out below:

Joseph Hanlon’ defines illegitimate debts as be-
ing against the law, not sanctioned by law, unfair,
improper, objectionable or in contradiction to pub-
lic policy. This definition has found considerable
recognition within civil society but it has also been
criticised as being too broad, inasmuch as it makes
almost all debts illegitimate.

Michael Kremer and Seema Jayachandran® intro-
duce a new form of economic sanction by suggest-
ing the creation of a new institution which would
decide which regimes are to be seen as illegitimate
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or odious. They argue that an institution which
simply announces regime types would deter lend-
ing to odious governments as banks would have
little incentive to lend to these governments if suc
cessor regimes could refuse to repay debts without
hurting their reputation. In this way, the debate
shifts from the illegitimacy of the debt to the il-
legitimacy of the regime.

Jeff King, Ashfaq Khalfan and Bryan Thomas?,
like Sack, define odious debts as “those contracted
against the interests of the population of a state,
without its consent and with the full awareness of
the creditor”. Like Kremer and Jayachandran, they
focus on the odiousness of the regime arguing
that dictatorial regimes by definition act without
the consent of the population and not to its benefit.
In the case of democratic or quasi-democratic re-
gimes, debtor states must prove that there was an
absence of benefit to the population.

Lee C. Buchheit, Mitu Gulati and Robert B.
Thompson?® refer to the shift in the debate from
“odious debt” to “odious regime” and argue that
if this new version of the odious debt doctrine is
to be workable, someone must assume to decide
which regimes are odious. The authors are skepti-
cal as to whether this definitional challenge can
be met. Instead, they investigate how far the prin-
ciples of private (domestic) law could be used to
shield a successor government from the legal en-
forcement of a debt incurred by a prior regime un-
der irregular circumstances. The authors believe
that such defenses exist under U.S. law (and pre-
sumably elsewhere) and could be used to address
many cases of allegedly odious debt.

Sabine Michalowski® gives the odious debt doc-
trine a new focus by moving away from the tradi-
tional emphasis given to the consent of and bene-
fit to the people of a country, to one of the violation
of imperative norms of international law. She ar-
gues that a doctrine based on ius cogens violations
provides clearer criteria than the traditional odi-
ous debt doctrine and overcomes its weaknesses.
If the application of ius cogens is rather limited at
the moment, its content might gradually expand
to see its scope of application increase (for details,
see the chapter on international law.)

The following authors address the problem of
odious debt by focusing on new insolvency and
arbitration procedures:

Since the 1980s, the Austrian economist Ku-
nibert Raffer has advocated a “Fair Transparent
Arbitration Process” (FTAP) in case of sovereign
insolvency, based on an international version of
Chapter 9 of the US Bankruptcy Code (Municipal
Bankruptcy)”. FTAP respects impartial decision
making, which is the foundation of the Rule of Law,
and protects bona fide creditors. Affected popula-
tions, international organisations and NGOs would
have the right to be heard. Juan Pablo Bohoslavsky'
develops a general theory of responsibility for the
granting of abusive loans based on the private law
systems of different countries. In a second step he
argues that this theory can be extended from pri-
vate law to a general principle of international law
and thus can be applied to sovereign insolvency.



In particular, he argues that loans granted with-
out following the most elementary prudential
guidelines regarding risk analysis should be sub-
ordinated to those not classified as abusive in the
case of bankruptcy. He recommends that the final
decision on the subordination criteria and reduc-
tion of the debt should be made by a specially con-
vened neutral arbitration tribunal.

In 2007 and 2008, two long-awaited research
papers on the issue of odious debt were published
by UNCTAD and the World Bank. Robert Howse,
the author of the UNCTAD paper, argues that al-
though a political transition does not break the
continuity of state-to-state debt obligations, state
practice, the rulings of international tribunals
and the writings of most academic authorities
put some equitable limits to the sanctity of state-
to-state debt agreements. The obligation to repay
debt in international law has frequently been lim-
ited or qualified by equitable considerations, some
of which may be regrouped under the concept of
“odiousness”. On the other hand, Vikram Nehru
and Mark Thomas, authors of the World Bank dis-
cussion paper, dismiss the idea that there could be
anything like an applicable odious debt doctrine
because of the wide range of proposals for defining
odious debt and the lack of grounds in internatio-
nal law. The World Bank paper was both criticised
and refuted by civil society and legal experts.™

Objective and origin of this book

The struggle for the repudiation and cancellation
of illegitimate or odious debt is first and foremost a
political one but a better knowledge of the existing
legal instruments serves to strengthen the politi-
cal argumentation and campaigns of civil society.
In 2006, Aktion Finanzplatz Schweiz decided to
bridge the gap between political and legal initiatives
and to encourage a better communication and un-
derstanding between civil society and legal experts.

In 2007 we launched a three year programme
to examine odious debt, mainly sponsored by the
Ford Foundation and the Sigrid Rausing Trust.
The launch was marked by our International Con-
ference on Illegitimate Debt in October 2007 in
Berne, Switzerland. For the first time, representa-
tives of NGOs and legal experts from the North
and South came together and debated the concept
of illegitimate or odious debt.> The conference
highlighted the fact that there was a lack of spe-
cific cases which could contribute to a better un-
derstanding of the legal frameworks.

As a consequence, Aktion Finanzplatz Schweiz
decided to create an informal work group of legal
experts who would give their legal opinion on a
number of cases of presumably illegitimate or odi-
ous debt and to publish these studies as a book. In
this publication, we construct fictional law cases
out of existing cases'® of sovereign debt in order
to explore the legal avenues and the constraints
of debt contestation and arbitration. It is partly an
academic exercise, as in some cases the old debts
have meanwhile either been repaid by the debtor
countries or abated in the context of the multilat-
eral debt relief initiatives. Even though all the legal

cases in this book have been written by lawyers
and legal scholars, it does not pretend to conform
to the strict quality standards of an academic work.
It is dedicated to a broader audience and is intend-
ed above all to deliver information, in the form of
examples based in practice, which is useful to non-
jurists and non-academics working in this field.

The different chapters of this book reflect the
plurality of opinions which exists in the ongoing
debate regarding illegitimate or odious debt. When
the authors of the legal case studies met in Ziirich
in June 2009, it became evident that at times, they
fundamentally disagreed with one another with re-
gard to both the assessment of the cases and the
definitions of illegitimate or odious debt. Therefore,
every chapter stands alone and must be seen as the
individual opinion and assessment of its author,
without necessarily having common ground with
the arguments and opinions expressed elsewhere.

The work of the authors was influenced by the
fact that in the majority of the cases it was not pos-
sible to obtain the original contracts. As a conse-
quence, the authors sometimes had to make pre-
sumptions in order to be able to give their legal
opinion. The result of the analyses could have been
different in some cases, had they had access to
original contracts.

Contents

The book is divided in two parts: the first is the
theory section which provides all the necessary
background (Chapters 1 to 8); part two consists of
the legal case studies (Chapters 9.1 to 9.9). In our
conclusions, we summarize the lessons learned
from the legal cases, recall the main points of dis-
sent and consent, and specify the areas where fur-
ther work is needed.

Part One

Chapter 1: Charles Abrahams introduces the con-
cept of illegitimate debt by explaining its evolution
and expansion and its current impact. According
to him, the concept of illegitimate debt encom-
passes both odious and illegal debts as well as dif-
ferent other forms of debt such as those resulting
from loans made for ideological or political rea-
sons or those which cannot be serviced without vio-
lating basic human rights. It also includes those
debts incurred under predatory repayment terms.
Illegitimate debts are to be seen in their historical,
social, political and economic context.

Chapter 2: Sabine Michalowski introduces the ius
cogens approach, affirming that loan transactions
leading to violation of ius cogens norms are odious
and the underlying contracts therefore void. Ius co-
gens norms are universally applicable; not only to
treaties between states but also to other state acts
and even private parties. Accordingly, states cannot
contract out of the obligation to comply with ius co-
gens by entering into private contracts, as these are
also subject to the norms of ius cogens.

Chapter 3: Michalowski introduces different pri-
vate law principles which may be an alternative for
the repudiation of odious debt, rather than having to
rely on public international law principles. One of



the most important private law principles is that of
agency, where it is argued that the government of a
debtor country acts as an agent for the people of the
state (principal) and that the resulting agreement
will bind the state. Although debtor compliance is
interpreted as acceptance of the contract as bind-
ing, in US agency law there is a reversal of the bur-
den of proof that the debtor’s agent is authorized.

Chapter 4: Ramiro Chimuris Sosa introduces
the concept of “illicitness” as a theoretical link
between non-binding and binding legal instru-
ments. Specifically, he links the general definition
of illicitness as “being against the public order” to
violations of general principles of law. Interest-
ingly, Chimuris remarks that both in private law
(tort) and international law (ius cogens), illicitness
is the common denominator that nullifies certain
debt contracts.

Chapter 5: Cephas Lumina discusses the con-
cept of illegitimate debt from the perspective of
human rights. He argues that human rights prin-
ciples should be part of the framework to be used
when determining whether or not a sovereign debt
should be declared illegitimate. He also shows
that different opinions exist among developed and
developing countries as to whether foreign debt
should be considered as a human rights issue.

Chapter 6: Charles Mutasa explains the need for
a new Fair and Transparent Arbitration Process
(FTAP). This mechanism, developed by Kunibert
Raffer, puts developing countries on a more equal
footing with their creditors. According to Mutasa,
it also enshrines the principle that basic human
rights take precedence over creditor rights.

Chapter 7: Jurgen Kaiser explains why Jubilee
Germany (erlassjahr.de) mandated a legal exper-
tise on the case of former GDR warships sold to
Indonesia during the Suharto regime. The author
of the expertise, August Reinisch, focused strong-
ly on the applicability of the classical odious debt
doctrine. However, based on the experiences of the
campaign, erlassjahr.de shifted its focus from the
classical doctrine of Sack to the concept of ius cogens
violation and tried to find a solution to the question
as to whether the unconditional cancellation of In-
donesia’s illegitimate debt would really benefit the
victims of the atrocities which were committed.

Chapter 8: Mimi Lytje and Neil Watkins illumi-
nate the campaign for the Jubilee Act for Respon-
sible Lending and Expanded Debt Cancellation in
the United States Congress. If passed, the Jubilee
Act would expand debt relief to up to 24 additional
poor countries not currently eligible for the Heav-
ily Indebted Poor Countries (HIPC) Initiative.
Moreover, it would require the US Comptroller
General to conduct an audit of past, possibly odi-
ous, lending by the US government and advocate a
framework for responsible lending in the future.

Part Two

Chapter 9.1: Luke Espiritu examines the case of
the Austrian Medical Waste Project in the Philip-
pines and gives his legal opinion on the fact that
the incinerators bought by the Philippines did not
comply with existing environmental standards.

The Austrian Government however, refuses to re-
nounce the right to repayment of the loan made
for the installations.

Chapter 9.2: Maurizio De Martino gives his
legal expertise on the case of the Yacyretd dam
and hydro-electric power station on the border of
Argentine and Paraguay. According to him, this
project did not provide the population with the
advantages contemplated but rather has caused
damage to the communities involved. Moreover,
De Martino points to the fact that the dictatorial
and authoritarian regimes were the main benefi-
ciaries of the project.

Chapter 9.3: Eve Tessera and Renaud Vivien
analyse the legal aspects of the Inga dam debt in
the Democratic Republic of the Congo during the
Mobutu regime. According to them, the Inga dam
projectis an exemplary case of a failed development
project. From the outset, this project inyglved big
operational risks, mortgaging the chances of the
debt being paid back and seriously compromising
the Congolese economy.

Chapter 9.4: Maurizio de Martino examines
two cases from Ecuador; that of the drinking water
facility in Guayaquil, and the hydroelectric power
plant ‘Marcel Laniado de Wind’. In the first case,
he explains that the State of Ecuador was in an ur-
gent state of need because Guayaquil was suffer-
ing from a water crisis and the lenders exploited
this situation. In the second case, he argues that
the impact of the whole dam project was not fully
considered and the machines which were deliv-
ered were not those which had been ordered.

Chapter 9.5: Recalling the case of the Norwe-
gian ships exported to developing countries in the
1970s, Charles Abrahams gives his legal opinion
on the case of three Swedish coast guard ships
sold to Liberia. He questions whether the Swedish
export guarantee was illegitimate on the grounds
that the Swedish Government intended to boost
the fortunes of a declining industry by way of ex-
ports to Liberia, knowing that Liberia was faced
with very serious political and economic challen-
ges at the time. He also questions whether the in-
terest of more than triple the capital sum is legal.

Chapter 9.6: Another interesting case, analyzed
by Maud Perdriel-Vaissiére, concerns the practice
of oil-backed loans in Congo-Brazzaville. Because
this type of loan creates an environment which fa-
vours corruption and bad governance, the Repub-
lic of the Congo claimed to no longer have recourse
to it in order to benefit from the HIPC programme.
However, reality is quite different. Perdriel-Vaissiére
explores concrete remedies available in French law
which could be used to challenge this debt.

Chapter 9.7. Charles Abrahams looks at the
debts which contributed to the financing of the
apartheid regime in South Africa. Even though
apartheid was declared a crime against humanity
by the UN General Assembly, the debts incurred
during the apartheid regime were paid back in full
by South Africa. However, Abrahams shows that
it may have been possible to build up a defence
under international law.

Chapter 9.8: Sandrine Giroud examines the case



of Jean-Claude Duvalier, better known as “Baby
Doc”. The former Haitian dictator is known for
having embezzled enormous sums of Haitian
public funds to maintain his regime and for his
personal interest. He is also the alleged author of
numerous human rights violations and crimes
against humanity. Looking at these acts from the
perspective of the odious debt scholarship, Giroud
reviews the possible defences Haiti could have in
order to repudiate Baby Doc’s debts.

Chapter 9.9: The last case discussed involves
the State of Paraguay and this case was brought to
Swiss tribunals. Sabine Michalowski analyzes the
question as to whether the former consul of Para-
guay in Geneva, Gustavo Gramont Berres, had the
necessary authority to sign guarantees to obtain
money from different banks for two failed projects
in Paraguay. Gramont Berres was later sentenced
to imprisonment in Paraguay.
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1. Understanding the Concept
of ‘lllegitimate Debt’

Charles Abrahams

Introduction

In recent years, civil society debt campaigns around
the world have begun to give consideration to the
concept of ‘illegitimate debt™: an expansive concept
that refers to a broad range of debts encompassing
both odious and illegal debts, as well as debts re-
sulting from losing a war, debts to creditors who
lent irresponsibly, and debts resulting from loans
made for ideological or political reasons.? The con-
cept also includes: debts incurred by undemocrat-
ic means, without transparency or participation by
civil society or representative branches of govern-
ment; debts that cannot be serviced without violat-
ing basic human rights; and debts incurred under
predatory repayment terms, including situations
where original interest rates skyrocketed and
compound interest made repayment impossibles
The rationale for understanding ‘illegitimate debt’
is for the debt problem to be seen in its histori-
cal, social, political and economic context, as this
raises the fundamental and essential question of
the legitimacy of the ‘debt’ and the so-called in-
debtedness of the people of the South.4

In May 2008, Mr. Cephas Lumina, the United
Nations Human Rights Council’s Independent
Expert on the effects of foreign debt and other re-
lated international financial obligations of states
on the full enjoyment of all human rights, par-
ticularly economic, social and cultural rights, is-
sued the following press statement on the subject
of ‘illegitimate debt”:

“The issue of illegitimate debt is one that requires
further elaboration in a collaborative manner by both
creditor and debtor countries, in order to promote
responsible financing and fair and transparent treat-
ment of foreign debt, to ensure that all countries
are able to fulfill their human rights obligations.

It is clear that the absence of an internationally
accepted definition of illegitimate debt is an obsta-
cle in the efforts to systematically address the debt
issue at the global level.”s

However, a recent World Bank Policy Research
Paper® criticised the concept for its lack of preci-
sion, notably the manner in which it is articulated
in advocacy materials, which, it believes, resulted in a
failure to allow for a meaningful debate on the topic.

This paper intends to provide an overview of the
current discussion of the concept of ‘illegitimate
debt’. It does not purport to develop the concept or
to give it a theoretical base. Instead, the approach
adopted herein is to look at the evolution of the
concept and focus on the attention it has gained at
both a political and a legal level. At a political level,
this paper explores the evolution of the concept by
first looking at its early reference in the Teguci-
galpa and Gauteng Declarations, then at the more
expansive declarations and statements by civil so-

ciety as to what it entails. Similarly, at a legal level,
this paper looks at Joseph Hanlon’s early attempt
at providing a legal basis for the concept, and at how
it has been overtaken by other legal approaches
which link the concept to general principles of law
and to the violation of socio-economic rights. This
paper argues that although a clear understanding
of what the concept of ‘illegitimate debt’ entails has
not yet developed, nevertheless debate and discus-
sions around it, by both civil society and multilat-
eral organisations, as well as by certain states, are
beginning to shape our understanding of what it
means.

Evolution of the concept of ‘illegitimate debt’

In 1998, debt campaigners from the South put for-
ward the concept of ‘illegitimate debt’ at the time
of the ‘Jubilee Call for Debt Cancellation’ issued
at the first international meeting of the Jubilee
movement in November 1998 in Rome. The di-
verse contexts and experiences, particularly from
Southern campaigns, led to an evolving under-
standing of the debt cancellation call. At the con-
ference in Rome, participants struggled with the
word ‘unpayable’, and sought interpretations that
reflected their diversity. Whilst the ‘Jubilee Call
for Debt Cancellation’ categorised four kinds of
debt as being ‘unpayable’; voices from Southern
campaigns insisted on the need to go beyond set-
ting a ‘sustainable’ level of debt, to seeking debt
cancellation in the name of justice, reparation and
redistribution. Rev. Molefe Tsele, the then Chair
of the South African Jubilee Campaign, explained
that debts have been: “a political tool that is used
to subjugate and inflict suffering, at times with
more severity than outright war on the people...
Loans are extended under conditions that make
recipients losers from the start.”

Given that context, to cancel debt outright is a
moral imperative. ‘Illegitimate debt’ is premised
on the view that the debt problem should be seen
in its historical, social, political and economic
context, as such an understanding raises the fun-
damental and essential question of the legitimacy
of the ‘debt’ and the so-called indebtedness of the
peoples of the South.

Shortly after the ‘Jubilee Call for Debt Cancel-
lation’ the concept found an early expression in
a number of declarations that would begin to lay
the foundation for a gradual evolution and under-
standing of its meaning. In January 1999, the Ju-
bilee 2000 movement of Latin America and the
Caribbean adopted the Tegucigalpa Declaration,
marking one of the early instances of the use of
the term ‘illegitimate debt’. Contextually, it was
used to refer to the regions’ debt contracted from
1982 to 1996, of which the debt servicing was put




at USD 739 billion. There are two rationales for
arguing that the debt is illegitimate. The first is
that the debt is odious, as it is alleged to have been
contracted by dictatorships throughout the region.
The second is that the debts bore exorbitant interest
and the imposition of conditionalities by creditors.
The Gauteng Declaration followed the Teguci-
galpa Declaration in March 1999. The Gauteng
Declaration’s description of illegitimacy main-
tains a close relation to the concept of odious debt.
Since it focuses mainly on the debts incurred by
the southern African states in their defence against
apartheid South Africa, it makes out the case that
southern Africa’s apartheid-caused debts are not
only odious but also illegitimate. Apartheid-spon-
sored wars and economic destabilisation caused
countries to borrow billions of dollars because of
the failure of the international community to en-
force the international law violated by apartheid.
According to the Gauteng Declaration, the total
estimated cost of apartheid-caused destabilisation
in southern Africa exceeds USD 115 billion, while
apartheid-caused debt is some USD 27 billion.
What is evident from the two declarations is
that the concept of ‘illegitimate debt’ is intended
to be more expansive than notions of ‘odious debt’
or ‘dictators’ debt’, which had, hitherto, been as-
sociated with calls for debt cancellation or repu-
diation. Also evident is the fact that the concept of
‘illegitimate debt’ marks a shift away from lender
countries having to take responsibility or co-re-
sponsibility for certain debts incurred by borrow-
ing countries, as such lender countries should or
ought to have been aware of the unlawfulness or
illegality associated with the debt. An argument
based on ‘illegitimate debt’ in its broadest sense,
as per Tsele’s statement above, implies that there
is no need for creditor awareness and by implica-
tion creditor responsibility, as the whole system of
indebtedness is brought into question.

Expanding the concept of ‘illegitimate debt’

Since the Tegucigalpa and the Gauteng Declara-

tions, the concept of ‘illegitimate debt’ has taken on

different forms and expressions. Over time, it has

expanded to include debts contracted where one

or a combination of the following are present:

« Fraud and deception

« Lack of compliance with democratic processes or
legal requirements

« Grossly disadvantageous terms and/or onerous
and harmful conditions

« Financing of failed projects, or projects with
damaging effects on people, on the environment,
or on the economy

« Purchasing overpriced, unnecessary goods or
services

« Support of policies that result in the violation of
human rights

« Debt accumulation due to unjust economic rela-
tions

« Aggressive and unscrupulous pushing by lenders
to promote their vested interests at the expense of
the borrowers and of the people who will pay the
debts

In view of the above, ‘illegitimate debts’ can broadly
be seen to fall into the following categories: odious
debts,® apartheid-caused debts,® stolen wealth,™
debts from failed and harmful projects,” debts re-
sulting from creditors’ destructive economic con-
ditions' and immoral debts. Africa Action’s state-
ment on ‘illegitimate debt’ provides the broadest
spectrum on what ‘illegitimate debt’ entails.

This does not mean that there is consensus
among civil society organisations on all the ex-
panded notions and categories mentioned above.
As can be seen, the concept is so broad in its in-
clusion of every conceivable category of debt that
it has been seriously criticised for its lack of pre-
cision.™ However, in very broad terms, there ap-
pears to be some form of consensus within the
global debt movement that ‘illegitimate debt’ re-
fers to unacceptable, irregular, inappropriate, ir-
responsible, dubious and fraudulent features of
debts: features that go against widely accepted le-
gal, political, financial, economic, environmental
and, most especially, ethical standards and prin-
ciples.’ There is, however, no firm consensus as
to its precise definition, coverage, application and
translation into policy.*®

A further difficulty in providing certainty around
the concept is the fact that a distinction is made
between the ‘illegitimacy of debt’ and ‘illegitimate
debt’. ‘Illegitimacy of debt’ refers to the system of
sovereign indebtedness between lender and bor-
rower countries as a whole, by having regard to
the systematic, historical, structural, political and
economic analysis. ‘Illegitimate debt’, on the other
hand, refers to specific debts based on the more
specific categories referred to above.” Based on the
aforesaid distinction, the concept is utilised differ-
ently according to the locations, the organisations,
the strategies, etc. Whilst for some organisations,
such as the Committee for the Abolition of Third
World Debt (CADTM), specific cases of ‘illegiti-
mate debt’ emphasise the entire illegitimacy of the
system of indebtedness as a means of domination
of the countries of the South by the governments
of the North, other organisations differ on this is-
sue.®

Legal definition of ‘illegitimate debt’

Various attempts have been made to give a legal
definition to the term ‘illegitimate debt.” Joseph
Hanlon, starting from the premise that ‘illegitimate
debt’ has no existing definition in law, proposes a
definition that satisfies any one of the following
conditions: the debt is against the law or not sanc
tioned by law; it is unfair, improper or objectiona-
ble; or it infringes on some public policy.” Hanlon
refers to very specific instances in law where such
debts would be regarded as illegitimate. Britain’s
Consumer Credit Act of 1974, in particular Sec-
tion 137, states, for instance, that if the court finds
a credit bargain extortionate it may reopen the
credit agreement so as to do justice between the
parties. Section 138 defines a credit bargain as ex-
tortionate if it requires the debtor or a relative of
his to make payments (whether unconditionally,
or on certain contingencies) which are grossly exor-



bitant, or otherwise grossly contravenes ordinary
principles of fair dealing.>

Kunibert Raffer adopts a somewhat similar
approach to Hanlon, except that he divides ‘ille-
gitimate debts’ into two categories: illegal debts;
and, debts that might be legal by strictly formal
standards, yet the existence or servicing of them
violates socially established norms.>" Illegal debts
are debts that are incurred in violation of national
laws, international law — such as in breach of legal
obligations or statutes of International Financial
Institutions (IFIs) — or universally accepted le-
gal principles, especially those whose servicing
violates human rights. Debts that originate from
loans IFIs disbursed to corrupt governments, such
as Suharto’s in Indonesia, knowing that large parts
of these loans would be embezzled, are criminal
debts and are also regarded as illegal debts.>

Debts that might be legal by strictly formal
standards, yet whose existence or servicing violates
socially established norms are, for instance, gam-
bling debts, which may be unenforceable due to
moral considerations reflecting societal disapprov-
al.» According to Raffer, in some European legal
systems gambling debts are permitted under law
(if paid they extinguish an obligation and repay-
ment cannot be demanded later) but nevertheless
not enforceable (payment cannot be enforced by
the winner-creditor) due to moral considerations
reflecting societal disapproval of the underlying
reason for such debts.>+

The use of terms such as ‘unfair’, ‘improper’ or
‘objectionable’, ‘infringement of public policy’, ‘vio-
lation of socially established norms’ and ‘moral
considerations’ are common to most legal systems.
They mostly derive from the principle of equity
which has long been developed and recognised in
most legal systems. In terms of Article 38 of the
Statute of the International Court of Justice, equi-
ty is held as a general principle of law recognised
by civilised nations. The term ‘general principles’
refers to both principles of international law and
principles common to international law and vari-
ous municipal systems of law.

Even though Hanlon and Raffer do not expressly
make the argument, their writings do suggest that
the legal foundation for ‘illegitimate debt’ is based
on these equitable principles that have long been
recognised in both domestic and international law.
Equity represents the spirit of the law. In the Nor-
wegian Ship Owners’ Claims® (between the U.S.
and Norway) it was held that:

“the words ‘law and equity’ ... can not be under-
stood ... in the traditional sense .... The majority
of international lawyers seem to agree that these
words are to be understood to mean general prin-
ciples of justice as distinguished from any partic-
ular system of jurisprudence or the municipal law
of any state.”

In addition to tying the concept of ‘illegitimate
debt’ to equitable principles, some?® have gone one
step further to make a connection between ‘ille-
gitimate debt’ and its impact on socio-economic
rights. The New Economics Foundation argues
that it is a violation of human rights if govern-

i )

b g e bl L

Victims of apartheid united in the “Khulumani Support Group for Survivors
of Violence and Torture” march to Parliament in Kapstadt on 28" November 2005.
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A recent World Bank policy paper criticized the concept of illegitimate debt.
Picture: Erlassjahr

ments are forced to cut expenditure required to
meet basic human needs (the rights enshrined in
the UN Charter and elsewhere, for basic educa-
tion, health, water, shelter and food) in order to
pay debt service.?” Under international law states
have a duty to protect, a duty to respect and a duty
to fulfill. In the context of socio-economic rights,
the duty to respect prevents a state from interfer-
ing with a social right that is already being enjoyed
by the right’s holder, the duty to protect requires
that a state prevents third parties from interfer-
ing with social rights held by others, and the
most far-reaching duty is the duty to fulfill, as it
imposes on a state an obligation ‘to take appropri-
ate legislative, administrative, budgetary, judicial
and other measures towards the full realization of
such rights.”?

Would a country violate its social rights obliga-
tions if it were to repay debts, instead of dedicating
all funds to social policies until the minimum stand-
ard of protection is met? According to Michalowski,
it could be argued that debt repayment made by a
country which lacks sufficient funds to guarantee
both the servicing of its sovereign debt and a mini-
mum protection of the core of the social rights of
its people always amounts to a social rights viola-
tion.2o If this is the case, then the argument is even
more persuasive that repayment of ‘illegitimate
debts’ would constitute a violation of a state’s inter-
national law duty to fulfill its socio-economic rights
obligations towards its people. In this regard, it is
likely that citizens of a country affected by a state
intending to repay ‘illegitimate debts’ to its credi-
tors may very well be able to approach its domestic
courts to have such a decision reviewed, depending
on the relevant domestic laws.

Current impact of the concept of ‘illegitimate debt’
Despite the fact that the concept of ‘illegitimate
debt’ has gained consideration at a legal level, it
cannot be said that it has risen to the level of a
discernable legal concept. The same cannot be
said for the development of the concept at a politi-
cal level. This is the area where it has made most
impact. Since the Tegucigalpa and Gauteng Dec
larations the concept has grown immensely in the
richness of an expanded definition. Whether in
its narrow or broad political context, it has moved
beyond the realm of debate within civil society or-
ganisations by finding resonance among certain
states and multilateral institutions.

The Norwegian government was the first to
actively engage in considering the concept of ‘il-
legitimate debt’ in its ‘Plan of Action’ aimed at
helping to solve the debt problems of developing
countries .3 However, the Norwegian government
is critical of the concept as it is concerned that it
could refer to all types of debt and that the net ef-
fect of this may lead to a recommendation to cancel
all developing countries’ debt.3* However, Norway
is not dismissive of the concept, as it believes that
the debate on ‘illegitimate debt’ may result in:

1. Loans not being granted for countries and re-
gimes, on moral grounds, as lenders would be
more cautious.



2.The debate having a stronger focus on countries
emerging from war and conflict.

3. The possibility that, at some time in the future,
it will be ‘lawfully’ determined that dictators
like Iraq’s Saddam Hussein or the Phillipines’
Ferdinand Marcos will be shown to have taken
up loans that would be regarded as illegitimate

4.The perspective on ‘illegitimate debts’ chang-
ing, which might be helpful when democratic
regimes try to reclaim personal assets which
dictators have built up illegitimately.

Whilst Norway was the first country to engage in
it, the government of Ecuador was the first to utilise
the concept of ‘illegitimate debt’ as a basis for repu-
diation, and, by doing so, it declared its country’s
foreign debt of USD 10 billion as ‘illegitimate.
In July 2007, it appointed the Commission for the
Full Audit of Public Credit (CAIC) which, after a
year, found that the foreign commercial debt of
Ecuador had functioned as an illegitimate and il-
legal looting mechanism between 1976 and 2006,
rising from USD 16 million in 1976 to USD 4.2
billion in 2006, despite the fact that there was a net
transfer to lenders of USD 7.1 billion in interest and
principal payments over that 30 year period.+

On April 14 2008 the World Bank hosted a
round table discussion in Washington DC, follow-
ing the publication of its draft discussion paper
entitled ‘Odious Debt: Some Considerations’ in
September 20075 Participants included repre-
sentatives from civil society organisations, univer-
sities, the World Bank itself, the IMF, Paris Club
banks and donor governments, who discussed the
finding of the Bank paper and broader issues of

1 Even though the term was used in earlier writings, it resurfaced
in 1998, at the time of the ‘Jubilee Call for Debt Cancellation’.

2 See Jubilee USA Network, What are Odious & lllegitimate
Debts, in Recent Developments on Odious & lllegitimate
Debt, Briefing Note 5, April 2008, available at http://www.
jubileeusa.org/fileadmin/user_upload/Resources/Policy_Arc
hive/408briefnoteodiousilldebt.pdf.

3 See Africa Action, Africa Action Statement on lllegitimate
Debt, 13 April 2007, available at http://www.africaaction.org/
newsroom/docs/lllegitimateDebt0407.pdf.

4 See Nacpil, L., The lllegitimacy of Debt, Discussion Paper
Based on the Unities of Jubilee South, 17 November 2005,
available at www.oid-ido.org/article.php3?id article=123.

5 Lumina, C., press conference statement, Quito, Ecuador, 8
May 2009, available at http://www2.ohchr.org/english/is-
sues/development/debt/docs/statementLUMINA.doc.

6 Nehru, V. & Thomas, M., The Concept of Odious Debts: Some
Considerations, Policy Research Working Paper 4676, World
Bank Economic Policy and Debt Department, July 2008,
available at http://www-wds.worldbank.org/external/default/
WDSContentServer/IW3P/1B/2008/07/23/000158349_200
80723095102/Rendered/PDF/WPS4676.pdf.

7 The four kinds of debt categorised as ‘unpayable’ are: debt
which could not be serviced without placing a burden on im-
poverished people; debt that in real terms, has already been
paid; debt for improperly designed projects and programmes;

odious/illegitimate debt and responsible lending.
Even though the Bank’s paper is highly critical
of the concept, it has nonetheless prompted the
Bank to begin looking at effective lending mecha-
nisms.3® The United Nations Conference on Trade
and Development (UNCTAD), for its part, has
also commissioned a paper on the issue of odious
and ‘illegitimate debt’37

Conclusion
Whilst it is almost impossible to establish what the
concept of ‘illegitimate debt’ entails with an ex-
actitude, it is evident from the above that the ex-
tent of engagement and discussion around it has
already done much to shape, what it means, albeit
in very broad terms. Clearly, there is a need for on-
going engagement. Ongoing efforts on the part of
UNCTAD can only deepen the debate and lead to a
greater understanding of what the concept entails.
At a legal level it is evident that the concept of
‘illegitimate debt’ can be associated with certain
norms and rules that exist in domestic and inter-
national law, which may be invoked as a legal ba-
sis for non-payment or debt repudiation. However,
such non-payment or repudiation would be based
on a specific legal norm or rule and not on the
broad concept as a whole. As stated, the concept is
too broad to be regarded as a legal norm or rule.
However, it may very well be that, in future, and
with greater clarity, the concept of ‘illegitimate
debt’ may align itself within the narrow construct
of legal norms and rules and that states may begin
to give consideration to it as a legal concept.

odious debt and debt incurred by repressive regimes.

8 Africa Action Statement on lllegitimate Debt, supra note 3,
This sets out different categories of ‘illegitimate debt’: In the
context of the political dynamics of the Cold War, the inter-
national financial community eagerly extended substantial
loans to African leaders, who were considered strategically
important at that time. These creditors were not concerned
that many of those same leaders were widely recognised to
be authoritarian and repressive. The loans were extended to
secure the allegiance of those leaders during the Cold War
and to help cement their hold on power; however, these loans
did not serve the interests of those countries’ populations. The
loans were not intended for economic development and were
frequently used to oppress people and sustain autocracies.
This Cold War dynamic led to the accumulation of ‘odious
debts’ throughout the African continent. The principle of
‘odious debt’, enshrined in international law, describes cases
of debt incurred for purposes contrary to the interest of the
nation’s people, and in which these purposes are known by
the creditors. This principle maintains that there is no obliga-
tion for the people to repay debt for which they saw no benefit.
The argument concerning the odious nature of certain debts
has been applied in other cases. Most recently, it was used by
the Bush administration to push for the cancellation of Irag’s
Saddam Hussein-era debts after he was deposed. This ration-
ale must now be applied to the many similar cases in Africa,
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where debts are clearly illegitimate and also merit immediate
cancellation.

For example, in Liberia, a country that recently celebrated the
election of Africa’s first female president, more than two dec-
ades of dictatorship under Samuel Doe and Charles Taylor led
to the expansion of debt to over USD 3.5 billion, a sum that
now undermines progress in that newly democratic state. The
international community’s claims to support Liberia in its new
beginning ring hollow in the face of its continued demands for
repayment of this odious and illegitimate debt.

9 The apartheid regime in South Africa and the debts incurred
during its years in power provide a well-known example of
illegitimate debt, resulting from external loans that funded the
repressive practices of the apartheid government. Apartheid
in South Africa also contributed to the accumulation of il-
legitimate debt among its neighbouring countries, which were
destabilised by war with the apartheid regime. The apart-
heid government’s efforts to aggressively assert its control
throughout southern Africa, in order to preserve its own hold
on power, fuelled colonial wars in Angola, Mozambique, Zim-
babwe and Namibia.

For example, apartheid South Africa’s sponsorship of rebel
forces in Mozambique sustained a conflict that cost over USD
15 billion in damage and lost production and that forced the
government of Mozambique to borrow millions of dollars to
rebuild. The countries of southern African continue to feel the
effect of this illegitimate apartheid-era debt.

10 In the context of the Cold War, there were also examples where
corrupt leaders and government officials misappropriated
loans for their own personal enrichment. This phenomenon is
often referred to as ‘stolen wealth’. It is well established that
the international creditors knew of the nature of such regimes
and the purposes for which the money would be used, and
therefore those lenders were complicit and corrupt in making
such loans.

In the case of Mobutu Sese Seko’s rule in the former Zaire,
now called the Democratic Republic of the Congo, the

World Bank, the IMF and Western governments continued to
disburse loans in excess of USD 4 billion throughout the early
1980s, even in the immediate aftermath of a 1982 IMF report
confirming that the funds were being looted by the nation’s
leadership. Mobutu used these loans to build mansions and
for other personal luxuries, and the people of the country saw
no benefit. Nevertheless, today they are being held liable for
those illegitimate debts.

11 Many of the loans made by the World Bank and IMF since
the 1970s were designated for poorly conceived and badly
implemented projects that did not help the people to whom
they were supposedly directed. Often these programmes en-
visioned by international creditors, were not designed for the
development of the countries of the global South but rather
to facilitate the business dealings and increase the profits
of foreign companies. Many of these loans were contracted
without the support or knowledge of local populations. In fact,
in numerous cases, these projects were destructive to local
communities and environments. Such irresponsible lending
practices have undermined Africa’s long-term economic devel-
opment and put livelihoods at risk in many countries.

For example, plans for the Chad-Cameroon pipeline, a project
financed by the World Bank, were launched in 2000 and
involved over USD 300 million in loans. Completed in 2003,
the pipeline was elevated as a demonstration of how revenues
from extracted resources might contribute both to develop-
ment and to poverty reduction. Chadian and international civil
society organisations immediately raised concerns about the
Chadian government’s human rights abuses and corruption,
as well as the environmental costs of the pipeline on local
communities. Four years after the completion of the project,
there is little indication that the oil revenues have benefited
the people of Chad. Today, in Chad and elsewhere, local
communities continue to pay the price of these old debts, as
government budgets are largely devoted to servicing these
debts, and thus this injustice continues to be compounded.

12 Economic conditions, such as high interest rates imposed
by creditor governments, the IMF, and other financial bodies,
have also caused debt levels to skyrocket throughout Africa.
In many countries, the original debt (or principal) has already
been paid off, and yet countries struggle to continue to ser-

vice these old, illegitimate debts. Between 1970 and 2003,

it is estimated that Africa received USD 540 billion in loans.
African countries repaid USD 580 billion in principal and inter-
est over those years, but, as a result of accrued interest, at
the end of that time period, the continent still owed over USD
300 billion on the original loans.

13 Debt payments by African countries to rich creditors are
paralyzing national efforts to direct resources towards social
spending. In the absence of such investment, and as a direct
result of the drain of debt servicing, the impoverishment of
Africa’s people continues. African countries are stripped of
their capacity to respond to urgent challenges such as halting
the HIV/AIDS pandemic, which claimed over 2 million lives in
Africa in 2006. In a demonstration of this pattern, the 2005-
2006 budget for the Kenyan government allocated some 22
percent of spending to debt service, almost four times the
amount of available funding for the health sector. Even after
the incremental progress of international debt relief schemes
in recent years, African countries still expend more repaying
old illegitimate debts than on vital social services. As former
Tanzanian president Julius Nyerere said: “Must we starve our
children to pay our debts?” The history of African nations’
interactions with global powers has been marked by exploita-
tion and external domination. The current debt crisis stands
as an extension of a centuries-long pattern in which African
resources are siphoned towards the development of northern
economies. In this context, Africa Action poses the question:
“Who really owes whom?”

14 Nehru & Thomas, supra note 6.

15 See Nacpil, L., The lllegitimacy of Debt and lllegitimate Debt,
15 January 2009, available at http://www.oid-ido.org/article.
php3?id_article=669.

16 1d.

17 Id.
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2. The Doctrine of Odious Debts
in International Law

Sabine Michalowski

1. The Odious Debts Doctrine in Its Traditional Form
Among the theories that provide some support for
the existence of potential legal arguments against
debt repayment, the doctrine of odious debts is
probably the most popular. The ‘traditional’ doc
trine of odious debts can be traced back to the writ-
ings of Alexander Sack in 1927." Over the past few
years, it has received a lot of attention both from
campaigners and academics. It was, for example,
discussed in great detail in a Centre for Inter-
national Sustainable Development Law (CISDL)
working paper,* and also found its way into the
academic legal debate, mainly in the United States
In its traditional form, the doctrine of odious debts
states that a sovereign debt is odious and can be re-
pudiated if (1) it was contracted without the consent
of the people of the country that is said to owe the
debt; (2) it was not contracted for the benefit of the
people of that country; and (3) the creditors were
aware of the odious nature of the debit.

1.1. Does International Law Recognise the Doctrine

of Odious Debts in Its Traditional Form?

The idea that certain debts are odious and there-
fore might not have to be repaid was first formulat-
ed by Alexander Sack, a professor of international
law whose writings on the issue are still one of the
main points of reference for the contemporary dis-
cussion of odious debts. According to him, a debt
that was properly contracted by a regular govern-
ment can nevertheless be odious if the new gov-
ernment can prove to an international tribunal:

“a) that the purposes in the light of which the old
government had contracted the debt in ques-
tion were ‘odious’ and openly contrary to the
interests of the people ...

b) that the creditors, at the moment when the loan
was issued, were aware of its ‘odious’ destina-
tion.™

He argued that:
“The reason why these ‘odious’ debts cannot at-
tach to the territory of the state is that they do not
fulfil one of the conditions determining the law-
fulness of state debts: that state debts must be in-
curred, and the proceeds used, for the needs and
in the interests of the state.”

While the doctrine of odious debts has received a
lot of academic attention in recent years, it needs to
be noted that there is no unanimity as to whether
the doctrine of odious debts does or does not, and
should, or should not, form part of international
law, and what its exact content is or should be.®

The doctrine of odious debts has been evi-
denced in some instances of state practice,” case
law and the work of the International Law Com-
mission (ILC). In the context of the drafting of the
Vienna Convention on the Succession of States

in respect of State Property, Archives and Debts
(1983),8 the ILC “recognised the importance of
the issues raised in connection with the question
of ‘odious’ debts, but was of the opinion ... that
the rules formulated for each type of succession
of states might well settle the issues raised by the
question and might dispose of the need to draft
general provisions on it.” While the draft provi-
sion on odious debts was therefore not included in
the final document, this was not an expression of
opposition against the recognition of the doctrine
of odious debts.”

The United States’ repudiation of Cuba’s debts
with Spain in 1898 is often quoted as one of the
most significant examples of the repudiation of
a country’s debts based on their odious nature.”
In the course of peace negotiations between the
United States and Spain, the American Commis-
sioner rejected the view that Cuba was obliged to
repay loans that the Spanish state had taken out
to finance its operations in Cuba and which Spain
had secured with Cuban revenues. His argument
was that Cuba had not had a voice in the taking up
of these debts, and that they had been “contracted
by Spain for national purposes, which in some
cases were alien and in others actually adverse
to the interest of Cuba.”* However, the Commis-
sioner did not provide a detailed legal analysis of
the doctrine of odious debts, and seems to have re-
lied mainly on moral, rather than on legal consid-
erations.” His statement is in line with the then
predominant view in the Anglo-Saxon world that
successor states were not bound by law to assume
the debts of their predecessor, but instead had no
more than a moral obligation to do so, and that the
winning power was free to define this moral posi-
tion according to its own free will."¢ While it is nev-
ertheless regarded by many as a clear expression
of the doctrine of odious debts, another possible
interpretation of this statement would be to view
the repudiation of these debts as mainly reflecting
the balance of power at the relevant time.*°

Among other examples frequently cited as ap-
plications of the odious debts doctrine are: Mexi-
co’s refusal in 1867 to assume the debts contract-
ed by Austria in order to strengthen its power over
Mexico; the refusal of Britain in 1902 to assume
the debts that the Boer Republics had contracted
to finance their war against Britain; and the repu-
diation of Polish debts to Germany in the Treaty of
Versailles of 1919.7

The debates surrounding debt cancellation for
Iraq revived the discussion of the doctrine of odi-
ous debts. However, the interim Iraqi government
did not invoke that Iraq’s debt should be repudi-
ated as odious, and the decision to grant Iraq
substantial debt reduction was reached as part of




a Paris Club deal® and through bilateral agree-
ments with creditor countries which do not form
part of the Paris Club.” The case of the cancel-
lation of parts of Iraq’s debt can therefore not be
regarded as evidence of a state practice that recog-
nises the doctrine of odious debts as a principle of
international law.

On 2 October 2006 Norway unilaterally can-
celled USD 8o million of debt owed by five devel-
oping countries,* recognizing that the loans had
benefited Norwegian interests, but not the devel-
opmental needs of the borrowing countries. How-
ever, the Norwegian approach is clearly focused
on arguments around development policies and
not based on legal considerations.>

Even if some of the above instances could be in-
terpreted as state practices that are based on the
considerations underlying the odious debts doc
trine, the doctrine would nevertheless only obtain
the necessary status of a recognised rule under
customary international law if the state practice
was based on opinio juris, which means that the
state would have had to repudiate the debt out of
a sense of legal, not just moral obligation.>* It is
very questionable that this can be sustained with
regard to any of the above examples. Therefore, it
is difficult to say with much conviction that state
practice exists from which it could be inferred that
the doctrine of odious debts is recognised as a rule
of customary international law.

With regard to case law, the one and only deci-
sion that lends some support to the doctrine of odi-
ous debts is the arbitral decision in the so-called
Tinoco case, which arose between Costa Rica and
Great Britain.® In that case, Great Britain claimed
that the Costa Rican government and the Banco
Internacional de Costa Rica had to honour their
obligations to the Royal Bank following from trans-
actions between that bank and the government of
Costa Rica under President Tinoco. The govern-
ment of Costa Rica denied the validity of the claim
on the basis that at the end of the de facto regime
of Tinoco, the restored Costa Rican government
had passed the Law of Nullities which invalidated
all contracts between the executive power and pri-
vate persons made during the time of the Tinoco
government, and also annulled all transactions on
which the bank transfer was based.>+

While Taft, U.S. Chief Justice and sole arbitrator
in this case, did not expressly refer to the doctrine
of odious debts, he rejected the claim on the basis
of arguments that are closely related to the doc-
trine of odious debts.» Indeed, his decision seems
to be based on a combination of factors, these be-
ing that the debt in question had been incurred
for personal and not for legitimate government
purposes; that the transactions were full of irregu-
larities; that they were made when the popularity
of the regime had already faded away and its fall
was imminent; and that the bank must have been
aware of these facts.?® Thus, the purpose of the
loan and the fact that it was not taken up for the
benefit of the people of Costa Rica; the fact that the
regime no longer had the support of the people;
and the awareness of the Royal Bank of these facts,

were important factors for the outcome of the case,
and these considerations closely resemble the three
elements of the odious debts doctrine. However, the
decision does not provide a detailed and principled
legal analysis of the issue of odious debts. Instead, it
seems to be based on a very narrow factual setting
and on what Taft regarded as a fair outcome under
the given circumstances and Taft did not justify his
conclusion with reference to well-defined principles
of international law. It is then questionable to what
extent this isolated decision provides evidence of the
recognition of the doctrine of odious debts as a rule
of international law.??

Whether or not the aforementioned instances of
state practice, the Tinoco decision and the writ-
ings of Sack and some other academics are suffi-
cient to support the claim that the doctrine of odi-
ous debts has found recognition in international
law is controversial. Given the lack of recent state
practice, and indeed the more or less consistent
approach by successor states to assume the debts
of their predecessors in recent times, the tradi-
tional doctrine of odious debts stands on rather
weak ground in international law.?® This is even
more so with regard to the extension of the odious
debts doctrine beyond cases of state succession to
those of mere regime change but with state con-
tinuity.?® More and more academics reject as un-
justifiable a distinction which means that where
a dictator contracted odious debts and at the end
of his regime a new state emerges, this debt could
be repudiated, while repudiation would be denied
were the very same dictator to be succeeded by
a democratic regime3® However, it needs to be
noted that in case of a mere regime change, there
is even less academic support for the assumption
that a recognised principle of international law ex-
ists that allows for the repudiation of debits.

1.2. How Can It Be Determined Whether
a Debt Is Odious?

Most promoters of the odious debts doctrine as-
sert that three requirements need to be met in
order for a debt to be regarded as odious, which
are that (1) it was contracted without the consent
of the people of the country that is said to owe the
debt; (2) it was not contracted for the benefit of the
people of that country; and (3) the creditors were
aware of the odious nature of the debt. The main
problems here are those of how to determine lack
of consent and lack of benefit.

With regard to the issue of consent, to require
an examination of whether there was actual con-
sent or lack thereof in any given case would be
completely impracticable* More importantly, the
consent of the people to a loan is irrelevant under
international law and debts contracted by a dictator
stand, in principle, on the same footing as debts
contracted by a democratic government. Thus,
even if it were easy to determine the consent of the
people in any given case, Sack’s requirement that
a debt be contracted by a dictator or a dictatorial
regime is not helpful, as under international law,
a debt contracted by such a despot or dictatorial
regime is usually regarded as a valid act of state*



To determine the presence or absence of benefits
of a loan to the people of a country is even more
difficult and contentious.» Moreover, internation-
al law is not usually concerned with the internal
use of a loan even if it is not used in the interest
of or to the benefit of the people of a state. Whilst
most of the debt contracted by dictators or dictato-
rial regimes would generally not be in the interest
of or to the benefit of the people, it cannot be said
that all such debts are therefore odious under in-
ternational law.34

2. Odiousness of Debts Because of Violations

of International Law
Given the many uncertainties of the status and
content of the odious debt doctrine in its tradition-
al form, a change of focus might provide a better
starting point for determining the odiousness of
certain debt under international law.

In his report to the ILC on a draft of the Vienna
Convention on Succession of States in respect of
State Property, Archives and Debts (1983), Special
Rapporteur Mohammed Bedjaoui suggested a two-
fold definition of odious debts. According to a draft
article to the Convention suggested by him, odi-
ous debts would comprise “(a) all debts contracted
by the predecessor state with a view to attaining
objectives contrary to the major interests of the
successor state or of the transferred territory,” a
definition which is very close to the doctrine of
odious debts discussed so far. However, Bedjaoui
proposed that a second group of debts be regarded
as odious, namely (b) “all debts contracted by the
predecessor state with an aim and for a purpose
not in conformity with international law and, in
particular, the principles of international law em-
bodied in the Charter of the United Nations.”s

The ILC formulation put forward by Bedjaoui
provides the opportunity for looking at the odious
debts doctrine in a completely new way by inviting
a focus on the conformity of loan agreements with
international law. As a minimum, this approach
applies where a loan violates ius cogens norms. Ac-
cording to Article 53 of the Vienna Convention on
the Law of Treaties (1969):

“A treaty is void if, at the time of its conclusion,
it conflicts with a peremptory norm of general in-
ternational law. For the purposes of the present
Convention, a peremptory norm of general inter-
national law [ius cogens] is a norm accepted and
recognized by the international community of
states as a whole as a norm from which no deroga-
tion is permitted and which can be modified only
by a subsequent norm of general international law
having the same character.”

The currentconsensus on norms which form part
of ius cogens includes the outlawing of genocide 3
slavery”, torture® apartheid® and other crimes
against humanity,*° the use of force,+ and the pro-
tection of the right to self-determination.4> There
exists, thus, agreement on a minimum catalogue
of ius cogens norms.# More and more, it is sug-
gested that protection of all fundamental human
rights forms part of ius cogens.++ This is, however,
still controversial.# While Article 53 of the Vienna

Dr. Mohammed Bedjaoui developed the concept of odious debt further and, apart
from holding many other institutional mandates, was United Nations Legal Expert
at the Conference of Plenipotentiaries in Vienna on the Convention on

Succession of States in Respect of State Property, Archives and Debts in 1983.
Picture: Institut Diplomatique et des Relations Internationales



Convention only applies to treaties between states,
it is widely recognised that ius cogens norms are
universally applicable® and that the obligation not
to violate ius cogens norms is thus not limited to
violations that occur in the context of such trea-
ties and instead applies to all state acts.+ States can
accordingly not contract out of the obligation to
comply with ius cogens by entering into private con-
tracts that are in conflict with ius cogens norms,+
and debt agreements that violate ius cogens norms
could consequently be void.+
This means that, where a loan contract express-
ly makes reference to the loan’s use for a purpose
amounting to a violation of ius cogens, such as a
loan contracted for the purchase of torture equip-
ment, the underlying contract is void and repay-
ment claims would therefore not be enforceable.
However, loan agreements themselves will in most
20 cases be neutral with regard to ius cogens viola-
tions. Indeed, in many cases it will only be pos-
sible to demonstrate that governments used the
loans obtained to commit violations of ius cogens
norms, for example where they used the incom-
ing money in order to purchase arms with which
they committed crimes against humanity within
their own country, or acts of aggression towards
the people of other countries.

When focusing on the use of the borrowed mon-
ey it becomes more difficult to establish a direct
link between the loan and the ius cogens violation,
or at least a sufficiently close link to justify regard-
ing the loan contract itself as void. However, given
that international law does not tolerate ius cogens
violations regardless of the form in which they are
committed, loan transactions that lead to such
violations are odious and the underlying contracts
void, whether or not the violation was the agreed
purpose of the transaction.s°

In order to define the exact criteria according to
which it can be assessed whether the relationship
between a loan and a ius cogens violation is signifi-
cant enough to cause the invalidity of a lending
agreement where only the use of the loan, rather
than the contract itself, causes the violation, an
analogy can be drawn with the discussion of accom-
plice liability in international criminal* and civil
laws> of corporations for gross human rights viola-
tions committed by governments. In this respect,
the International Commission of Jurists, for exam-

Inaugural session of the International Court of Justice at the Peace Palace in ple, argues that the “criminal liability of a financier
The Hague on 18™ April 1946 in the presence of Her Royal Highness Princess Juliana will depend on what he or she knows about how his
of the Netherlands. Picture: International Court of Justice or her services and loans will be utilised and the de-

gree to which these services actually affect the com-
mission of a crime.” Unlike in the context of Sack’s
odious debts doctrine, the argument is here related
to the lender’s complicity in criminal offences com-
mitted by the borrower, not to whether the people
consented to the loans or to the beneficial or harm-
ful effects of loans in general.

Given that loans to regimes that commit ius co-
gens violations will in all likelihood at least indi-
rectly facilitate these where a lender knows of
the likelihood that loans to a regime facilitate ius
cogens violations, these loans should be regarded
as odious and consequently void, unless it can ex-



ceptionally be shown that the loan did not have
such an effect. This, again, can be determined in
analogy to principles governing corporate com-
plicity. Thus, the lender can avoid the invalidity
of the loan if due diligence was exercised when
assessing the risk that the loan might facilitate the
violation of ius cogens.ss
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3. Using Private Law for
the Repudiation of Odious Debts

Sabine Michalowski

Introduction

In recent years, more and more academics have
focused on private law solutions to the problem
of odious debts.” Trying to find solutions to the
problems around odious or illegitimate debt in
private law has some obvious attractions. First of
all, the law applicable to loan agreements is usu-
ally the private law of whichever country the par-
ties agreed should govern the contract. Therefore,
a private law approach can draw on the legal prin-
ciples governing the contract,? rather than having
to rely on public international law principles so
as to exceptionally invalidate an otherwise valid
contract, a task that many courts might not feel
comfortable with.? It is therefore worth consid-
ering to what extent reliance on well-established
principles of national private law can address the
problems of odious debts.4

Agency

One of the most important private law principles
on which some of the purposes of an odious debts
doctrine might be based is that of agency. The law
of agency regulates the situation where the prin-
cipal (i.e. the party in whose name the contract
is entered and who will be bound by it), is not
involved in the negotiation of the contract, but is
represented by an agent. To apply this terminology
to the context of sovereign debt, it could be argued
that the government of a debtor country acts as an
agent of the people of the state, and that the result-
ing agreements will usually bind the state, not the
acting government officials. The state is bound by
the contract either because the agent acted with
the principal’s actual authorisation, with apparent
authority, or because the principal later ratified
the unauthorised acts of the agent.

Most sovereign debt agreements contain a
choice-of-law clause that stipulates which law gov-
erns the contract (usually not the law of the debtor
state). This means that questions with regard to
the validity of the contract will have to be decided
according to the chosen national law. However,
the issue of determining the scope of authority of
the state party is usually regarded as governed by
the domestic law of the debtor countrys From the
internal perspective of the debtor state, provisions
as to who has the authority to act on behalf of a
state, and which acts a state organ is authorised to
carry out can often be found in the constitution of
the relevant country.

In many cases of odious debts, the state organs
will have acted with authority according to nation-
al law. However, even to the extent that this is not
the case and a government has in fact exceeded its
competencies under national law,® in its dealings
with international creditors, government officials

will usually be deemed to act with authority’.
Moreover, many governments will, upon return to
democracy, start to repay their debt, which could
be regarded as a ratification, i.e. an acceptance of
the fact that the debt binds the country.?

However, most national agency laws recognise
some exceptions to these general principles. In
U.S. agency law, for example, the presence of ob-
viously suspicious elements that shed doubt on
the fidelity of the agent to the principal shift to
the other party, in the context of sovereign debt
the creditor, the burden of verifying whether the
government official, or indeed the government as
a whole, was in fact authorised to carry out the
transaction in the name of the state.> As explained
by Buchheit, Gulati and Thompson:

“Inaddition, the validity of the delegation of actual
authority from the governing authority to the agent
who acted for the regime is constrained by several
principles of agency law. The existence of actual
authority of the agent to perform certain functions
does not automatically mean that the agent has
the apparent authority to bind the principal in all
matters, nor does it always remove from the third
party the responsibility for ensuring that the agent
has not strayed into the realm of self-dealing. For
example, the Restatement of Agency specifies that
the authority to act as an agent includes only the
authority to act for the benefit of the principal and
that agents owe a fiduciary duty to their principals.
When a third party is aware that the agent is acting
for a personal purpose, the principal is not liable to
the third party. ... If the circumstances of the trans-
action raise reasonable doubts about whether the
agent is faithfully representing the interests of the
principal, these principles suggest that the third
party is under a duty to investigate.”™

This was accepted by a U.S. court in the context
of a case involving a corporate officer who signed
a guaranty for a debt that in no way benefited the
corporation. According to the court, the “duty of
diligence in ascertaining whether an agent is ex-
ceeding his authority devolves on those who deal
with him, not on his principal.”™

It follows from these principles that corrupt
loans, i.e. loans that are given as bribes or other-
wise for the personal use of the governing regime,
would be unenforceable against the state, as long
as the lender has knowledge of this use of the loan,
as agency law does not protect creditors who col-
lude with corrupt agents.” Similar considerations
apply where, in spite of suspicious circumstances,
the lender does not investigate with due diligence
whether the state officials negotiating the loan are
in fact acting in the interest of the state.

It is here that the reputation of a corrupt gov-
ernment becomes relevant to the analysis. A loan




Enugu, Nigeria in December 2002. A typical result of large-scale corruption in public
procurement: Only one lane of the road has been tarred. Picture: Max Mader

will not be unenforceable merely because it was
contracted by a corrupt regime. But that regime’s
reputation for corruption may place upon the lend-
er, as a matter of agency law, a higher burden to
satisfy itself that the proceeds of the loan are ben-
efiting the principal (the country) and not just the
agent (the government officers signing the loan
agreement).”

On the other hand, where a loan does not serve
a useful purpose and might even be “utterly fatu-
ous,” absent corruption.™

The issue of agency has also come up in some
international arbitration cases. While in most cases
where an agent acted without actual authority, the
tribunals found either apparent authority, or ap-
parent ratification of an invalid contract, such a
finding largely rests on whether the other party was
acting in good faith concerning the appearance of
original authority or of ratification. It must further
have applied reasonable care in order to ascertain
the authority of the state official, and the amount
of care required seems to depend on the expertise
of the creditor and the importance and the subject
matter of the contract.™

The agency approach has, however, also found its
critics. Jeff King, for example, questions the appro-
priateness of an agency analogy for the relationship
between the people of a state and the state govern-
ment on the basis that the relationship between a
principal and an agent usually comes about through
consent, but “consent to be governed is not a man-
datory requirement in international law.”®

Other Private Law Principles
As with agency, most other private law doctrines
mentioned in the odious debt debate focus on bad
faith and, in particular, on corruption. The Anglo-
American doctrine of ‘clean hands’, for example,
stipulates that only a claimant who comes to the
court with clean hands will receive the protection
of the court. Thus, a lender who bribed a state of-
ficial” or otherwise encouraged corruption in the
context of the loan will not be able to enforce re-
payment of the loan in any state in which this equi-
table doctrine applies.™

An example of a case in which this doctrine be-
came relevant is that of Adler v. Nigeria.™ In that
case, a U.S. businessman had been approached
by various Nigerian individuals, including at least
one government official, to participate in a fraudu-
lent scheme of over-invoiced government contracts
that would allow them to convert Nigerian govern-
ment funds for their personal use. In return for
taking part in some activities, including the pro-
vision of pro-forma invoices, Adler was promised
a share in the profits of the scheme of about 60
million dollars. Adler made payments of about 5
million dollars, more than 2 million of which was
used to bribe government officials, upon being
told that in return the 6o million dollars would be
deposited in his bank account.>® However, he nev-
er received the promised money and the scheme
instead turned out to be a scam. When Adler real-
ised this, he sued the Nigerian state and a govern-
ment official who had participated in the scheme,



in order to recover the money he had paid, in a
U.S. district court. The court decided that his re-
covery was barred by the unclean hands doctrine
and Adler appealed, arguing that the doctrine
should not apply in his case because the Nigerian
officials were more at fault than he was; the Nige-
rian officials would be unjustly enriched if they
did not return the funds to him; and that by grant-
ing Adler a remedy the Nigerian officials would be
discouraged from perpetrating such schemes in
the future.?* The Court of Appeals did not accept
the arguments and rather stated that:

“First, it is not clear that Adler is any less blame-
worthy than the Nigerian officials. The Nigerian
officials proposed the criminal scheme, but Adler
voluntarily participated it. And while the Nigeri-
an officials successfully defrauded Adler of over
five million dollars, Adler attempted to steal sixty
million dollars from the Nigerian government.
Second, the fact that the defendants will receive
a windfall is not an absolute bar to the unclean
hands defense ... Finally, it is not clear that justice
would be served by compelling the Nigerian gov-
ernment to return the money to Adler. Making a
judicial remedy available when the bribe fails to
accomplish the intended result would reduce the
risk inherent in paying bribes, and encourage
individuals such as Adler. In short, public policy
favors discouraging frauds such as the one per-
petrated on Adler, but it also favors discouraging
individuals such as Adler from voluntarily par-
ticipating in such schemes and paying bribes to
bring them to fruition.”

Thus, in cases of corruption, lenders’ claims for
debt repayment might be barred by the doctrine
of unclean hands if they knowingly colluded in
the corruption. It could even be argued that the
unclean hands doctrine applies where the lender,
without having actual knowledge of corruption,
should have been suspicious in this respect, “de-
pending on how deliberately obtuse the lender may
have been in its investigation of the use of proceeds
of the loan.”

Reference is also sometimes made to principles
of consumer protection. Hanlon*# and Raffer,* for
example, refer to the provisions of the British Con-
sumer Credit Act 1974, which confers upon the
courts the power to change the terms of or refuse
to enforce a loan that is grossly unfair, taking ac-
count of the borrowers experience, business capac
ity, and whether the borrower acted under finan-
cial pressure. More generally, Paulus argues that,
though problematic, an analogy with consumer
protection law might be appropriate in the context
of odious debts, as “calls for the recognition of the
doctrine of ‘odious debts’ practically all appear
to be based on a de facto power gap between the

lender and the borrower (or at least the popula-
tion of the borrowing state).”2® He also refers to a
comparable principle in Article 3.10 of the UNI-
DROIT Principles of International Commercial
Contracts,” which allows a party to avoid a con-
tract in case of gross disparity, for example, where
“the other party has taken unfair advantage of the
first party’s dependence, economic distress or ur-
gent needs, or of its improvidence, ignorance.”?
However, it is questionable whether it can be said
that sovereign governments are so inexperienced
and in such a weak bargaining position that loan
agreements entered into by their representatives
should therefore be regarded as void. This dis-
course, which particularly arises in the context of
debt refinancing, is difficult to reconcile with the
claim for recognising the sovereignty of the debtor
governments.

General Principles of International Law

The aforementioned principles of private law do
not only come into play to the extent that they are
part of the national law applicable to a specific loan
contract. Private law principles that are shared by
many countries might in addition have the status
of general principles of international law. This
means that under Article 38 of the Statute of the
International Court of Justice, they form part of
the recognised sources of international law. Ac
cording to Howse, this might be true for princi-
ples of “illegality, fraud, fundamentally changed
circumstances, knowledge that an agent is not
properly acting on behalf of the contracting prin-
cipal and duress.”

Conclusion

To the extent that reliance on private law princi-
ples achieves the aims behind the doctrine of odi-
ous and/or illegitimate debt, such an approach
has some obvious advantages over a public law ap-
proach, as the principles themselves are fairly well-
developed and courts might be more comfortable
in applying them. However, as could be seen, the
applicability of private law principles that are in
themselves well-established to the particular sce-
narios arising in the context of odious debts has
yet to be defined. Moreover, private law principles
mainly seem to assist in cases of corruption, but
less so in other situations that are of importance
in the context of odious debts, such as loans that
are used to commit human rights violations or to
oppress the population. To some extent, it might
be possible to refer in such scenarios to the inva-
lidity of contracts that violate public policy or the
ordre public.3> However, these arguments have
so far received insufficient attention to provide a
workable tool to question odious debts.
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4. lllicitness in Various Legal Instruments
Relating to External Debt

Ramiro Chimuris Sosa

Introduction

In this article, I present the concept of illicitness
as a legal term that could mitigate the tension that
exists between the importance of binding legal
instruments and non-binding resolutions within
the subject of public debt. I suggest that general
principles of law can have a similar importance to
that of binding legal instruments with respect to
the eventual success of arguments used in debates
over public debt.

The first section of the article defines what a le-
gal transaction is. The second describes the legal
notion of illicitness, in contrast to illegitimacy, in
international law and criminal law. Then, the third
section talks about the nullity of treaties accord-
ing to international law and the doctrine of Carlos
Calvo. Following, I discuss when individuals can
be subjects of international law and how investors
have become new subjects of international law in
the fourth part of the article. Finally, I put these
theoretical discussions in context by presenting a
concrete example from the Ecuadorian debt audit.

I. General Definition of a Legal Transaction

A legal transaction is a declaration of will directed
toward an end. Legal transactions involve at least
three basic prerequisites: the form (declaration),
the content (object), and the purpose (cause). If any
of these are missing, the transaction is not properly
configured. Legal capacity and transactional nor-
mative power constitute the preliminary frame-
work for the effective performance of subjects of
law. For the subjects of a transaction to enjoy legal
protection (domestic, international, regional, etc.),
it is necessary for them to conform to the norma-
tive framework imposed by the legal order.

Contracts are legal norms that cause or give rise
to subjective rights and duties; they are the mani-
festation of normative power with which the par-
ties to the contract are vested by law. In analyzing
the various legal instruments relating to external
debt, we must begin by studying the what and the
how of such contracts.

There are situations where the law prohibits cer-
tain subjects of law from transacting with respect
to a type of transaction that is in itself licit. By
way of example, in external debt contracts when:
(1) representatives do not qualify to act on behalf
of the state; (2) an official has acted in excess or
abuse of power; (3) a representative of the state be-
longs to a de facto government, not recognized by
the international legal order; or (4) statutory pro-
hibitions on the non-interference of international
agencies in the internal affairs of member coun-
tries have been violated.

When observing contractual-transactional nor-
mative power, one sees that legal relationships

are only created between subjects of law (states,
international organizations, individuals) that are
vested with such power; but, not all legal relation-
ships have this power as their source. The law itself
grants the authority and is the cause of legal rela-
tionships that are imposed on the subjects of law
regardless of their will.

Il. The Legal Notion of lllicitness

An illicit act is an act contrary to the legal order,
be it national or international, for instance, acts
contrary to general principles of law—such as the
rule that anyone who commits a wrongful act that
causes harm to another must repair the damage;
the notion that no one can be the judge in his or
her own cause; and the principle of unjust enrich-
ment. The general principles of law recognized by
the major legal systems are regarded as a source of
international law, as are treaties and custom.’ 2

There exist various legal positions regarding the
application and reach of these principles. Within
the civil-Roman doctrine, general principles of
private law apply to external debt because a state’s
debtis a contract In contrast, the internationalists
adhere to a different analysis: in external debt rela-
tions, where at least one of the subjects is a subject
of international law (a state or an international or-
ganization), the legal relationship is governed by
international public law, not by private law.

In this article, I suggest that there is a distinction
between illegitimacy and illicitness. Illegitimacy
is a broader category than illicitness, it subsumes
any hypothesis that violates legal standards in a
broad sense and refers to acts that lack or are de-
fective in their essential elements, in their proc
ess, or externalization.+

Emilio Betti, who influenced Italian and foreign
doctrine, developed a doctrine dealing with illicit-
ness. According to Betti:

“The vices concerning the cause are those that
can affect the transaction when, despite proper
and regular execution, and despite belonging to an
admissible type, the transaction is made to serve a
purpose or interest with an illicit character, that is
to say, rejected by prohibitive legal norms or con-
trary to public policy or good customs, or if there
are defects of the appropriate typical cause to jus-
tify the protection of the law.”s

According to Betti, a contract is void: (1) “when
there is an absence of an essential element (agree-
ment of the parties, the cause, the purpose, and the
form required for the validity of the act)” or (2)
“when it is illicit, that is, contrary to peremptory
norms, the public order, and good custom.”

For example, illicit would be the obligation to
commit theft, which is illicit in itself. But some
licit obligations may generate illicitness due to the




relationship in which they appear in relation to
each other. Thus, itis licit to promise not to steal or
to promise a sum of money to another person, but
if anyone were made to promise to take a sum of
money in return for not stealing, illicitness would
result, because the obligation/condition in which
these unique promises find themselves constitute
a departure from the legal order.

Emilio Biasco teaches: “Illegitimacy differs from
illicitness insofar as the latter consists of the viola-
tion of legal norms that do not regulate actions,
but instead regulate any behaviors of the adminis-
tration that violate the individual rights of others.
Consequently, illicit is an act contrary to law, for
which the legal order assigns responsibility and
subjects the perpetrator to a penalty.”

A. lllicitness from the Perspective of International Law
Ilicitness is a fundamental concept in international
law. There is an illicit act under international law
when conduct consisting of an action or omission:
(1) is attributable, according to international law,
to the various subjects of law (states, international
organizations, public and private legal persons,
etc.); and (2) constitutes a violation of an interna-
tional obligation of the state, which would extend
to international financial organizations belonging
to the United Nations system.

Since the late 1970s, the work of the Interna-
tional Law Commission and international doctrine
and jurisprudence (International Court of Justice,
Inter-American Court of Human Rights) have in-
corporated elements concerning the issue of exter-
nal debt and illicitness: “Unlawful action against
non-material interests, such as acts affecting the
honor, dignity or prestige of a State, entitle the
victim State to receive adequate reparation, even
if those acts have not resulted in a pecuniary or
material loss for the claimant State.”® ¢

Meanwhile the International Law Commission
made a draft of fifty-nine articles on: “The respon-
sibility of states for internationally illicit acts,”
which was included in the agenda of the General
Assembly’s 85th plenary meeting on 12 December
2001."°

B. lllicitness from the Perspective of Criminal Law
Criminal illicitness has the characteristic of typi-
cality — the only crimes are those that the law ex-
pressly defines, describes, and qualifies as puni-
shable.

The paradigmatic case in criminal law has been
the case concerning the foreign debt of Argentina,
filed in 1982 by Argentine journalist Alejandro
Olmos, who brought, before the Juzgado de lo
Criminal y Correccional No. 2 (Criminal and Cor-
rectional Federal Court No. 2), legal proceedings
spanning 18 years, which culminated with a deci-
sion dated 13 July 2000. The judge, after hearing
the experts and the testimonies, and after making
relevant inquiries, concluded in a passage from
the decision:

“The manifest arbitrariness with which the po-
litical and economic leaders with the highest re-
sponsibility in the nation conducted themselves

in the periods analyzed has been shown in the
transcript of the proceedings. (...) there was no
hesitation in violating the Organic Charter of the
Central Bank of Argentina; the modification of
legal instruments with the purpose of extend-
ing the jurisdiction of national courts to foreign
judges was facilitated and enacted; the accounting
records of external debt were non-existent (...) the
lack of control over contracted debt with state guar-
antees has also been noted. All of this was noted
in no less than four hundred seventy-seven cases,
(-..) this could not go unnoticed to the authorities
of the International Monetary Fund, who oversaw
the economic negotiations.”™

The importance of this ruling is that there is a
final decision on the illegality of the maneuvers
around Argentina’s external debt during the years
1976 to 1982.

This was not the only court decision on Argen-
tina’s external debt. Following the return to “de-
mocracy,” the former President of the Republic,
Fernando de la Ruia, Finance Minister, Domingo
Cavallo, and his economic team were prosecuted
for fraud in the handling of Argentina’s external
debt. In 2006, Fernando de la Rtia and Domingo
Cavallo were found guilty of fraud against the
state, committed during the swap of external debt
bonds held in June 2001.

In reality, the operation realized by the govern-
ment increased debt by USD 55 billion, according to
the conclusions of experts in the case. Accounting
experts also noted that the only clear beneficiaries
of the program were the banks that participated
in the operation, which charged a fee of USD 150
million for doing practically nothing, given that
they exchanged papers that they already had in
their investment portfolios.™

IIl.The Nullity of Treaties

A. United Nations Conventions

To analyze the nullity of treaties, one should look at
the capacity and legitimacy to enter into contractu-
al obligations involving the external debt of states.
Apart from the representation invoked by public
law contracts or public securities, one should an-
alyze the legitimacy of the purposes of debt con-
tracts. For example, on the side of the creditors and
lenders, one observes the setting aside and viola-
tion of the statutes of the World Bank and IMF,
and principles embodied in the UN Charter, Gen-
eral Assembly resolutions, and the Charter of the
Organization of American States.

In1989, the General Assembly adopted (with 118
votes in favor, none against, and with some absten-
tions), Resolution 44/215, condemning economic
measures used to exert political and economic
pressure on developing countries. And in 1991, the
General Assembly, by consensus, adopted Resolu-
tion 46/43 on the protection and security of small
states, in which it recognized the vulnerability of
small states to external threats and interference in
their internal affairs, and noted the vital impor-
tance, for all states, of unconditional respect for
the principles of the UN Charter, especially those



principles concerning sovereign equality, territo-
rial integrity, non-interference in internal affairs,
and peaceful settlement of disputes.’

The illicitness and unlawfulness (acts contrary
tolaw in a broad sense) of certain loan instruments
or titles of external debt, is evidenced when one
applies the norms of the Vienna Convention on
the Law of Treaties, in particularly Section II (Ar-
ticles 46 to 53) under the title Invalidity, Termina-
tion and Suspension of the Operation of Treaties.
Under Article 46 of the Vienna Convention on the
Law of Treaties, there can be grounds for invalidat-
ing a treaty when the treaty has been concluded in
manifest violation of a rule of fundamental impor-
tance to the domestic law of a party to the treaty.

An example is the case of public debt loans that
were not ratified by national law. The debt of Argen-
tina during the military dictatorship (1976-1983),
for example, was not ratified by the National Con-
gress as required by the Constitution of Argentina.'4
The status of debts under other Latin American
dictatorships of the 1970s, which were not ratified
by the legislative branch, pursuant to the consti-
tutional order of each country, is similar. Hence,
these debts violate the principle of legality and suf-
fer from absolute nullity, and, thus, they cannot be
validated by subsequent acts and ratifications.”

“According to Article 53 of the Convention:

A treaty is void if, at the time of its conclusion, it
conflicts with a peremptory norm of general inter-
national law. For the purposes of the present Con-
vention, a peremptory norm of general interna-
tional law is a norm accepted by the international
community of States as a whole as a norm from
which no derogation is permitted and which can
be modified only by a subsequent norm of general
international law having the same character.”

From the perspective of Articles 46 and 53, the
conclusion of a treaty in violation of fundamental
rights and guarantees enshrined in the constitu-
tion of a state and in the principal norms of the
international law of human rights would be cause
for revocation. Failing to exercise any other funda-
mental domestic precept, like the examination of
the conformity of a treaty with the constitution by
national courts, would also be a ground for annul-
ment. This happens, for example, when arbitration
tribunals are granted the authority to resolve con-
troversies involving constitutional clauses, given
that for reasons of state sovereignty, control over
questions of constitutionality must exclusively re-
main a responsibility of national courts.’®

B. The Calvo Doctrine

Apart from the United Nations conventions dis-
cussed above, there are Latin American and Car-
ibbean doctrines that have international applica-
tion with respect to illegal debts. These are the
doctrines of Carlos Calvo (the Calvo Doctrine),
Luis Marfa Drago, and Espeche Gil. These doc-
trines were mainly developed in the early twen-
tieth century, and are reflected in international
documents and in legal and diplomatic practices.
Below, I will discuss only the Calvo Doctrine for
the sake of brevity.

In the nineteenth century, Carlos Calvo, in his work
Derecho Internacional Teérico y Prdctico (Theoreti-
cal and Practical International Law) formulated
the Calvo Doctrine. This doctrine is based on
the principles of national sovereignty, equality
between nationals and foreigners, and territorial
jurisdiction. According to Calvo, sovereign states
have the right to be free from any form of interfer-
ence by other states, and foreigners have the same
rights as nationals and, in the case of litigations
or claims, shall have the obligation to exhaust all
legal recourse available before local courts without
seeking diplomatic protection and intervention
from their country of origin.

The practical application of Calvo’s ideas are, on
the one hand, crystallized in the so-called Calvo
Clause, which consists of a provision introduced
into agreements with foreign citizens, stating that
they accept the jurisdiction of national courts
and waive the diplomatic protection of their own
country. On the other hand, they are found in the
Calvo Doctrine, which is the institutional recogni-
tion of this principle, and has had mixed fortunes
given that the United States has always opposed
it.7 The Calvo Doctrine is enshrined in various
international documents and in the constitutions
of several Latin American countries.’®

The Ninth Conference of American States (Bo-
gota, 1948) enshrined the Calvo Doctrine at the
regional level in the Charter of the Organization
of American States, Article 16, which reads: “The
jurisdiction of States within the limits of their
national territory is exercised equally over all the
inhabitants, whether nationals or aliens.” At the
same conference the Pact of Bogota was adopted.
Article 7 of that pact reads: “The High Contracting
Parties bind themselves not to make diplomatic
representations in order to protect their nationals,
or to refer a controversy to a court of international
jurisdiction for that purpose, when the said nation-
als have had available the means to place their case
before competent domestic courts of the respective
state.”

On 12 December 1974 the UN General Assem-
bly adopted the Charter of Economic Rights and
Duties of States, whose Article 2.2(c) establishes
the right of states to nationalize, expropriate, or
transfer ownership of foreign property by paying
adequate compensation, “taking into account its
relevant laws and regulations and all circumstanc-
es that the state considers pertinent.” It goes on to
state that if the compensation is controversial, the
issue “shall be settled under the domestic law of
the nationalizing state and by its tribunals, unless
all interested states freely and mutually agree to
seek recourse in other peaceful means based on
the sovereign equality of states and in accordance
with the free election of means.”

Furthermore, the Calvo Doctrine was extended
by Pasquale Fiori when he specified that the acts of
government of a state may not be subjected to pros-
ecution by another state, based on the principle of
legal equality of states. In support of this argument,
he cited a ruling by a French court in a case where
a French citizen was a party against the Republic
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of Haiti. The French citizen was declared incompe-
tent given that “to submit a nation’s commitments
to the jurisdiction of another, is completely equiva-
lent to removing the country’s independence, sub-
jecting it to another, whose jurisdiction it would be
obliged to obey.”?

IV.The Subjects of International Law in the Incurring of
Foreign Debt

A. Individuals as Subjects of International Law

One question that continues to give rise to im-
portant debates in international doctrine and ju-
risprudence has been how to determine whether
individuals can be considered subjects of interna-
tional law. The classic conception of international
law, also called subjectivist or voluntarist, sustains
that international law is the legal system that gov-
erns relations between states, and there can be no
subject in international law that is not a state.>®
The dualistic doctrine sustains the same position,
also denying the possibility that the individual can
be a subject of international law.

The committee of jurists that drafted the Stat-
ute of the Permanent Court of International Jus-
tice (predecessor of the International Court of
Justice) denied the possibility that the individual
could be a subject of international law, reflecting
the dualist doctrine. When Loder and Lapradelle
proposed granting locus standi to individuals be-
fore the Court, Ricci-Bussati objected because “in-
dividuals are not and cannot be subjects of law.”
The Statute of the Court was approved according
to the dualist conception, expressed in Article 34,
part 1 (“Only states may be parties in cases before
the Court”). In sum, the jurisprudence of the In-
ternational Court of Justice does not recognize the
rights and interests of individuals to file claims
when their rights have not been acknowledged, in
violation of international law.

Notwithstanding, the jurisprudence of the Inter-
national Court of Justice (as that of its predecessor,
the Permanent Court of International Justice) rec
ognizes the individual as subject to international
duties and obligations, often based on customary
law.>

A case where international law supports individ-
ual responsibility is that of war criminals.> The
criminal liability of individuals emerging from in-
ternational standards is located in the Convention
on the Prevention and Punishment of the Crime of
Genocide, the 1949 Geneva Conventions of 1949
and Protocol I of 19777, the Convention on the Sup-
pression and Punishment of the Crime of Apart-
heid, the International Criminal Tribunal for the
former Yugoslavia, and so on.

In short, in some cases it is now accepted that
in addition to states there are other subjects of
international law, and there are known examples
in international practice where such a privilege
has been granted. Nevertheless, the recognition
of individuals as subjects of international law has
required a long struggle at the level of doctrine,
international practice, and jurisprudence. In the
area of doctrine, a number of authors have argued



that individuals are subjects of international law
(Heffter, Pillet, Rougier, Fiore, Spiropoulos, Scelle,
Lauterpacht, among others). In international prac-
tice, legal personality was granted to individuals
in the following cases: (1) Convention No. XII of
the Hague Conference of 1907;% (2) the Central
American Court of Justice, established by the
Treaty of Washington of 20 December 1907, be-
fore which individuals from any of the five Central
American countries can raise their claims directly
against any of the other four signatories;*° (3) the
German-Polish Convention Relating to Upper Si-
lesia of 1922, applied until 1937;% (4) the European
Convention on Human Rights of 1950;2% (5) Arti-
cle 87 of the UN Charter, which provides that the
General Assembly and the Trusteeship Council
may “accept petitions and examine them in con-
sultation with the administering authority”; (6)
the treaty establishing the European Coal and Steel
community on 18 April 1951;2° and (7) arbitration
tribunals established by Articles 299 to 304 of the
Treaty of Versailles and the peace treaties that end-
ed the First World War.

B. Investors as New Subjects of International Law

The International Convention on the Settlement of
Investment Disputes between States and Nation-
als of Other States, signed in Washington on 18
March 1965, and in force since 14 October 19606,
created a system of arbitration within the World
Bank called the International Center for the Set-
tlement of Investment Disputes (ICSID). Its aims
are to safeguard and protect the interests of inter-
national corporations in the case of controversies,
conflicts, and disputes “between individual inves-
tors and States.”

It is the only arbitration system exclusively de-
signed to solve disputes between states and foreign
persons (companies and individuals) in relation to
investments made by the latter. The ICSID Con-
vention prohibits contracting parties from grant-
ing diplomatic protection or bringing internation-
al claims in disputes between their nationals and
other contracting parties, if the parties to a dispute
have consented to submit it to arbitration accord-
ing to the Convention.

In 1964, during discussions on the arbitration
system proposed by the World Bank, the Latin
American group’s spokesman said:

“[the system] would give the foreign investor, by
virtue of being foreign, the right to sue a sovereign
state outside its territory, avoiding the competent
national courts. This is contrary to legal princi-
ples accepted by our countries and, indeed, consti-
tutes a privilege conferred on the foreign investor,
putting nationals of the state concerned in a posi-
tion of inferiority.”°

The arguments used in favor of the ICSID are:
(1) the search for certainty and legal security for
investors; (2) the high degree of specialization of
the arbitrators; (3) the speed of proceedings; (4)
the non-application of national and international
public law, and the recognition of ius standi (right
of recourse to international arbitration bodies),
but only for private investors.

The arguments against the ICSID are several,
for example: (1) legal standing for individuals in
countries receiving investments is not recognized,
this implies a double violation of the principle of
equality, given that individual investors are sub-
ject to international law with the same status as
states, but are not subject to the relevant obliga-
tions; (2) the lack of guarantees for states, given
that legal defense mechanisms, such as appeal,
are not foreseen; (3) the arbitration proceedings
are not public; (4) the arbitration tribunals are not
judicial bodies — it is the privatization of justice,
where one party acts in dual capacity as a judge
and party (ICSID is one of the bodies of the World
Bank); (5) the renunciation of sovereignty and the
rights of states in accordance with the statutes and
mechanisms of the ICSID>'

One of the negative aspects of the ICSID Con-
vention, leading to the renunciation of rights and
guarantees, is the repudiation of a general rule
in international commercial arbitration, under
which the submission of a dispute to an arbitra-
tion body does not limit the competence of nation-
al courts to issue interim measures to adequately
safeguard the rights of the parties. Moreover, Ar-
bitration Rule 39 (amended in 198s) establishes
that parties wishing to retain the option of seek-
ing interim relief before national courts must do
so expressly in the instrument that contains their
consent to arbitration.

Although adoption of the ICSID Convention does
not constitute any obligation to submit arising dis-
putes to arbitration before the Center without the
state’s consent, once consent is granted, it may not
be unilaterally revoked.

So submission to ICSID jurisdiction is volun-
tary, states may decline to sign the Convention or
refuse to consent to the jurisdiction of the arbitra-
tion, but once the parties have consented to sub-
mit a dispute, they cannot withdraw their consent
unilaterally.

Various ICSID arbitration panels have considered
that the signing of bilateral investment treaties im-
plies giving express consent to such jurisdiction on
the part of signatory countries. To my understand-
ing, this is not true. This interpretation gives pri-
macy to rules that are lower in the legal hierarchy,
and would involve granting validity to a flawed type
of adherence, which contradicts good faith and in-
ternational commitments made by states.

Moreover, the nationality of a legal person is not
a simple issue, and the relevant definitions are not
made clear in the text of the Convention, for which
reason this determination is left to the subjective
criteria of the arbitrators, resulting in lack of legal
certainty. What criteria define the nationality of a
corporation? The text does not say that. The arbi-
trators at the ICSID refer to the domicile or place
of incorporation of the company, criteria that do
not determine nationality and have generated pro-
cedural abuses within the system s 33

The consent of the parties to arbitration pre-
cludes any other remedy; as a consequence, the
abovementioned procedures prevent any other
form of intervention or judicial review, which ef-



fectively constitutes a waiver of the right to appeal
and defend the substantive rights of the parties as
provided by existing national legislation. Never-
theless, the treaty could be renounced by invoking
Article 68 of the statutes of the ICSID, if a state
believes that its constitution was violated or that
rights and guarantees protected in its magna carta
were affected 3+

Latin American countries signed the Treaty of
Washington and subscribed to this particular dis-
pute system that favors investors, due to the eco-
nomic and political pressures of the 1990s, and
through the constraints imposed in the Letters of
Intent and Structural Adjustment Plans (IMF and
World Bank).

1. The New Bilateral Treaties

Within international commercial and financial
practice, to the recognition of new actors (corpo-
rations) with the capacity to sue states, one must
also add the new international treaties (bilateral,
regional and multilateral), especially those emerg-
ing since 2004. These new treaties limit the sover-
eignty and independence of states, protect foreign
debt securities as a covered investment, and open
the possibility for investors to sue states before
one of the agencies of the World Bank (ICSID).

These new legal frameworks enable private ac-
tors, companies, non-controlling and minority
shareholders, to resort to the tribunals (ius standi)
for the purpose of suing states for changes to rates
of return, variations in interest rates, delayed pay-
ment of dividends, etc. These private actors, how-
ever, cannot be sued by states or their nationals;
that is to say, rights, capabilities, powers and im-
munities were awarded only to investors. In addi-
tion, the jurisdiction established in these treaties
is that established by the ICSID.

These new subjects of international law (inves-
tors), relying on the combination of arbitration
mechanisms and treaties for the promotion and
protection of investments, contribute to systems
that generate more debt, and the legal notion of
illicitness becomes one of the legal elements that
can be used to request the respective nullity of the
various instruments of debt.

V. Experience of the Public Credit Audit Commission
in Ecuador

The instruments of credit, loans and structural ad-
justment plans related to Ecuador’s multilateral ex-
ternal debt follow a system implemented by inter-
national lending institutions representing orthodox
economic thought. The Comisién para la Auditoria
Integral del Crédito Publico (Public Credit Audit
Commission or CAIC) audited these loans to find
the structural elements of external debt and its le-
gally significant characteristics, defined as illegal,
odious, and illicit, civilly and criminally.

In another work, I conducted a legal analysis of
the findings of the CAIC, where I wrote about au-
dited loans and discussed which laws were violat-
ed with respect to each of these loans. That analy-
sis comprised nine chapters. Here I will discuss

the analysis of one of those chapters, which deals
with the use of the funds.

A. BIRF Loan 3819/EC from the World Bank

This is the main loan of the four that were jointly
signed under the framework of the 1994 Financial
Plan and the Development Policy Letter submitted
by the government of Ecuador to the World Bank
on 17 November 1994. It was for USD 200 mil-
lion, with a term of 20 years, a grace period of
5 years, and a variable interest rate determined
semi-annually by the lender.

The loan was for the implementation of the
Structural Adjustment Program for the Ecuado-
rian economy, especially to finance imports re-
quired during such execution and for the imple-
mentation of the Plan for the Reduction of Debt.

Annex 1 contains the schedule of disbursements.
The Annex foresaw USD 150 million for imported
goods and USD 50 million for the debt reduction
plan.

The lender demanded confirmation of the con-
stitutionality of the conditions of the loan, which
was confirmed by the Director de Asesoria Juridica
de Presidencia de la Reptblica (General Counsel
of the Office of the President), by memorandum
No. 95-9411-DAJ-T-C2. The magna carta in effect
during the signing of the loan, however, refers to
telecommunications services, in Article 46, as one
of the “areas of economic activity reserved to the
state” and adds that “exceptionally, the exercise of
any of the above activities may be delegated to pri-
vate initiative.” Consequently, with the legal pro-
nouncement of the General Counsel, the govern-
ment sought to legitimize an act of questionable
adherence to the supreme law. The exceptional
character is again distorted, when Paragraph 17 of
Annex 5 provides for the privatization “of power
distribution entities over which the Borrower has
direct or indirect control,” as electric power servic-
es is of the three areas reserved for the state under
Article 46 of the constitution.

The terms of the loan were amended in 1995
and 1996, modifying their installments and pri-
orities. Thus, the USD 50 million earmarked for
the Debt Reduction Plan became the first tranche,
and the second tranche, amounting to USD 50
million, was allocated for the financing of the Pro-
gram, subject to the initiation of actions referred
to in Part IT of Annex 3 (before 5) of the Conven-
tion (privatization of public companies). The third
tranche consisted of the remaining USD 100 mil-
lion allocated for the financing of the Program, to
be disbursed according to progress achieved in the
implementation of the Program, as outlined in the
agreement. In this manner were eliminated all of
the clauses, phrases, and annexes that made men-
tion of imports of goods urgently needed for im-
plementing the Structural Adjustment Program.

Figures relating to Loan 3819 reveal loan dis-
bursements for 49.9 percent of the contracted
value. The amount cancelled, therefore, was USD
100160 091.05, equivalent to 50.1 percent of the
loan. The amount spent on servicing the debt and
debt reduction constituted 199.7 percent of the



amount originally earmarked for these purposes.
Nothing was used for the primary purpose of the
loan agreement: Structural Adjustment — Macro-
economic Program Support.’s

B. BIRF Loan 3821/EC from the World Bank

The purpose of this loan was to provide technical
assistance to the reform of the public enterprise
sector. It constituted part of the World Bank pack-
age in the context of the Financial Plan 1994, the
Brady Plan(see Box) for Ecuador, and the Coun-
try Assistance Strategy. The loan was for USD 12
million, had a term of 20 years, a grace period of
5 years, and a variable interest rate determined
semi-annually by the lender.

The Brady Plan
Ecuador’s Brady Plan, designed by the IMF and made
public in 1994, required the purchase of collateral to
cover the principal and interest on Discount and Par
Bonds. The guarantees were made up of 30-year, ze-
ro-coupon bonds from the U.S. Treasury, which after
capitalization would amount to USD 3.35 billion, cor-
responding to the entire capital of the Par and Discount
Bonds, and which should be deposited in the Federal
Reserve Bank of New York. The Brady Plan also demand-
ed the provision of collateral for to the interest of the
same Discount and Par Bonds, to cover 12 months of
interest. In February 1995, the amount paid for the pur-
chase of said collateral, of principal and interest on the
Discount and Par bonds, amounted to USD 604 million.

The external commercial debt eligible to be novated
through the issuance of Brady Bonds was USD 4.52
billion of principal and USD 2.55 billion of due inter-
est, amounting to USD 7.07 billion. That debt was worth
around 25 percent in the secondary market, meanwhile
the debt reduction achieved through conversion into
Brady Bonds was only worth USD 1.17 billion in princi-
pal share, there was no reduction in the interest share,
which became PDI and IE Brady bonds.

The value of USD 2.55 billion, corresponding to pen-
alty interest and past due interest, was transformed
into Brady bonds (PDI and IE), which generated new
interest. The payment of interest for PDI and IE Brady
bonds from when they were issued to February 2008
was USD 531 million.

Furthermore, in the novation of external commercial
debt through the conversion of Brady Bonds into Global
Bonds, interest rates were increased from 7.5 percent
to 12 percent (Global Bonds 2012) and 9.3 percent
(Global Bonds 2030, on average), and there were costs
for the use of collateral interest and budget resources.

Additionally, while the Par and Discount Brady Bonds
were already guaranteed in their principal (i.e. it would
not be necessary to pay the principal at the end of 30
years), the Global bonds must be paid at the end.

The loan agreement explicitly required the debtor
to keep units of the telecommunications and elec-
tricity sectors in CONAM, as well as the strategic
planning unit dedicated to the separation and pri-
vatization of public enterprises. In all cases, the
agreement explicitly named the characteristics and

specializations of consultants that should be in-
volved in the respective units.

According to Annex 2 to the loan agreement, the
objectives of the project were: (1) to reduce elec-
tricity subsidies in a sustainable manner; (2) to
reform the legal and regulatory framework for the
electricity and telecommunications sectors in or-
der to ensure a complete separation of state poli-
cies and regulations from the economic activities
of the state in these sectors; (3) to strengthen (or
establish and strengthen) institutions responsible
for such policies and regulatory functions; and (4)
to privatize the delivery of telecommunications
and electricity services in Ecuador.

The loan resulted in several irregularities. First,
78.3 percent of the loan and the counterparty fi-
nancing were used to pay consultancy and train-
ing fees.

Second, among the consultancy services to be
realized by legal persons is the contract signed on
25 August 1997 with the Gerasin Consortium,
composed of auditors, financial specialists, tech-
nicians and telecommunications lawyers, to assist
the government in restructuring EMETEL, with
the aim of transferring the operation of telephony
into private hands, for the maximum amount of
USD 2793 437. However, there was an initial ex-
tension of USD 465 275 and a second one of USD
483 070.78 to update valuations. Furthermore, the
Gerasin Consortium was given a 30-day contract
for USD 101688 to advise CONAM regarding the
development and implementation of the Regula-
tions to the Law of the Electricity Sector Regime.
The costs added up to USD 3 843 470.78.

C. Loan 831/EC from the Inter-American

Development Bank

This loan was for a program of agricultural de-
velopment. It was for an amount of USD 8o mil-
lion, with a term of 20 years, a period of grace of
5 years, and an annual interest rate set for each
semester based on the cost of borrowing for the
previous semester, plus an annual percentage set
by the IDB.
Under the loan agreement, the purpose of financ
ing was to cooperate in the implementation of, first,
a program consisting of reforms and strengthening
of the agricultural sector in Ecuador and, second, a
project to import eligible goods. The first program
was to include the Policy Sub-program and the
Sub-program for Technical Cooperation, relating
to Loan Agreement No. 832/OC-EC, signed on the
same date.

The precondition for the disbursement of the
first installment follows: “maintain a sound mac
roeconomic framework consistent with the agree-
ment signed by Ecuador with the International
Monetary Fund for the period 1994-1996.” The
preconditions for the disbursement of the other
tranches correspond to the plan of reorganization
of the public agricultural sector. Several condi-
tions are subdivided into such specific proposals
as legislative measures to “reaffirm the principle
of free commercialization and pricing of agricul-
tural products and inputs,” to repeal the National



Storage System, and to privatize ENAC, ENPRO-
VIT, EMSEMILLAS, EMADE, ENDES, and PRON-
AMEC.

The analysis of the motions and supporting doc-
uments, as well as documents that are mentioned
in each case, shows that the entire 831-OC loan
was used to fund Ecuador’s debt obligations. No
funds were used to finance imports, as recorded
in the loan agreement, or for the reorganization of
the public agricultural sector.

In short, the conditions were applied faithfully
(except the issue of the Ley de Aguas (Water Act))
without using a single dollar of Credit 831, that is
of the USD 8o million. It follows then that it took
only USD 12.5 million of another loan, Loan 832,
to develop the Agricultural Sector Program, with
such a broad spectrum of intervention and met
conditions.

In these loans, the IDB moves away from its stat-
utes and gets involved with loans that suffer from
illicitness in the cause and origin, through various
simulations and cross-conditions. The real purpose
of the loans was to comply with the Brady Plan.

Conclusion

The consequences of an illicit benefit determine
that no subject of law shall enjoy legal protection
affecting any transaction. The prohibition on the
benefit and the illicit object are present in the con-
tracts of adhesion of external debt, with standard
contracts drafted and imposed by international
financial institutions that violate the sovereignty
and jurisdiction of states, and the principles and
sources of public international law.

Ifin the legal process an external precondition is
lacking (lack of the normative power of a subject),
this prevents the creation of a valid, effective, and
licit transaction. Looking at this from the perspec-
tive of the party receiving the loan (the debtor)
and the corresponding responsibility of the state,
an example is the external debt contracted by de
facto governments, such as dictatorships. In these
cases, the will expressed by representatives of the
state without normative power is not sufficient to
form a legal transaction (a loan, the issuance of
government bonds, debt restructuring, etc.).

Analyzing this from the perspective of the
lender (creditor, international financial institu-
tion, private banks, etc.), examples are the loans
from the IMF and World Bank to dictatorships

or de facto governments, or the apartheid regime
in South Africa. These loans are illicit from the
standpoint of civil and criminal statutes; they vio-
late the statutes of the Bretton Woods institutions,
but also have contributed to the perpetuation of
regimes opposed to human rights, where the tor-
ture and death of those who thought differently
was a normal, routine practice. Therefore, these
loans, from their inception, violate peremptory
norms of international law (ius cogens), including
human rights.

In these examples it may be that illicitness is
present on both sides of the contractual relation-
ship: the debtor and the creditor. It is known that
external debt operations were conducted by de fac-
to regimes, dictatorships, as well as by democratic
governments and international financial organi-
zations. Despite the absence of valid transactions,
the parties acted, causing the transfer of wealth
between different countries of the Global South
and the other subjects involved (leading to unjust
enrichment, exorbitant profits for international fi-
nancial institutions, multinational banks, transna-
tional corporations, private speculators, etc.). Such
modifications lack any title or justifying cause to
support them, and can be repaired through the re-
turn of what was unduly paid — that is to say that
restitution can and should be obtained.

Anyone who pursues an end, or interest that is
rejected by peremptory norms commits an illicit
act. The control that law is called to exercise on the
autonomy of will, of legal facts and acts, is greater
given the socioeconomic relevance of the external
debt of the countries of the Global South. Legal
control must be consistent with the purposes of
international, regional, and national law. Debt au-
dits are a sovereign instrument of states, support-
ing the self-determination of peoples, and can be
used to provide evidence for, and make visible, the
illegality of the system of domination and coloni-
zation through external debt and unlawful trans-
fer of resources. Through judicial review those co-
responsible for the illegal debt (individuals, such
as public officials and former government leaders,
and legal persons, such as international lending
institutions, transnational corporations, domestic
and international private banks) must be identi-
fied, so that they can be tried, and the debtors can
claim refunds and receive effective reimbursement
of undue payments.
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5. lllegitimate Debt
and Human Rights

Cephas Lumina

1. Introduction

Under international law, successor governments
assume the international rights, capacities and
obligations of their predecessors, irrespective of
the nature of the former regime (O’Connell 1967;
Henkin et al. 1993:286; Howse 2007:16-17; Cheng
2007:20-21)." Nevertheless, there are historical
precedents when this principle has been challenged
and wholly or partially set aside, notably through
invocation of the odious debt doctrine (Howse
2007:10-16; Frankenberg and Knieper 1984). In
recent years, debt relief campaigners have increas-
ingly invoked the broader concept of ‘illegitimate
debts’ as a rationale for sovereign debt repudiation
or cancellation. They contend that a substantial por-
tion of poor-country debt — estimated at some USD
495 billion in 2007 — is illegitimate and should not
be repaid.

This chapter briefly discusses the concept of
‘illegitimate debt’ from the perspective of human
rights. It begins with a brief overview of the con-
cept of illegitimate debt, highlighting the lack of
consensus in relation to a precise definition of the
concept. It then explores the linkage between sov-
ereign debt (including illegitimate debt) and hu-
man rights and argues that human rights princi-
ples should inform the framework to be used when
determining whether or not a sovereign debt
should be declared illegitimate.

2. Defining ‘illegitimate debt’ - an elusive quest?
The term ‘illegitimate debt’ has no formal defini-
tion in law and although various attempts have
been made to define the term 3 there is no consen-
sus on the precise meaning of the term (Hanlon
2002:3). Debt relief campaigners often use the
concept of ‘illegitimate debt’ to refer to a variety
of questionable debt. This includes: debt incurred
by undemocratic means, without transparency or
participation by representative branches of gov-
ernment or civil society; debt that cannot be
serviced without threatening the realisation of
basic human rights; debt incurred under preda-
tory repayment terms, including usurious inter-
est rates; debt which was converted from private
(commercial) to public debt under pressure to bail
out creditors; loans which have been used for mor-
ally reprehensible purposes (such as the financ
ing of a suppressive regime); and debt resulting
from irresponsible projects that failed to serve de-
velopment objectives or caused harm to the peo-
ple and/or the environment (Hanlon 2002/7-19;
AFRODAD 2002; Norwegian Ministry of Foreign
Affairs 2004; Eurodad 2008).

These definitions indicate that illegitimacy is not
narrowly conceived of as a strictly legal issue, but
rather as a broader concept encompassing the ethi-

cal, social, political and economic implications of
debt. Nevertheless, a common thread running
through most definitions of illegitimate debt that
have been advanced by debt campaigners is the
theme of injustice.

It should be noted that while the concept of il-
legitimate debt has sometimes been equated with
that of ‘odious debt’, the two terms are different.
As originally articulated by the legal scholar Alexan-
der Sack, debt was presumed to be odious if it ful-
filled three essential conditions simultaneously:

. if it was contracted by a despotic regime,
« if it was not used for the needs of the population,
« if the creditor was aware of the nefarious use of

the funds (Howse 2007; Adams 1991).

For Sack, odious debts were those debts which
were contracted and utilised against the interests
of the population of the borrower state, without its
consent, and with the awareness of the creditor.
Thus, the definition was applicable only in limited
circumstances following regime change. How-
ever, the concept of odious debt is currently more
broadly defined as any debt incurred by an authori-
tarian ruler for personal or nefarious purposes or
any debt incurred by an odious regime.

Thus, while the term ‘odious debt’ is fairly nar-
row in meaning, the term ‘illegitimate debt’ is a
more expansive concept which includes odious
debt as well as any debt that is not sanctioned by
law; debt that is unfair or objectionable; or debt
that infringes on public policy (New Economics
Foundation 2005; Eurodad 2008; Jubilee USA
Network 2008).4 It thus includes debts incurred
in respect of non-viable projects, those incurred in
respect of sub-standard goods or services, or debts
incurred in circumstances where the terms were
unfair (e.g. usurious interest rates).

It is not proposed here to add to the myriad of
definitions offered by debt campaigners. Rather,
it is suggested that the various formulations of the
concept of illegitimate debt thus far advanced by
debt relief campaigners provide a reasonable start-
ing point for the elucidation of the concept in more
precise terms. However, it must be underscored
that much more work needs to be done in order to
arrive at a clear and internationally accepted defi-
nition of illegitimate debt. In this regard, human
rights principles may provide invaluable guidance.

3. Debt as a human rights issue

There is some controversy as to whether or not
foreign debt is a human rights issue. An examina-
tion of the resolutions and decisions of the United
Nations Commission on Human Rights and the
Human Rights Council reveal differences be-
tween developed and developing countries as to
whether foreign debt should be considered as a hu-
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Child soldiers in Liberia. Picture: thepenitentman.com

man rights issue. The developed (mainly creditor)
countries have consistently opposed consideration
of the impact of foreign debt on the realisation of
human rights by the UN human rights bodies,
arguing that these bodies are not the appropriate
ones to address the debt problem. However, in
terms of article 22 of the International Covenant
on Economic, Social and Cultural Rights, the Eco-
nomic and Social Council (ECOSOC)

“[m]ay bring to the attention of other organs of
the United Nations, their subsidiary organs and
specialized agencies concerned with furnishing
technical assistance any matters arising out of the
reports (submitted by the states parties to the Cov-
enant) which may assist such bodies in deciding,
each within its field of competence, on the advis-
ability of international measures likely to contrib-
ute to the effective progressive realization of the
present Covenant.” 5

In its General Comment No. 2 (1990), the Com-
mittee on Economic, Social and Cultural Rights
has interpreted this provision so as to include “vir-
tually all United Nations organs and agencies in-
volved in any aspect of international development
cooperation” and it has expressed the view that

“[i]t would be appropriate for recommendations
in accordance with article 22 to be addressed, inter
alia, to the Secretary-General, subsidiary organs of
the Council such as the Commission on Human
Rights,® the Commission on Social Development
and the Commission on the Status of Women.””

It is therefore within the competence of the Hu-
man Rights Council, which has replaced the Com-
mission on Human Rights, to consider the impact
of foreign debt on the realisation of the rights un-
der the Covenant.

The position of those countries that oppose con-
sideration of foreign debt by the UN human rights
bodies is also arguably inconsistent with the ho-
listic approach to the promotion and protection of
human rights that is envisaged in paragraph 13 of
the Vienna Declaration and Programme of Action
which calls upon states to “eliminate all violations
of human rights and their causes, as well as obsta-
cles to the enjoyment of these rights.” Although the
Declaration does not create binding obligations for
states, it provides an indication of global opinion on
the issues that it covers.

Further, the available evidence clearly shows
that excessive debt service burdens seriously limit
the ability of many poor countries to fulfil the ob-
ligations that they have assumed under various
international human rights treaties. According to
a recent report by the New Economics Foundation
(2008:3), twenty countries spend more than 20
percent of their budget on debt service. In 2005,
Lebanon spent 52 percent of its budget on debt
service as compared with 23.1 per cent on education
and health; Jamaica spent 277.9 percent on debt
service and 16.1 percent on education and health;
and Bulgaria spent 23 percent on debt service and
11.6 percent on education and health (New Eco-
nomics Foundation 2008:11).

Under international human rights law, states
have the primary responsibility of ensuring that



all people under their jurisdiction enjoy basic hu-
man rights, such as the rights to healthcare, edu-
cation, food, safe drinking water, and adequate
housing. Thus, governments should not be placed
in a situation where they are unable to ensure the
realisation of basic human rights because of ex-
cessive debt repayments. Debt becomes a human
rights issue when it impairs the capacity of states
to fulfil their human rights obligations towards
their populations and when their citizens are un-
able to enjoy their rights as a consequence.

The fact that many developing countries are di-
verting a disproportionate part of their budgets
(including funds earned from exports) away from
programmes aimed at reducing poverty and im-
proving a variety of social conditions (which con-
tribute to the realisation of human rights) to debt
service makes foreign debt and debt service a hu-
man rights issue. It is notable that many of these
social conditions find expression as rights in the
Universal Declaration and core international hu-
man rights instruments such as the International
Covenant on Economic, Social and Cultural Rights
(ICESCR), the Convention on the Elimination of all
forms of Discrimination against Women (CEDAW)
and the Convention on the Rights of the Child
(CRC).

Several human rights, including the rights to
life, health, work and education, are placed under
threat or violated when states divert scarce national
resources away from social expenditures in order
to service debts. For example, spending money on
debt service rather than on the provision of social
services that ensure that vulnerable populations
have access to adequate food, housing, health and
education directly imperils their lives. Debt repay-
ments have also had a negative impact on the reali-
sation of the right to food. For example, in 2002,
the government of Malawi was forced to sell maize
from its National Food Reserve to raise funds to
repay loans. Following a poor harvest that year, 7
million of a population of 11 million were left facing
a serious shortage of food (Pettifor 2002).

In a tacit confirmation of the link between
debt burdens and human rights, the various UN
human rights treaty bodies have noted the sig-
nificant challenge that excessive debt burdens
pose to the realisation of human rights.® Thus,
the treaty bodies have often urged international
financial institutions to pay greater attention to
the protection of human rights in their lending
policies, credit agreements and debt relief ini-
tiatives.?

4. A Human rights framework for adressing
legitimate debts?

A human rights approach to debt

United Nations agencies have endorsed a human
rights-based approach to development in terms of
which development policies are anchored in a sys-
tem of rights and corresponding obligations. The
essential attributes of this approach are:

All programmes of development cooperation, pol-
icies and technical assistance should further the

realisation of human rights as laid down in the
Universal Declaration of Human Rights.

Human rights standards contained in, and
principles derived from, the Universal Declara-
tion and other international human rights instru-
ments guide all development cooperation and pro-
gramming in all sectors and at all phases of the
programming process.

Development cooperation contributes to the
development of the capacities of ‘duty bearers’ to
meet their obligations and of ‘rights holders’ to
claim their rights.’

These principles underscore that the main ob-
jective of development policies and programmes
should be to deliver human rights. A human
rights-based approach identifies rights holders and
their entitlements and corresponding duty bear-
ers and their obligations, and aims to enhance the
capacity of rights holders to make their claims and
of duty bearers to fulfil their obligations. Thus, for
example, a human rights-based approach to exter-
nal debt means that debt sustainability analyses
should take into account the human rights impli-
cations of debt service, as well as human rights
principles such as transparency, accountability,
participation and non-discrimination.”

The effective and meaningful participation of
the most vulnerable communities in the heavily
indebted countries in policy and resource utilisa-
tion decision-making is a crucial aspect of a hu-
man rights-based approach to the debt problem. It
should be noted that the principle of participation
is also a fundamental right to which all persons
are entitled.” In regard to the impact of foreign
debt on the enjoyment of economic, social and
cultural rights, participation requires respect for,
and protection and fulfilment of, a range of human
rights, including freedom of expression, freedom
of assembly, freedom of association, the right to
vote and to be elected, as well as the establish-
ment of conditions designed to guarantee the full
and informed participation of people in affected
countries in the making of decisions concerning
external debt and the use of savings from debt re-
lief measures.

The relevance of human rights principles

Since illegitimate debt is rooted in the concept of
injustice, human rights principles can provide in-
valuable guidance on how to create a more respon-
sible international financial environment in which
the effects of past injustices can be sufficiently
addressed and the recurrence of illegitimate debt
avoided. In particular, the human rights principles
of participation, inclusion, transparency, account-
ability, the rule of law and non-discrimination,
which find expression in international human
rights law, provide universally recognised stan-
dards against which the legitimacy of debt can be
assessed. Human rights language, with the body
of international human rights law behind it, is
uniquely equipped and indeed, a necessary tool
for the adequate development of specific criteria
to explain the unjust nature of debt characterised
as illegitimate.



All individuals and communities have the right
to participate in, and access information relating
to, the decision-making processes that affect their
lives and well-being. This includes decision-mak-
ing processes concerning the negotiation, contrac-
tion and use of loans. Participation can be ensured,
for instance, through representative national leg-
islative bodies that have been elected through an
electoral process deemed free and fair by indepen-
dent observers. With specific reference to the issue
of illegitimacy, debt arising from loans that have
been contracted or, after contraction, have been
used without the informed participation of the
people through their duly elected representatives,
could be considered to be illegitimate.

As the primary duty bearers under international
human rights law, states are answerable for the
observance of human rights. Thus, they have to
comply with the legal norms and standards en-
shrined in international human rights instru-
ments. If they fail to do so, individuals or groups
whose rights are infringed or threatened are en-
titled to seek redress before the competent bodies
in accordance with the rules and procedures pro-
vided by law. In the context of debt, accountability
entails that creditors should acknowledge debtor
governments’ accountability to their own citizens
in the loan negotiation and contraction process,
and that creditors should avoid linking intrusive
policy conditions to loans or debt relief as these
may impair the principles of accountability and
participation. It also means that the governments
of the debtor countries should be open and ac
countable to their people with regard to the con-
traction of loans and in relation to how borrowed
funds are utilised.

The principle of non-discrimination means that
all individuals are equal as human beings and by
virtue of their inherent dignity. Thus, no one should
suffer discrimination on the basis of attributes
such as race, ethnicity, gender, language, social
or geographical origin, etc. Further, the principle
of non-discrimination requires that states ensure
that all measures adopted to fulfil their human
rights obligations avoid disproportionate effects,
and that targeted measures are adopted to secure
equality of access to basic services for all groups
in society, especially the poorest. In the context of
foreign debt, non-discrimination can be ensured,
for example, by assessing the distributional con-

sequences of loans across society to make certain
that the use to which the borrowed funds are put
benefits all individuals equitably.

Many definitions of the concept of illegitimate
debt advanced by debt campaigners include the
criteria that the loan funds were not used for the
benefit of the population but rather for the elite
in the borrowing country. For example, the Cana-
dian Initiative and AFRODAD definitions of ille-
gitimate debt include projects that did not benefit
the people as they were intended to do. Such a
situation may violate the principle of equality and
non-discrimination.

It is proposed that any assessment of the legiti-
macy of a debt should take into account the activi-
ties to be funded, the negotiation of the loan, the
terms of the contract and the use of the loan as
stipulated in the contract. At each stage, the human
rights principles of accountability, participation,
inclusion, transparency, accountability and non-
discrimination must be upheld by both the lender
and the borrower. Thus, any lack of participation,
transparency and accountability in such processes,
as well as any lack of accessible redress mecha-
nisms, and the exclusion of certain groups in the
decision-making process concerning the use of
borrowed funds, should all be factors in assessing
the legitimacy or otherwise of a debt.

It should be noted that the foregoing proposals
are offered on a tentative basis. More research and
consultation are needed in order to clarify what
mechanisms could be used to ensure adherence
to the human rights principles outlined above in
the context of negotiations and discussions con-
cerning foreign debt, as well as how these prin-
ciples may inform the framework for assessment
of illegitimate debt.

5 Conclusion

This chapter has presented a brief discussion of
the concept of illegitimate debt from the perspec-
tive of human rights. It has been tentatively sug-
gested that since the issue of illegitimacy of debt
is closely linked to the concept of injustice, the hu-
man rights principles of participation, inclusion,
transparency, accountability, the rule of law and
non-discrimination — all of which find expression
in international human rights law — may provide a
useful framework within which the legitimacy of
debt can be assessed.
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6. Juxtaposing Debt Relief
and Arbitration

Charles Mutasa

Introduction

The last two decades have seen the economic
prospects of many developing countries thwarted
by debt crises. Creditors have responded with a
series of piecemeal but ultimately unsatisfactory
mechanisms, the last example of which is the
Multilateral Debt Relief Initiative (MDRI) agreed
at the 2005 G8 meeting in Gleneagles, Scotland,
and implemented in June 2006. Notwithstanding
some positive results in areas of social spending,
it is clear that the MDRI alone cannot provide the
definitive solution for all severely indebted poor
countries. In order to bring about a permanent so-
lution to the debt overhang which is largely respon-
sible for abject poverty and economic doldrums in
these countries, a Fair and Transparent Arbitration
Mechanism is required that is broader in scope
and both more inclusive and participatory.

It has already been clearly established that the
poorest countries will not be able to meet Millen-
nium Development Goals without further debt
cancellation and debt campaigners have long been
advocating a systemic resolution to the problems
of unpayable sovereign debt. The establishment of a
Fair and Transparent Arbitration Process (FTAP)
will be a step towards the cancellation of unpay-
able, illegitimate and odious debts.

Defining Arbitration

Arbitration is an alternative method to resolving
a dispute outside the traditional court system. In
this process a third independent party provides the
final decision on a dispute between two parties.!

In the arbitration process, a dispute can be de-
fined as the existence of divergent or opposite
views which cannot be reconciled by two parties
and which therefore require a third party to make
a decision on which view should prevail, depend-
ing on the arguments presented by the two par-
ties. Arbitration agreements allow for settlement
or final decisions to be made on grounds other
than purely legal principles, such as considera-
tions of justice, equity and human rights.

Debt arbitration may mean two technically dif-
ferent forms of arbitration, both equally blocked at
present by official creditors: A fair and transpar-
ent process of debt reduction, aligning a country’s
total debts to its capacity to pay (international ar-
bitration based on the main principles of the US
Chapter 9 or FTAP?), or arbitration restricted to
specific types of debts, such as illegitimate or odi-
ous debts.

Another technical aspect currently being dis-
cussed is the question of whether the FTAP
should be established as an ad hoc panel or as a
permanent court. Kunibert Raffer believes that a
permanent court could also handle cases whilst ad

hoc panels can be established much more quickly
and have the advantage of being custom made for
each case.

Why Arbitration in the Era of MDRI?

There is a serious need to recognize and acknowl-

edge that the growing frequency and persistence of

debt in developing countries is symptomatic of the
deeper problem of a political imbalance in which it
is the creditors who have control over the timing,
pace and depth of debt relief mechanisms, as well
as economic and political conditionality. Although
those countries and multilateral institutions whose
claims should be reduced were chosen arbitrarily,
the decision made at the G8 summit in Gleneagles
in 2005 advanced the idea of equal treatment by

International Financial Institutions (IFIs). The En-

hanced Heavily Indebted Poor Countries Initiative

(HIPC), started in 1996 and enhanced in 1999,

contained an element of “equal treatment”, albeit

a somewhat haphazard one. MDRI is an additional

unilateral debt relief which proves that debt reduc-

tion is possible in the case of multilateral funds, a

fact that had been vigorously denied by IFIs until

1996. However, the random choice of countries

and institutions that was made at Gleneagles once

again highlighted creditor arbitrariness and thus
the urgent need for reform.
Our call for a FTAP is based on the following
points:

« Whilst the MDRI will result in the cancellation
of some debits, it is defective by virtue of its foun-
dational leanings on the HIPC initiative and
thus very limited in what it can actually achieve.

« Many countries that need debt cancellation are
still outside the MDRI. By virtue of their indebt-
edness, Kenya and Nigeria can be regarded as
“HIPCs outside the HIPC framework”. There
is a need to encourage debtor governments to
demand relief that is rightly theirs — ‘rightly’ in
the sense of economic justice. The cancellation
of their multilateral debt could have freed up re-
sources — cash that currently goes into servicing
debt and reducing debt overhang.

+ The cancellation of unpayable, illegitimate and
odious debts remains neither touched nor re-
solved. In the case of the Democratic Republic of
the Congo, IFIs continued to lend to the Mobutu
regime despite knowing that the dictator was
diverting a large chunk of the funds into his
personal accounts; the point is not whether or
not debts will one day end, but the morally and
legally correct way to deal with them.

« The necessity of a mechanism to shield debtor
economies from tortuous creditor behavior and
advice has not been addressed. Poor, indebted
countries are being denied a basic legal protec-




tion that is otherwise universally accepted and
this must be redressed.

What will Arbitration achieve?

The Gleneagles debt promise was criticized at the

time and continues to be criticized for two main

reasons: First, the MDRI relies on completion of
the HIPC process, which means it is subject to the
same strict qualifying criteria and conditionali-
ties as the HIPC initiative. Therefore, delays with

HIPC result in delays in obtaining further mul-

tilateral debt cancellation. The second problem is

that donors have interpreted their commitment
to mean that the debt cancellation would be fully

‘additional’ to existing resources in the sense that

debt relief counts as aid, so the full benefits are not

accruing to each individual recipient country as
some thought.
The FTAP will achieve the following:

« Give the affected people of the global South a
right to be heard.

« Deal thoroughly with how to handle past, present
and future debt by fostering a culture of respon-
sible lending by creditors and prudent borrow-
ing by debtors.

« An independent panel will judge debt sustain-
ability within the development context of each
debtor country, whereby government revenues
are balanced against the need to finance poverty
reduction programs.

« Help extend debt cancellation to other poor
countries that are short of resources to meet
the Millennium Development Goals or where
creditor rights are being implemented at the
cost of human rights. Despite the MDRI, quite
a number of severely indebted poor countries
continue to spend resources on debt service that
should rightfully be going to education, health
and social services.

« Enshrine the principle that basic human rights
take precedence over creditor rights. A frame-
work determining the level of debt that a given
country is liable to repay would be linked to hu-
man development indices and human rights
rather than arbitrary debt service/export ratios.

« The arbitration process should also question the
current creditor dominance in prescribing solu-
tions to Third World Debt. Most of their solutions
have exacerbated rather than solved the financial
woes of poor countries. The recent global finan-
cial crisis has demonstrated that what creditors
and the World Bank had been preaching to poor
countries about liberalizing the financial sector
is not true, as governments in the North have
been bailing out their own struggling banks.
Imagine this having happened in a poor country
where one of the conditionalities given was that
the state must not interfere in or bail out the pri-
vate sector.

« Ascertain the legitimacy of claims made by both
creditor and debtor countries.

« Fulfill the long overdue demand of many debt
campaigners and development practitioners of
achieving Full Multilateral Debt Cancellation for
Africa and the whole global South.

Who sees sense in Arbitration?

It is not only NGOs that have carried the burden of
campaigning for debt arbitration, but also people
within the public sector who want reform of present
“debt management”. Parliamentarians have sup-
ported debt arbitration, especially in Germany and
Latin America, but also Italy and the US.

The new Norwegian government’s 2005 decla-
ration explicitly expresses the intention to support
arbitration on illegitimate debts: “The govern-
ment will support the work to set up an interna-
tional debt settlement court that will hear matters
concerning illegitimate debt”.

The Helsinki Process on Globalisation and De-
mocracy, created in 2002 at the initiative of the
Finnish government in co-operation with the Tan-
zanian government also promotes innovative and
empowering solutions to the dilemmas of global
governance. The questions of sovereign debts and
the FTAP proposal based on Chapter 9 were also
discussed .4

The Italian parliament passed a law on debt re-
lief in the summer of 2000, Article 7 of which
requests an examination of present debt manage-
ment. The article, entitled International Regula-
tions on Foreign Debt, reads:

“The government will propose, to the relevant
international institutions, the starting (initial-
ize) of the necessary procedures to obtain a rul-
ing from the International Court of Justice on the
consistency between the international regulations
governing developing countries’ foreign debt and
the general framework of legal principles and hu-
man and people’s rights.”

During a conference in Uruguay’s parliament,
the Montevideo Declaration calling for FTAP was
formulated and signed by Latin American parlia-
mentarians.’

The ACP-EU Joint Parliamentary Asembly
demanded FTAP in 2000, believing that “con-
sideration should be given to the creation of an
International Debt Arbitration Panel to restructure
or cancel debts where debt service has reached such
alevel as to prevent the country providing necessary
basic social services.”

The High-Level Regional Consultative Meeting on
Financing for Development, Asia and Pacific Re-
gion (Jakarta, 2-5 August 2000, session 1) states:

“There is a need for an international bankruptcy
procedure. It should also be ensured that private
debt does not become government debt”.

At the African Union’s Experts’ Preparatory
Meeting in Dakar 2005, the President of the Re-
public of Senegal argued that any lasting solution
to Africa’s debt crisis must first and foremost be
based on an audit — a “radioscopy” — to “make
known the amount to be repaid” (AU 2003, p.4),
recognizing the principle that debt should be re-
paid. This is a clear call to tackle the problem of
illegitimate debts and those debts that could not
exist in in the North, where basic legal principles
of debtor-creditor relations are respected.

The creation of a global partnership for develop-
ment with regard to dealing comprehensively with
the debt problem, which is part of the MDGs Goal



8, demands a substantial reform of present debtor-
creditor relations, which is along the lines indicat-
ed by the US Chapter g based on a debt arbitration
mechanism or FTAP.

As many African countries are members of
the Commonwealth, this is a potential platform
to discuss debt arbitration. The Commonwealth
Secretariat could be approached to further the
discussion on this issue. The question could also
be brought up in the Commonwealth by a debtor
government.

What are AFRODAD and other Debt Movements doing?

It is incumbent upon the UN to establish a fair
arbitration court to resolve the current debt im-
passe. With this understanding AFRODAD is in
the process of collecting the necessary court evi-
dence from the global South as well as mobilizing
support for the establishment of the arbitration
court. The court evidence collected comes in the
form of documented case evidence experience of
debtor-creditor relations in a number of countries.
AFRODAD is deeply convinced that despite its
own weaknesses as a global institution, the UN
remains the most suitable place to establish an
arbitration court because of its legitimacy across
nations. It also has an historical memory of both
the debt question and economic problems of the
global south and the personnel and facilities to
handle the arbitration court.

AFRODAD has been promoting its case by solic-
iting for at least 10 cases to be brought to arbitra-
tion to provide an indication of the extent to which
the argument of illegitimacy and undue imposi-
tion by the international financial institutions is
valid. These cases can be found on the AFRODAD
website and the outcomes are expected to result in
changed behavior on the part of both creditors and
debtors. The cases are to be deposited with both
the UN Secretary General and the Chairperson
of the African Union Commission between June
and December of 2010. A Commission on Debt
from civil society is to lead the process of research,
dissemination of information and engaging with
institutions on the establishment of the tribunal.
The aim is to involve participation of civil society,
to ensure that both creditors and debtors will pro-
mote the process and encourage a positive stance
toward the arbitration tribunal.

The cases to be presented can easily be divided
into three categories:

1. lllegitimate and Odious Debt

The premise behind the concept of ‘illegitimate’
debt is the idea that lenders must not lend with-
out considering the solvency and reputation of the
indebted. In other words, they must not lend in
the hope of extracting interest payments ad in-
finitum at the cost of the debtor’s socio-economic
welfare. The practice is already widely accepted by
commercial banks when lending to individuals
or companies. Letters of reference, proof of col-
lateral, etc. are pro forma in these kinds of loan
contraction processes. It has not, however, been
applied to national loan contraction processes, nor

is there a court of arbitration between countries

with regard to debt.

While there is no internationally accepted defi-
nition of illegitimate debt, researchers have offered
a number of definitions. An illegitimate debt” is
one which satisfies any of the following condi-
tions:

« Itis against the law or not sanctioned by law.

« It is unfair, improper, or objectionable.

. Itinfringes on some public policy.

The Canadian Ecumenical Jubilee Initiative pro-

posed a more expansive, multi-part definition of

illegitimate debt as those debts which:

« Cannot be serviced without causing harm to peo-
ple and communities.

« Are incurred by illegitimate debtors and creditors
(e.g. funds stolen via corruption).

« Areincurred for illegitimate uses (e.g. funds that
do not go to the projects for which they were in-
tended).

« Are incurred through illegitimate terms.

This final definition includes debts that become
unpayable as a result of external factors over which
debtors have no control, e.g. a fall in commodity
prices. Defined thus, illegitimate debt includes
odious debts, loans secured through corruption,
usurious loans, and certain debts incurred under
inappropriate structural adjustment conditions.
McGill University legal scholars compiled a legal,
financial, and political analysis of the principles
of the Doctrine of Odious Debts in the 21st centu-
ry.” For this, they took into account international
customs or precedents; international conventions,
such as the 1983 Vienna Convention on Succes-
sion of States in Respect of State Property; general
principles of law such as unjust enrichment; the
abuse of rights and the obligations of agents; and
judicial decisions. Their conclusion is, based on
the doctrine of odious debts defined by Alexander
Sack in 1927, that there are three necessary condi-
tions for a debt to be considered odious:

1) The debt did not receive the consent of the nation.

2)The funds borrowed are contracted and spent in

a manner that is contrary to the interests of the

nation.

3) The creditor is aware of the above two facts.

The doctrine of odious debt imposes morality on

the part of international financial institutions and

makes them more responsible for the purpose to
which their loans might be put. Many civil soci-
ety groups believe that by challenging illegitimate
debt they will help eliminate the moral hazard that
has dominated public borrowing for the past 50
years which has so damaged the economic, politi-
cal and social fabric of the Third World. They also
believe that the elimination of odious debt would
shift the balance of power in debt negotiations in
favor of citizens; lenders would take greater care to
lend to governments with real authority, not just
apparent authority; and would exercise due dili-
gence to ensure that money is used for legitimate
governmental purposes. It would go a long way in
securing those measures required for accountable
public finance that citizens throughout the South
have so thoughtfully articulated. Lenders would



be forced to demand evidence that the borrowing
public is aware of and consents to its government
borrowing before extending credit.

2. Wrong Policy Advice by Creditor Institutions/Donor
Nations

These cases are based on the premise that, contrary
to contemporary knowledge and usual claims, the
International Financial Institutions (IMF and World
Bank) are not wholly accountable, transparent and
democratic. Due to the adverse effects of their pol-
icy advice in most developing countries, citizens
have been denied education opportunities, health
services and genuine public sector development.
Ordinary citizens have not been involved in loan
transactions, parliaments have been stripped of
their right to approve external loans and there has
not been transparent disclosure of information
associated with the debt burden. To this end, the
arbitration case studies should demonstrate that
disclosure must be made policy and law in order
to avoid repetition of mistakes made in the past.

3. Stolen Wealth

The case of Nigeria serves to show that a Fair and
Transparent Arbitration mechanism to deal with
issues of stolen wealth are worth pursuing if Af-
rica is to liberate itself from exploitation and dep-
rivation of its rich resources. True partnership be-
tween the North and the South is not genuine and
profitable without resolving such historical and
current trends. A call has been made by the civic
body that international conventions and standards
be agreed upon at UN level to arrest such illicit
behavior. Anti-corruption treaties are the key to
recovering monies stolen from African countries,
embezzled by the likes of the military junta of
Sani Abacha in Nigeria.

The 2006 Nairobi Declaration on International
Obligations and the Recovery and Repatriation of
Africa’s Stolen Wealth was crafted by representa-
tives of Transparency International from seven
African countries. They recommended that inter-
national instruments such as the United Nations
Convention against Corruption and the African

1 Oxford English Dictionary.

2 The proposed FTAP is based on Chapter 9 of the US insolvency
code, which aims at restoring the municipality’s financial
viability. See Kunibert Raffer, Internationalizing U.S. Municipal
Insolvency: A Fair, Equitable and Efficient Way to Overcome
a Debt Overhang, Chicago Journal of International Law 6
(2005), at 361-379, available at http://www.allbusiness.
com/north-america/united-states-illinois-metro-areas-
chicago/883635-1.html, see also Kunibert Raffer, Imple-
menting Fair Debt Arbitration: What Needs To Be Done, at
10 (AFRODAD 2006), available at: http://www.afrodad.org/
downloads/publications/Implementing%20Fair%20Arbitra-
tion.pdf.

Union Convention for the Combating of and Pre-
vention of Corruption be applied to end cases of sto-
len wealth in Africa. The group noted that over the
decades, billions have been illegally and corruptly
appropriated from Africa, by politicians, soldiers,
businesspersons and other leaders. The monies
have been kept abroad in the form of cash, stocks
and bonds, real estate and other assets. The group
further argued that the effective implementation
and monitoring of these conventions will make it
harder for the corrupt to circumvent rules designed
to ensure fairness and efficiency, and make it easier
to punish them for illicitly enriching themselves at
the expense of the people.

Nigeria has already been in the spotlight for is-
sues of official corruption, especially prior to the
Obasanjo civil administration. Military rulers have
shown no remorse in siphoning state assets for in-
dividual benefit. On the other hand, the Western
financial institutions have managed to claim con-
fidentiality and remain aloof when African leaders
have stolen funds and banked them with European
banks. Many Africans question whether Western
governments and bankers have a moral conscience
or feel any obligation to expose behavior that is mar-
ring Africa’s chances for economic development.

Conclusion

DeDbt sustainability challenges facing low-income
countries remain formidable, especially in Africa,
and will most likely be insurmountable if the pre-
scriptions for meeting them remain the monopoly
of creditor agencies’ self-interest. The failure of
G8 economic orthodoxy is attracting increasingly
virulent challenges from a wide variety of social
movements across the world and the efficacy of
their debt sustainability framework proposals is
finding rising opposition. Both creditors and bor-
rowing countries must find a radical new perspec
tive, particularly with regard to policy, if the cur-
rent vicious cycle of debt is to be resolved. Nothing
short of unequivocal debt cancellation through a
Fair and Transparent Arbitration mechanism
geared towards supporting fragile post-debt-de-
pendency economies will suffice.

3 1d., see also, Kunibert Raffer, Let Countries Go Bankrupt, The
Case for Fair and Transparent Debt Arbitration , in Interna-
tionale Politik und Gesellschaft Online, International Politics
and Society 4/2001, available at http://www.fes.de/ipg/
ipg4_2001/ARTRAFFER.htm.

4 See http://www.helsinkiprocess.fi.

5 See http://www.erlassjahr.de/content/montevideo/submit.php.

6 Joseph Hanlon, Defining lllegitimate Debt (Open University
2002), a study mandated by Norwegian Church Aid, available
at http://www.kirkensnodhjelp.no/Documents/Kirkens%20
N%C3%B8dhjelp/Publikasjoner/Temahefter/Defining%20
illegtimate%20debt.pdf.

7 Ashfaq Khalfan, Jeff King, Bryan Thomas, Advancing The
Odious Debt Doctrine, CISDL working paper (2003), available
at http://www.cisdl.org/pdf/debtentire.pdf.



Experiences from a Civil Society Campaign against Odious Debt

7. The Example of German Claims on Indonesia
from the Sale of Former GDR Warships

Jirgen Kaiser

erlassjahr.de (Jubilee Germany) has worked on
the issue of illegitimate debt since it was founded
in 1997. The first publication ever produced by
Erlaftjahr 2000 prominently featured an article
on the World Bank’s claims on Rwanda in the
light of the Bank’s role in Rwanda’s pre-genocide
years.? Due to the vagueness of the terms “odious
debt” and “illegitimate debt,” however, members
of erlassjahr.de have felt in the past that it is far
less “campaignable” to challenge the validity of
individual claims on the basis of their illegitimacy
or odiousness than to pursue other topics at the
heart of campaigns taking place around the year
2000, in particular the “unpayability” of the im-
mense debt overhang of the late 1990s, combined
with creditors’ resistance to recognizing that the
poorest countries will not repay their entire debt.

erlassjahr.de’s sceptical approach to the concept
of odious debt changed when debt campaigners
in Germany learned of Pat Adam’s rediscovery of
the odious debt doctrine through the writings of
Alexander N. Sack. This development created the
perception that it was possible to establish a co-
herent and defendable concept of odious debt and,
therefore, provided fresh incentive within the Ju-
bilee network. Receiving impulses from all over
the world, network members felt encouraged to
make illegitimate debt the central topic during er-
lassjahr’s mobilisation toward the 2007 G8 sum-
mit in Heiligendamm.

Between 2002 and 2007, campaigning by the
public around the issue of illegitimate debt led
only to limited political progress. Some support
materialized through the collection of scattered
signatures by parliamentarians under the “Par-
liamentary Declaration on Responsible Lending,”
but the political class in Germany remained large-
ly indifferent and did not feel very pressured to
take the issue up seriously.

Then, two external events shook the stalemate
between a movement with limited capacities and
a political class that, while not outright and unan-
imously opposed, remained largely uninterested
regarding the issue of illegitimate debt:

One driving event was Norway’s decision to
unilaterally cancel its claims on five countries due
to its acceptance of creditor co-responsibility for
failed financing.

The other impulse came from a decision taken
among debt campaigners at a meeting of Eurodad
(European Network on Debt and Development) at
the end of 2006 to work in-depth on one concrete
case of illegitimate debt in each G7 country.4

In Germany campaigners selected a case that
was ideal in several respects and resulted in a
lucky strike for the movement (if that wording is
appropriate in the context of odious financing); it

was a case involving the sale of thirty nine war-
ships formerly owned by the GDR to the Suharto
regime in Indonesia’ The Kohl government de-
cided to push the deal through the untranspar-
ent parliamentary procedures in place to regulate
arms exports, despite protests from the German
parliamentary opposition, from the World Bank,
which expressed fears regarding the misuse of
development resources, and from the Portuguese
government, which, rightly, expected that the ves-
sels would be used to oppress opposition to the
Indonesian occupation of East Timor. Certainly,
the close personal relationship between the Ger-
man chancellor and the Indonesian dictator also
helped to facilitate the deal.

Notably, before the ships were transferred to In-
donesia, they were occupied by members of the
East German peace and solidarity movement. The
peaceful and highly-visible action organized by a
movement which only a few years earlier had been
instrumental in bringing down a dictatorship in
its own borders was essential to cementing the
case in the memory of the solidarity movement.

In the time leading up to the Heiligendamm G8
summit, erlassjahr.de produced an extended ver-
sion of the document Skeletons in the Cupboard,
arguing that the Indonesia deal fulfilled all three
requirements under the classical odious debt doc-
trine:

Lack of consent: The Indonesian people, who
were left holding the bill after the fall of the Su-
harto regime and the rescheduling of Indonesia’s
foreign debtin 2000 and 2002, had not consented
to the loan; the “guided democracy” of the “orde
baru” regime did not provide any opportunity for
the Indonesian people to influence the decisions
of the dictator and his cabinet.

Lack of benefit: A substantial number of news
reports demonstrated that, in violation of the
German-Indonesian contract, the vessels were
used in counter-insurgency operations in practi-
cally all conflict areas of the archipelago; thus, the
purchase of the ships not only failed to benefit the
Indonesian people, but caused real damage to the
interests of the population.

Knowledge of the creditors: Finally, the German
government was not misled by the Indonesian
government into accepting the deal, but, instead,
must have known before entering the contract
that Suharto was one of the most bloodthirsty dic-
tators in Asia, someone who never hesitated to use
force against anyone who threatened his power.
Moreover, current interviews with high-ranking
navy officers have shown that the Indonesian gov-
ernment intended to use the vessels in ways that
went beyond “coastal protection and combating
piracy,” in contradiction to the agreement.




In March 2007 erlassjahr.de closed ranks with
one of the biggest Protestant churches in Germa-
ny, the Protestant Church of Westphalia (EKvW,
for its acronym in German). The church has long-
standing relationships with Protestant churches
in Indonesia and sought to redefine its role in the
globalized world. With the support of EKvW it was
possible to set up a high-level dialogue on the sub-
ject of illegitimate debt with the German Ministry
of Finance, the ultimate decision-maker in German
politics when it comes to the claims of Southern
sovereigns.

That dialogue, led by the Bishop of EKvW, Alfred
Buss, and the Vice-Minister of Finance, Thomas
Mirow, was the first time that the German gov-
ernment seriously considered the concept of ille-
gitimate debt. In the end, however, the German
Ministry of Finance clearly rejected the concept of
illegitimate debt as “unworkable,” and asserted that
the concrete case presented by erlassjahr.de was
unconvincing. Its major arguments were:

« There is no coherent definition of “illegitimate
debt,” and neither state practice nor international
treaties validate the concept in any coherent way.

« Even if a coherent definition of illegitimate debt
existed, it would not apply in the Indonesian case
because the ships were used to combat piracy, a
legitimate interest, even if they were at times
misused, an occurrence that was only docu-
mented in a few scattered cases.

+ The Kohl government had duly adhered to all for-
mal requirements for the sale. Moreover, the “re-
strictive” German arms export policy would have
ruled out the misuse of the ships. (Any evidence
to the contrary “would still have to be checked.”)
erlassjahr.de and the EKVW were not convinced

by the Ministry’s references to the effectiveness of
parliamentary procedures in Germany, as they have
been notoriously instrumental in circumventing a
formally restrictive arms export policy. erlassjahr.
de, however, had to take seriously the ministry’s
references to both the legitimate benefit provided
by the ships in combating piracy and the lack of
coherency in the concept of illegitimate debt.

The Ministry of Finance considered the case
closed after the dialogue, but the church and the
debt campaign decided that a strong push could
indeed keep it open. Up until that point, in the
high-level dialogue and in discussions with other
ministries, the legal dimension of the case had not
been explored thoroughly. While debt campaign-
ers treated Sack’s doctrine and the scattered exam-
ples of its application as sufficiently solid grounds
with which to support a case, Treasury officials
argued that a legal doctrine of which they were
unaware could not bind the Federal Republic.

Thus, it seemed advisable to seek a serious legal
opinion before either accepting defeat and clos-
ing the case or moving forward with a fresh tail-
wind.® erlassjahr.de and EKvW commissioned a
legal opinion from August Reinisch, a professor
of international law at the University of Vienna?
Reinisch’s opinion focussed strongly on the appli-
cability of the classical odious debt doctrine. He
concluded that the doctrine has legal validity and

that the Indonesian case fulfilled the doctrine’s

requirements for putting a claim into question.

While erlassjahr.de had not considered taking the

case to court, the document forced the German

government to reconsider the case and present its
arguments in a more serious way.

The Treasury dismissed the paper on the same
day we presented it at a press conference in Berlin,
alleging that it contained basic errors and omis-
sions. Later, a letter from the Ministry of Finance
only repeated what had already been said during
the high-level dialogue the previous year.

The Ministry of Development conducted a se-
rious analysis of the paper carried out by an in-
house attorney. Her paper dismissed Reinisch’s
approach.® More specifically, she wrote that:

« Reinisch had failed to review the original con-
tract, and could therefore not make diligent con-
clusions regarding its content.

« It would have been impossible to assume that
Suharto’s cabinet was not the lawful representa-
tive of the Indonesian state.

« The validity of the odious debts doctrine had
not been proven.

« Indonesia never questioned the claim.

+ The German government could not have known
that Indonesia would misuse the vessels.

« The German government and debt campaign-
ers discussed existing objections to expert opin-
ions on the issue on two occasions.

An expert round table was organized on the
fringes of the World Bank and International Mon-
etary Fund annual meetings in 2008 at the World
Bank in Washington. The round table included
legal experts from the World Bank, the Fund, and
the Executive Director of the World Bank for Ger-
many. From the NGO side, the Protestant Develop-
ment Service (Evangelischer Entwicklungsdienst
or EED) the Westphalian church, Professor Rein-
isch, Jubilee USA and American partner churches
participated. Concrete reactions to the Indonesia
case and the Reinisch paper were scarce at the
meeting. The World Bank’s legal counsel attempt-
ed to dismiss the odious debt concept; given more
recent progress in legal debates over the concept
this seemed to be rearguard action, as Professor
Reinisch labelled it.

In November 2008 erlassjahr.de and the Ger-
man Ministry of Development met for an infor-
mal discussion on the Reinisch paper and the
abovementioned legal opinion issued by the min-
istry. Some of the points that had been put forth
by the ministry were countered by erlassjahr.de:

It was pointless for the German government to
demand that Professor Reinisch review the origi-
nal contract, as the Ministry was not prepared to
reveal it. (Germany is extremely untransparent
regarding its export credits.) Furthermore, the
German government’s contention that it was sur-
prised by the Indonesian government’s violation
of the clause limiting the uses of the ships was
patently inappropriate, given Germany’s awareness
of its partner’s record.

Two points seemed valid, however, and propelled
our own reconsideration of the case:



Details of the Ship Sale
and the Current Debt Situation

In 1992 Germany sold most of the war fleet formerly
owned by the German Democratic Republic (GDR) to
Indonesia: a total of thirty nine vessels (corvettes, mine-
sweepers, supply vessels and landing craft) for 20 mil-
lion German Marks (DM),! a price only slightly above the
scrap value of the vessels. Given the ships’ poor condi-
tion, the sale only made economic sense because Ger-
many sold the ships together with a package including
their modernization and construction of the appropriate
marine infrastructure in Indonesia by German compa-
nies.

The alteration of the ships in Germany cost almost DM
475 million.2 KFW Bankengruppe® financed the entire deal
at a value of DM 561 million* (DM 425 million for the re-
pair and modernization of the ships and DM 136 million
for the new Siemens telecommunication equipment with
digital technology). The deal was secured with a Hermes
guarantee,® which, all measures included, had a value
of DM 700 million.® To make the controversial deal pos-
sible the German and the Indonesian ministries of de-

fence agreed in a unpublished agreement: “The buyer
commits himself to apply the subject of the contract only
for the purpose of the safeguarding of the coasts and
the seaways and for combating smuggling.” This agree-
ment has since been broken by the Indonesians. Under
the presidency of Habibie, Wahid and Megawati Sukar-
noputri the ships were deployed in all interior conflicts
(massacre in East Timor in the summer of 1999,” naval
blockade of the Moluccas in January 2000,® transpor-
tation of troops to the embattled province of Papua on
14 March, 2000,° transportation of troops and tanks
to the war-torn province of Aceh on 21 May 2003%).
It is estimated that between 1993 and 1998 less than
two thirds of the outstanding debt claims from the sale
of the GDR ships were paid by Indonesia to Germany.
Since then Indonesia’s entire debt has been restructured
several times. At the end of 2008 it was estimated that
Indonesia had to pay at least EUR 100 million to Ger-
many from the original debt claims in the sale of the GDR
ships't

\‘h. b

The occupation of the GDR warships in the port of Peenemiinde shows that the risks of the deal were known when
the contract was made. Source: Robert Havemann Gesellschaft, Rolf Walter.

1 EUR 10.2 million (1 euro=1.95583 DM)

2 EUR 242.9 million (1 euro=1.95583 DM)

3 KfW Bankengruppe is a bank under the ownership of the
Federal Republic and the Lander (federal states). It offers sup-
port for sustainable improvement initiatives, such as projects
involving small and medium-sized enterprises, entrepreneur-
ship, environmental protection, housing, infrastructure, edu-
cational finance, project and export finance, and development
cooperation. See http://www.kfw.de.

4 EUR 286.3 million (1 euro=1.95583 DM)

5 Export credits guarantee by the German state.

6 EUR 357.9 million (1 euro=1.95583 DM)

7 Ulrich Delius, Ehemalige NVA-Schiffe werden in Indonesien
vertragswidrig zur Aufstandsbekampfung eingesetzt, Gesells-

chaft fiir bedrohte Vélker, 2003, available at http://www.gfbv.
de/inhaltsDok.php?id=97.

8 Jakarta Post, 7 January 2000.

9 Ulrich Delius (referring to the Papuan human rights organisa-
tion Elsham), Ehemalige NVA-Schiffe werden in Indonesien
vertragswidrig zur Aufstandsbekampfung eingesetzt, Gesells-
chaft fiir bedrohte Vélker, 2003, available at http://www.gfbv.
de/inhaltsDok.php?id=97.

10 “Indonesian forces execute 10 civilians in Aceh,” reported by wit-
nesses, dpa (Deutsche Presse-Agentur GmbH), 23 May 2003.

11 erlassjahr.de, Leichen im Keller, lllegitime Forderungen der
Bundesrepublik Deutschland, DDR-Kriegsschiffe fiir Indone-
sien 1992-2004, 3. aktualisierte Auflage, November 2008,
available at http://www.erlassjahr.de/dev/cms/upload/
presse/pk-berlin/Leichen_im_Keller.pdf.
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It must be assumed that there was a benefit to the
people of Indonesia stemming from the sale of the
ships. There is no evidence, nor can one logically
assume, that the ships were not put to some use
that benefitted the Indonesian people, in addition
to the uses that contributed to the carrying out of
atrocities.

Piracy is a very real problem that affects the In-
donesian state and people. Within a strict inter-
pretation of the doctrine this would be sufficient
to rule out its applicability.

The lack of consent was also a complex question,
because, while the Suharto government clearly
lacked legitimacy, it was de facto considered and
treated as the legal representative of Indonesia by
the whole international community.

We subsequently shifted the focus from Sack’s
doctrine to another important strand in the inter-
national legal debate on illegitimate debt — the con-
cept of ius cogens violations as a basis for declaring
a claim invalid. In the instant case this more fo-
cussed concept seems to be more fruitful, as one
of the “binding norms of international law” is the
prohibition of the use of force in international re-
lations. Indonesia had been occupying East Timor
since 1976 and continued to brutally repress the
Timorese people. Diplomatically, Germany has al-
ways supported Portugal’s position that it would
not abandon sovereignty over its former colony in
the absence of a true democratic process towards
self-determination. Thus, Germany’s supply of
arms to the Suharto government equalled aiding
and abetting a war of aggression, even by German
standards.

Lastly, our approach to the Indonesian case was
challenged by some human rights organisations
in Germany that work on Indonesia, particularly
WatchIndonesia (Berlin). These human rights
advocates questioned whether the unconditional
cancellation of Indonesia’s illegitimate debt would
ultimately benefit the victims of the atrocities
committed with its help. Given the continuity,

1 ErlaRjahr 2000 is the organization that preceeded
erlassjahr.de.

2 ErlaBjahr 2000, Eine Idee wird auf den Weg gebracht,
Dokumentation der Auftakttagung, Wuppertal 1997.

3 erlassjahr.de, Philippinenbiiro & INKOTA-Netzwerk, llle-
gitim: Handbuch illegitime Schulden, Diisseldorf 2003.

4 Eurodad, Skeletons in the Cupboard: lllegitimate Debt
Claims of the G7, Brussels 2007.

5 The details of the sale are described in the box.

6 The campaign’s considerations were inspired by discus-
sions among legal experts, which in turn had been

particularly in the military apparatus of the Indo-
nesian state, would an unconditional cancellation
benefit the perpetrators who would ultimately re-
ceive their weaponry for free?

The assumption (at times dogmatic) in the anti-
debt movement that the cancellation of claims
would benefit the whole population may be suffi-
ciently defensible in many countries. The present
case, however, provided strong reasons to doubt
this assumption. In what way would villagers in
Aceh and Sulawesi (not to speak of East Timor)
benefit from the net resource flow that an uncon-
ditional cancellation of these illegitimate claims
would create? Rather, the foreseeable budgetary
effect would enhance the manoeuvring space of
those who continue to be in command of the ex-
tensive and largely untransparent military budget
of Indonesia.

More recently, with the aim of opening further
debate on the matter, erlassjahr.de has drafted a
proposal for a debt conversion plan affecting the
contested German claims. It proposes the crea-
tion of a compensation and reconciliation fund
that would run under the joint administration of
the two governments in conjunction with Indo-
nesian and international human rights organisa-
tions. The scheme would require the Indonesian
government to continue servicing the illegitimate
claim, although the German creditors would no
longer collect the payments.

In the end, the experience of the Indonesian
case has shown that illegitimate debt campaigns
should not consist of forcing concepts through the
wall-like stubbornness and self-interest of credi-
tors. The approach of erlassjahr.de in this case
changed substantially over the two years of cam-
paigning, and the journey’s end has not yet been
reached. In April 2009 NGOs from Indonesia and
Germany met with the official sector, including
with the military in Indonesia, and suggested an
official Indonesian initiative, something for which
campaigners could do no more than pave the way.

inspired by NGO campaigns. See documentation of
2007 workshop at Duke University, available at http://
www.law.duke.edu/journals/lcp/

7 August Reinisch, Analysis of the Export of Warships
from the Former GDR Navy to Indonesia between 1992-
2004 in Terms of the Legitimacy of the German Entitle-
ment to Payment, Vienna, 30 May 2008, available at
http://www.erlassjahr.de/dev/cms/upload/presse/
pk-berlin/gutachten_englisch.pdf.

8 Document on file with erlassjahr.de.



8. The Campaign for the “Jubilee Act”
in the United States Congress

Mimi Lytje and Neil Watkins

Jubilee USA’s campaign in the United States against
odious debt and for more responsible global lend-
ing includes the development and promotion of
legislation called the Jubilee Act for Responsible
Lending and Expanded Debt Cancellation in the
US Congress.

If passed, the Jubilee Act would expand debt
relief to up to 24 additional poor countries not cur-
rently eligible for the Heavily Indebted Poor Coun-
tries (HIPC) Initiative, require the US Comptrol-
ler General to conduct an audit of past, possibly
‘odious’ lending by the US government and ad-
vocate a framework for responsible lending in the
future. The legislation was passed by the United
States House of Representatives in April 2008 and
cleared the Senate Foreign Relations Committee
in June 2008, but failed to pass the full Senate by
the end of the 110 Congress.

The act was re-introduced in August 2009 and
Jubilee USA is working to secure passage by both
the House and the Senate in 2010. Once passed by
both Houses and signed by the President, the act
becomes law. Jubilee USA is pursuing this legis-
lation for two reasons: first, to educate the public
and policymakers on ‘odious’ debt and responsible
lending and second, to change official US policy
on international debt. This short report provides
additional background on the rationale for the leg-
islation, its content, and its prospects for success.
It is our hope that sharing our experience with the
Jubilee Act initiative will be helpful to both civil
society and parliaments of other countries as they
develop similar campaigns.

Rationale for the Jubilee Act

In 1999, following intense public pressure from
the global Jubilee movement, the G8 countries
agreed to enhance debt relief for the world’s most
impoverished countries. This led to the expan-
sion of the IMF/World Bank Heavily Indebted
Poor Countries (HIPC) Initiative under which
24 countries have now received debt relief." This
program was followed by the Multilateral Debt Re-
lief Initiative, agreed at the G8 summit in 2005,
which made it possible for eligible poor countries
to receive 100 percent debt stock cancellation of
eligible debts from the IMF, World Bank and other
international financial institutions (IFIs).

Despite these initiatives, the world’s most im-
poverished nations continue to send USD 100 mil-
lion each day to developed countries, IFIs and oth-
er creditors.> Furthermore, some middle income
countries with large populations living in poverty
do not even qualify for these debt relief programs.

The Jubilee Act seeks to address the issue of
those countries that have so far been excluded from
debt relief. In addition, it also addresses other debt

related policy issues, the most important of which
are harmful conditionalities, the need for a frame-
work for more responsible lending in the future
and addressing the problem of odious and illegiti-
mate debt — something which debt relief initia-
tives to date have not done in any way.

Summary of the Jubilee Act

As already mentioned, the Jubilee Act expands the
list of countries eligible for debt cancellation to the
65 countries currently only eligible for financing
from the World Bank’s soft lending arm — the In-
ternational Development Association (IDA). This
includes 24 more countries which are not current-
ly eligible for debt cancellation under HIPC.

The Jubilee Act also prohibits harmful econom-
ic and policy conditions currently attached to lend-
ing and debt relief initiatives from the World Bank
and the IMF. These conditions include user fees
for primary health care and education, measures
that compromise worker’s rights and constraints
on government spending for essential health care
and education.

Furthermore, the Jubilee Act calls for the crea-
tion of a framework for transparent, responsible
lending in order to ensure that those countries
which have benefited from debt relief do not fall
back into unsustainable debt. It also addresses the
problem of odious and unjust debts by requiring
the US Comptroller General to undertake audits
of debt portfolios where there are suspected cases
of odious, onerous or illegal loans. These last two
issues are described in further detail below.

A Framework for Transparent, Responsible Lending
The Jubilee Act identifies which critical measures
should be undertaken to ensure that heavily in-
debted countries can get on track toward sustain-
able growth and development. It is important that
both lender and borrower exercise responsible
behavior in their transactions. This was acknowl-
edged in the Monterey Consensus which stated
that “debtors and creditors must share the respon-
sibility for preventing and resolving unsustain-
able debt situations”3

There now appears to be a dawning realization
in the current financial climate regarding the need
for more financial regulation and stricter control
of creditors and bad loans. In their May 2008 let-
ter to the President of the European Commission,
Jacques Delors, Jacques Santer and a number of
others stressed that “the problem is a model of eco-
nomic and business governance based on under-
regulation, inadequate supervision and an under-
supply of public goods.”

The Jubilee Act emphasizes that the external
financing needs of low-income countries should

His

MAg

TO;



A

L

TIEERRR R AATY

LN
TN

ok b ER

The Capitol, Washington D.C., where Congress debated the Jubilee Act for
Responsible Lending and Expanded Debt Cancellation in 2009. The Senate failed
to pass the Act, but it was re-introduced and may pass in early 2010.

be met primarily through grants rather than new
lending. Policies should also be developed and
promoted to ensure that all creditors work togeth-
er to preserve the gains of debt relief. This is es-
pecially important as there is no bankruptcy law
protecting countries against free-riders or preda-
tory companies (known as vulture funds). These
companies buy poor countries’ international debt
obligations at a deeply discounted rate and then
seek to recover the original market value through
legal or other processes.

To address these concerns the Jubilee Actrequires
that the Secretary of the Treasury seek agreement
among IFIs and the Paris Club countries for a new
framework for transparent and responsible inter-
national lending to low-income countries. The new
framework should guarantee greater transparency
from official lenders in their credit operations. It
would also ensure that parliaments, civil societies
and other groups in affected countries have the op-
portunity to participate in loan decisions.

The goal is also to obtain international recogni-
tion and acceptance of what constitutes irrespon-
sible lending and work towards a fair and trans-
parent system to resolve debt disputes.

These measures are all critical in preventing the
accumulation of illegitimate debt in the future.
They do not, however, address the problem of
existing cases of odious and illegitimate debt; for
this, the Jubilee Act requires debt audits.

Odious Debt and Debt Audits

The Jubilee Act requires that an audit be under-
taken of US and IFI claims in countries where
there is evidence of “odious, onerous or illegal”
loans, such as in the Democratic Republic of the
Congo or South Africa. These audits would cover
US export credit claims in these countries and
wherever possible would also include debts owed
to the World Bank, IMF and other IFIs and assess
whether or not the investments made had pro-
duced the intended results.

Furthermore, the audits would investigate the
process by which the loans were contracted, how
the funds were utilized and any product created.
They would also determine whether US and/or in-
ternational laws were violated in the process. The
audits should be planned and executed in a trans-
parent and consultative manner, engaging both
Congressional bodies and civil society groups in
the countries in question.

Debt audits are a useful tool both to uncover
structural and policy flaws that have led to illegiti-
mate debt in the past and also to prevent any rep-
etition of mistakes made. In addition, they have
the ability to address the nature of certain debts,
looking at joint responsibility between creditors
and debtors and determining whether it is fair to
collect any given debt or whether it should be can-
celled on moral and legal grounds.

Audits are underway at the level of civil soci-
ety in several countries in the global South and
an official audit has been established in Ecuador.
When passed, the Jubilee Act will require that the
US undertake leadership of the audits, with the



Government Accountability Office (GAO) playing
a major role.

The US Government Accountability Office

The GAO is an independent agency responsible
for the fiscal and managerial accountability of the
federal government. It is often referred to as the
“congressional watchdog” because as well as au-
diting government spending it also investigates
allegations of illegal and improper spending. The
Comptroller General of the United States is the
director of this agency. He is appointed to a 15-year
term by the President from a slate of candidates
proposed by Congress.

The agency takes on assignments at the request
of congressional committees or subcommittees
and performs audits mandated by public laws or
committee reports. It may also undertake research
under the authority of the Comptroller General.
The agency is authorized to issue legal decisions
and opinions.4

The agency has the expertise to analyze debt
owed to the USA to see whether proper proce-
dures were followed in the contracting of loans to
poor countries and whether any legal irregulari-
ties would invalidate specific loans. This would
give invaluable information regarding unsustain-
able and undemocratic loan processes and would
provide support for audit efforts being made by
countries in the global South.

Passing the Jubilee Act

The Jubilee Act has to be passed by both the House
of Representatives and the full Senate in order
to take effect. In April 2008 it was successfully
passed by the House but encountered problems in
the Senate; it was referred to the Foreign Relations
Committee where it was successfully marked up
and reported out of Committee. However, when it
was put up for a unanimous vote which would have
enabled it to be passed immediately, the legislation
was blocked by a single Senator. Jubilee USA is
working to ensure that this Senator does not block
it a second time but meanwhile, the US elections
meant that time ran out for the act to be passed
by the 110" Congress and it must now be reintro-

1 March 2009.

2 Oxfam International, The World is Still Waiting, Oxfam Briefing
Paper, No. 103, at 4.

3 Monterey Consensus on Development Assistance, 2002, para.
47.

4 See the GAQ’s webpage for more info: http://www.gao.gov/
about/index.html.

duced in both the House and the Senate in 2009.
Due to the strong support received for the act in
the House last year, it is likely that the House ver-
sion will be passed again, whilst the stronger op-
position in the Senate may prove more difficult
to overcome. Jubilee is currently working hard to
win the support of the necessary lawmakers and
is optimistic about the bill’s passage in the Senate
by early 2010.

Lessons Learned

An important factor in working to get the Jubilee
Act passed has been the extensive awareness-
raising campaign Jubilee USA has led on odious
debt and responsible lending. This has also meant
trying to link the current situation in the USA to
these issues.

Jubilee has been most effective in putting pres-
sure on politicians for their support when we have
organized grassroots campaigns and mobilized
concerned constituents to call, write, and meet
with their Representatives and Senators. For ex-
ample, in October 2007 Jubilee USA organized a
national g4o-day “Cancel Debt Fast” campaign in
which Jubilee supporters from across the country
fasted for one day, and on that day either called
or met with their Members of Congress to ask
them to support the Jubilee Act. This made a big
impression on Congress. We also asked support-
ers to write their messages to Congress on paper
plates — with the message “I'm hungry for justice
— Support the Jubilee Act!”. We delivered 300-400
paper plates with handwritten messages from Ju-
bilee supporters to each Congress person’s office
which served to both catch their attention and
help secure these members’ votes. A little creativ-
ity and grassroots action goes a long way towards
creating an impact with a policy.

The problems associated with unsustainable
lending and odious debt are of a global nature and
international cooperation is therefore required in
tackling them. If we are to create an international
framework for responsible lending and have the
concept of odious debt recognized, these issues
must be put firmly on the agenda of several coun-
tries.
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9.1 The Austrian Medical Waste Project
in the Philippines

Luke Espiritu

The case

In November 1996, the Philippine government
entered into a Supply Contract with Vamed En-
gineering of Austria for the purchase of waste
disposal facilities, medical equipment and related
services to the amount of Austrian Schillings
(ATS) 199860 000'". The Project was to upgrade
26 Philippine public hospitals run by the Depart-
ment of Health, with the priority being to secure
modern incinerator technology for the disposal of
biomedical wastes.>

The contract price was broken down as follows:
(1) ATS 39399 892 for “Related Services” per-
taining to the design and detailed engineering of
equipment supplied, project management, freight,
insurance, pre-installation works, installation,
testing and commissioning, warranty and main-
tenance for one year; (2) ATS 24374155 for the
supply of medical equipment for the emergency
departments of five hospitals; (3) Supply of Hoval
CV1 and CV2 incinerators for waste disposal; (4)
ATS 40181 877 for the supply of medical equip-
ment for OR, ICU and Recovery3 Study of the
above figures shows that more than 50 percent
of the total contract price was devoted to the pur-
chase, installation and maintenance of the Hoval
incinerators.

The Project was financed by a buyer’s credit ob-
tained by the Republic of the Philippines from the
Bank of Austria AG to the full amount of the con-
tract price.# It must be pointed out that the Bank
of Austria owns 10 percent of the technology ven-
dor, Vamed Engineering’ In 1997, the Buyer Ex-
port Credit Facility for Specific Project was signed
by the Department of Finance of the Republic of
the Philippines and the Bank of Austria AG.°

This Project was designed to modernize health
services in the Philippines. The irony, however, is
that the technology used poses grave health and
environmental hazards. The Hoval incinerators
which were installed were not only obsolete and
dated back to the 1950s but also had no air pol-
lution control devices fitted to them. Test results
show that the actual incinerator emissions exceed
both the range of emissions for carbon monoxide
and sulfur dioxide guaranteed by the manufactur-
er and the Philippine limits for sulfur dioxide. In
addition, some or all of the Hoval-certified emis-
sion figures already exceed the US Environmental
Protection Agency’s (EPA) limits on particulate
matter, carbon monoxide, sulfur dioxide, hydro-
gen chloride, dioxins and florans and the Euro-
pean Union’s standards on total dust, hydrogen
chloride, sulfur dioxide, dioxins and florans” As
such, sale of these Hoval incinerators would be
prohibited in Austria, Vamed Engineering’s home
country.

Two years after the execution of the Contract, the
Philippine Congress enacted Republic Act (R.A.)
No. 8749, or the Clean Air Act. This favored the
use of safe and environmentally sound non-burn
technologies and banned the use of incineration
subject to a three-year phase out period. Within
this grace period, incineration was only allowed
for pathological and infectious wastes subject to
monitoring by the Department of Environment
and Natural Resources (DENR).® The Implement-
ing Rules for R.A. 8749 fixed the final date of the
incinerator phase-out at 17 July, 2003.

The incinerators installed, or ‘dumped’, by
Vamed are no longer in use and have now been
banned by laws which have been implemented in
order to protect the environment. However, the
Philippines continues to honor its Austrian loan
obligation which is payable until 2015.9

Debt from the Austrian Loan as odius

Given international concern for matters of envi-
ronmental protection, a relevant question in this
case is whether the Philippines’ debt under the
Austrian loan agreement may be characterized
as odious due to violation of ius cogens.™ Unfortu-
nately, while there is increasing support to declare
environmental harm (particularly transboundary
damage) a violation of peremptory norms of ius
cogens, this definition has not yet found general
acceptance. Currently, norms of ius cogens are pri-
marily reserved for genocide, torture, acts of ag-
gression and crimes against humanity.

Instances of odious debt do not only coincide
with possible violations of ius cogens. The concept
of odious debt developed and evolved from a set
of equitable considerations invoked to adjust or
sever debt obligations. Traditionally, it has been
applied in the context of political transitions invol-
ving debts contracted by previous governments or
states.™ In recent years, though, the contexts in
which the concept is pleaded have expanded as an
increasing number of advocacy groups and civil
society organizations in developing countries call
for debt relief or repudiation.

Mohammed Bedjaoui notes that “odious debt”
is an umbrella term covering a range of specific
debts found in the following general situations:™

“(a) From a standpoint of the successor State, an
odious debt can be taken to mean a state debt
contracted by the predecessor State to serve pur-
poses contrary to the major interests of either
the successor State or the territory that is trans-
ferred to it;

(b) From the standpoint of the international

community, an odious debt could be taken to

mean any debt contracted for purposes that are
not in conformity with contemporary interna-




Protest march in Pasay City, Philippines on 5" August 2008 against the ratification
of the controversial Japan-Philippines Economic Partnership Agreement. Its lack of
measures on hazardous waste materials caused public outrage.

Picture: Manny Calonzo, Multi-Sectoral Magkaisa Junk JPEPA Coalition,

Global Alliance for Incinerator Alternatives GAIA

tional law and, in particular, the principles of

international law embodied in the Charter of

the United Nations.”

Thus, one way of characterizing the Austrian
debt as odious is to consider its environmental im-
pact from the standpoint of international law. Pro-
tection of the environment is a recognized princi-
ple in international law. The 1972 Declaration of
the United Nations Conference on the Human En-
vironment mandates that the “discharge of toxic
substances or of other substances and the release
of heat, in such quantities or concentrations as to
exceed the capacity of the environment to render
them harmless, must be halted in order to ensure
that serious or irreversible damage is not inflicted
upon ecosystems” and the “just struggle of the
peoples of ill countries against pollution should
be supported.”

Further, the Declaration acknowledges that “in
developing countries most of the environmental
problems are caused by under-development” and
that “industrialized countries should make efforts
to reduce the gap between themselves and the de-
veloping countries” towards a development that
accounts for the need to safeguard and improve
the environment.’

The 1992 Rio Declaration is of particular inter-
est in this case, as obsolete technology was clearly
dumped by the Austrian company Vamed when
they installed the Hoval incinerators in Philip-
pine hospitals. This Declaration pushes for States
to “effectively cooperate to discourage or prevent
the relocation and transfer to other States of any
activities and substances that cause severe envi-
ronmental degradation or are found to be harmful
to human health.”®

Other agreements that focus on gaining envi-
ronmental protection include the Convention on
Long-Range Transboundary Air Pollution (1979),
the Law of the Sea treaty (1982), the Vienna Con-
vention for the Protection of the Ozone Layer
(1985), the amended Convention on Marine Pol-
lution from Land-Based Sources (1986), the Con-
vention on Environmental Impact Assessment in
a Transboundary Context (1991), the Convention
on Biological Diversity (1992), the United Na-
tions Framework Convention on Climate Change
(1992), and the Kyoto Protocol (1997).

Itmay be argued, therefore, that the Austrian loan
agreement financed a Project which does not con-
form with international law. As such, it was for an
“odious” purpose and must not be enforced against
the Philippines save for those portions of the debt
relating to the non-incinerator components. Anoth-
er point to consider is whether the Bank of Austria
was aware of the “odiousness” of the loan, i.e. that
the Project posed serious risks to health and the
environment. According to Prof. Robert Howse, in
“recent articulations of the concept of odious debt,
one of the conditions for characterization of debt as
odious and eligible for repudiation is that the credi-
tor at the time at which the loan contract was made
knew, or should have known, that the debt was odi-
ous, i.e. that the funds were intended for a purpose
contrary to the interests of the population.””



In this case, there are stipulations inherent in the
Austrian loan contract which point to the credi-
tor’s knowledge of the odiousness. The loan con-
tract was executed to finance a specific Supply
Contract for particular services and equipment. It
has already been noted that the Bank of Austria is
a 10 percent shareholder in Vamed and was there-
fore in position to know, or should have known,
that the Hoval CV1r and CV2 incenerator pro-
vided by the supplier Vamed Engineering would
not pass international, in particular US and EU,
standards for incinerator emissions. It should also
have known that the price for these incinerators
did not include air pollution control devices.

The Philippine Debt Strategy and Prospect

for State Assertion of Odiousness in the Austrian
Medical Waste Project

There is no single legal forum for the adjudication
or settlement of claims of odiousness. They may
be raised in bilateral or multilateral negotiations
for debt relief; in arbitral proceedings or in do-
mestic litigation.® In this case, the Austrian loan
agreement provides for arbitration in the settle-
ment of disputes.’

The claim of odiousness in the case of the Aus-
trian loan agreement may properly be asserted by
the Philippine State. However, this is unlikely to
happen because the consistent position of succes-
sive Philippine governments is to honor all for-
eign debts in order to preserve the country’s credit
standing. There were attempts to assail this policy
with the Philippine Supreme Court, the common
motivating factor behind which is to secure legal
relief against odious debts. However, these at-
tempts have met with failure.

In the Philippines, the servicing of foreign debts
has become a centerpiece strategy in a cash-
strapped economy dependent on foreign invest-
ments and borrowings to finance development.
In the early 1950s and 1960s the Philippines at-
tempted to industrialize through import substi-
tution. This initially sparked off growth rates of
6-10 percent. However, this strategy was not cou-
pled with wealth redistribution through massive
land reform and the elite-dominated Philippine
society, in which the majority are both poor and
landless, narrowed the domestic market. This, in
turn, inhibited growth and led to economic stag-
nation and import substitution-industrialization
eventually ran aground in the late 1960s. The
Marcos regime attempted to address the problem
by tapping into the export market. However, this
outward orientation did not progress beyond the
setting-up of a few export enclaves and in order to
keep the economy afloat, the regime was forced to
embark on a labor-export policy. This migration of
Filipino workers overseas was initially intended to
be a temporary response. However, it has become
a fixed institution from Marcos up to the present
Arroyo administration.

The Philippines has been forced into a relation-
ship of dependency with international capital
brought in by foreign investors and international
lending institutions. During the easy petrodollar

era of the 1970s, the country contracted a massive
external debt which, by the end of the Marcos re-
gime, had risen to USD 26 billion. IMF and World
Bank Structural Adjustment Loans, initiated in
the 1980s, further deepened both poverty and de-
pendency.

In order to ensure automatic appropriation of
funds for payment of principal and interests on
loans without the need for a budgetary act of Con-
gress, Ferdinand Marcos issued the Martial Law
Presidential Decree (PD) 81 ---amending Republic
Act 4860 --- PD 1177 and P.D. 1967. Constitutional
challenge was raised against these decrees of the
Marcos era in Guingona vs. Carague, 196 SCRA
221. However, the Supreme Court upheld their va-
lidity explaining that “the aforecited presidential
decrees show the clear intent that the amounts
needed to cover the payment of the principal and
interest on all foreign loans, including those guar-
anteed by the national government, should be
made available when they become due precisely
without the necessity of periodic enactments of
separate laws appropriating funds therefore, since
both the periods and necessities are impossible to
determine in advance.”

When President Corazon Aquino came to power
in 19806, it was generally believed that she was in
the best position to refuse to honor those Marcos
era debts which did not redound to the benefit of
the people. Instead, she decreed that the new gov-
ernment was committed to pay all its creditors.
During her term, the Philippine government man-
aged the country’s external debt problem through
a negotiation-oriented debt strategy involving
cooperation and negotiation with foreign credi-
tors. The Aquino government entered into three
restructuring agreements with representatives of
foreign creditor governments during the period
1986 to 1991. During the same period, three sim-
ilarly-oriented restructuring agreements were ex-
ecuted with commercial banks. In February 1992,
the Debt Negotiating Team negotiated an agree-
ment with the Bank Advisory Committee, repre-
senting all foreign commercial bank creditors, in
order to come up with a Financing Program. This
Financing Program sought to retire portions of the
country’s pre-existing loans through: (1) the buy-
back approach, which essentially pre-terminated
portions of the public debt at a discount; and (2)
the bond conversion scheme, which extinguished
public debts by means of securing a new loan by
virtue of a sovereign bond issuance, the proceeds
of which in turn were used for terminating the
original loan.>

The case of Constantino vs. Cusia, 472 SCRA
505, involved a taxpayer and citizens’ petition to
assail the validity of this Financing Program. The
underlying reason behind the suit was the odious-
ness of the debt intended to be settled by the Pro-
gram. Petitioners pointed out that the Financing
Program was made available for debts which had
either been fraudulently contracted or were void.
These included the so-called “behest” loans, such
as those pertaining to the Bataan Nuclear Power
Plant, which were contracted or guaranteed fraud-



ulently during the Marcos regime. According to
the petition, the agreements were void for being
waivers of the Republic’s right to repudiate void
and fraudulently contracted loans. However, the
Supreme Court denied the petition because “the
Republic’s right to repudiate the void and fraudu-
lently contracted loans” is merely anticipatory.

Citizens’ or Taxpayers’ Assertion of Odiousness

In the absence of State action to raise claims
against the odiousness of foreign debts, it is left
to taxpayers and citizens to assert the odiousness
of the debt from the Austrian loan in the domestic
courts in order to advocate its non-enforceability.
In Philippine jurisdiction, taxpayers’ or citizens’
suits have already been successful in gaining the
nullification of government acts, laws or contracts
for reason of being contrary to law, the constitu-
tion or public policy. One case in particular, that
of Oposa vs. Factoran, GR No. 101083 30 July, 1993,
appears as a precedent for any suit addressing the

1 USD 18701225 (exchange rate of 1 November 1996).

2 Contract Agreement between the Department of Health
the Republic of the Philippines and Vamed Engineering for
the Supply of Waste Disposal Facilities, Medical Equipment
and Related Services for DOH Hospitals in the Republic of the
Philippines, November 1967.

3 Austrian Project: Financing Offer by Bank of Austria AG for
the Department of Health of the Republic of the Philippines
presented by Vamed Engineering, February 1996.

4 Supra, note 2, see Preamble.

5 Bad Medicine: The Austrian Medical Waste Project in the
Philippines (A case of Toxic Technology Transfer, Greenpeace,
June 2002).

problem of the environment, which is the under-
lying reason for the odiousness of the Philippine
debt in favor of the Bank of Austria. In this case,
the Supreme Court held that minors belonging
to a generation can, for themselves, for others of
their generation and for succeeding generations,
file a class suit. This right to file on behalf of suc
ceeding generations is based on the concept of
intergenerational responsibility and the right to
a balanced and healthful ecology. According to
the Supreme Court, the right to a balanced and
healthful ecology concerns nothing less than self-
preservation and self-perpetuation, the advance-
ment of which may even be said to predate all
governments and constitutions. Furthermore, the
Supreme Court declared that these basic rights
need not even be written in the Constitution for
they are assumed to exist from the inception of
humankind. The right to a balanced and health-
ful ecology carries with it the correlative duty to
refrain from impairing the environment.

11 Prof. Robert Howse, The Concept of Odious Debt in Public
International Law, Discussion Paper No. 185 submitted to the
United Nations Conference on Trade and Development, July
2007.

12 Ibid, at 3, citing Ninth Report on the Succession in Respect of
Matters other than Treaties, 1977 Yearbook of the Interna-
tional Law Commission, Vol. 2 (Part 1), at 68 and 70.

13 Also known as the Stockholm Declaration.

14 Principle 6.

15 Paragraph No. 4 of the proclamation.

16 Principle 14.

17 Supra note 12, at 17.

18 Ibid, at 22.

6 Buyer Export Credit Facility for Specific Project.
7 Supra, note 5.
8 Section 20 of RA 8749.
9 Supra, note 5.
10 See Article 53 of the Vienna Convention on the Law on Trea-
ties (1969).

19 Supra, note 6, at 11 to 12.

20 Walden Bello, The Political Economy of Permanent Crisis
in the Philippines, 2004, at 10 to 12.

21 Constantino vs. Cusia, 472 SCRA 505.
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9.2 The Case of Yacyreta

Maurizio De Martino

Introduction
This article deals with the complex affair sur-
rounding the Yacyreta project and aims to discern
indicia of odiousness and/or illegitimacy in the
debt concerned, the nature of which is intricate and
contentious. This inquiry will illustrate the facts
that define the case in question and the points of
law associated with the concept of odious and/or
illegitimate debt, also examining these in light of
more established parameters of legal theory.
Because the subject matter is complex, the fac-
tual circumstances that have emerged during the
last thirty years are only provided here in summary
form. For a more in-depth account, please read the
ample documentation produced by both civil soci-
ety and the World Bank (WB) and Inter-American
Development Bank (IDB) Inspection Panels.’
With respect to the investigation on the points
of law, this article will concentrate mainly on two
aspects: (a) the arguably odious and/or illegitimate
debt between the two states, Argentina and Para-
guay, and the international financial institutions
involved; and, briefly, (b) the debt between the two
states.

I. The Project
The Yacyretd dam and hydroelectric power station
are part of one of the largest hydroelectric projects
on the planet, embarked on by the states of Argen-
tina and Paraguay to harness the water resources of
the Parana River on the cross-border river stretch of
these two countries. The history of this multi-func
tional project stretches as far back as 1928, when
the relevant feasibility studies were commissioned
by Argentina’s Direccién de Navegacién y Puertos
(Shipping and Ports Authority) from engineers
Humberto Gamberale and Francisco Mermoz. Fol-
lowing these studies, in 1941, the Comisién Téc
nica Mixta (Mixed Technical Commission) was es-
tablished, with the aim of determining what work
needed to be done to improve regional river navi-
gability and, in 1958, another commission was es-
tablished to study the opportunities for exploitation
of the water resources on the river stretch in ques-
tion. A significant boost to the project then came
in 1964, when the commission drew up a techni-
cal, economic and financial feasibility study, whose
purpose was to obtain electricity in the area of the
Yacyretd and the Apipe Islands. Subsequently, in
1971 the Harza-Lahmeyer y Asociados (Harza-
Lahmeyer and Associates) consortium defined the
location where the project would be implemented.
In August 1973, the constitution of a bilateral
body was approved and in December Paraguayan
President Alfredo Stroessner and Argentine Vice-
President Maria Estela Martinez de Perén signed
the Yacyreta Bilateral Treaty (hereinafter also “the

Treaty”). In December 1974, the Comisiéon Técni-
ca Mixta transferred its functions and assets to the
Entidad Binacional Yacyretd (Binational Yacyreta
Entity) (hereinafter “EBY”), which was mandated
to design, build and execute the project.

The EBY was composed of the Argentine com-
pany Agua y Energia (Water and Energy) and the
Paraguayan company Administracién Nacional de
Electricidad (National Electricity Administration)
(hereinafter “ANDE”). It derives its legal and regu-
latory authority from the Treaty, and in particular
from the Notas Reversales* (diplomatic instru-
ments associated with the Treaty), which govern
the application, interpretation and execution of the
Treaty.

In 1983 it became possible for EBY to outsource
the Contratos de Obras Civiles Principales (Main
Civil Engineering Works Contracts) when EBY an-
nounced the signing of a USD 1.4 billion contract
for the civil engineering works assigned to the
Eriday-Ute consortium (Empresas Reunidas Im-
pregilo Dumez y Asociados para Yacyreti-Union
Transitoria de Empresas (Impregilo-Dumez Unit-
ed Companies and Associates for Yacyretd Joint
Venture)), which was awarded the contract a full
seven years after the start of the bidding process.

The hydroelectric complex in question and the
energy produced are property of both states. The
civil engineering works were completed in 1994,
with the reservoir 76m above sea level (m.a.s.l.)
and total planned capacity at 2.700 MGW.

Regarding the financial context, it is worth quot-
ing a September 2004 interview with then-U.S.
Senator Richard Lugar,; who stated, “the Yacyretd
Dam project was budgeted to cost USD 2 billion
when it began in 1973, now has a debt of USD 10
billion and is still not completed.” The original
cost of the project increased remarkably, to say
the least, considering that its current cost would
amount to almost USD 15 billion; Go percent of this
(financed by the Argentine Treasury) corresponds
to the cost of the works and the rest is attributable
to capitalised interests. The WB and IDB part-fi-
nanced the project for an amount equal to USD 1.7
billion.+ 5 Argentina has calculated that Paraguay
owes it USD 11 billion for Yacyretd, with interest.®

In relations between the two states, it has been
agreed that Paraguay provide 50 percent of the
aforesaid hydroelectric power station’s energy-
generating capacity to Argentina for the latter’s
internal needs, following a financial tariff ar-
rangement established by the Treaty on an annual
basis. The tariff, calculated in GWH, is the ratio
of all annual production costs, offsets established
by the Treaty, plus the principal and interests on
the debt in question. Once the debt is paid off by
Paraguay, the tariff shall only include the opera-
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The Yacyreta Hydroelectric Dam at the Parana River, which runs along
the Argentine-Paraguayan border. Picture: Gateway to South America

tional costs and treaty surcharges, thus excluding
the costs of the original debt.

To give a historical perspective, and for the pur-
pose of better connecting the case in question to
the inquiry on the debt’s odiousness and/or ille-
gitimacy, it is worth remembering that the design,
construction and management of the project in
question were undertaken during a period of mili-
tary dictatorships both in Argentina (under Gen.
Jorge Rafael Videla from 24 March 1976)7 and in
Paraguay (under Alfredo Stroessner).?

II. Factual Grounds

Twenty years after the treaty was signed, when
EBY completed works on the dam’s structure with
the installation of the first turbine and electrical
generator, there occurred a rise in the level of the
Parand River, flooding a large swathe of neighbour-
ing rural areas. Many communities inhabiting the
area were forced to evacuate and were relocated
elsewhere, following a summary, and inadequate,
expropriation procedure.

“To illustrate the damage suffered by the com-
munities involved, it is worthwhile to reproduce
here a few extracts from the charges drawn up by
civil society® against the government of Paraguay,
submitted before the Inter-American Commission
on Human Rights in Washington D.C.:

“It will be appreciated that this is a dam which,
on the Paraguayan side directly affects 9 River
Parani coastal towns, giving an idea of the mag-
nitude of the project. It should also be noted that
those directly affected number 8o ooo individuals.
The area, currently flooded at 76 m.a.s.l., measures
52 600 hectares, and at 83 m.a.s.1., the area affected
by the final upper level of the dam will be 107 600
flooded hectares. This means that, currently oper-
ating at the level of 76 m.a.s.l., the dam has only
affected 50% of the areas it is eventually to flood,
with over 55000 hectares still to be compensated
and expropriated.”

The cause of the damage incurred by the popula-
tion appears to be attributable to a lack of diligence
among the key players in the project, who carried
out the social and environmental impact assess-
ments in an utterly deficient and inadequate man-
ner in light of the delicate situation on the ground.
In particular, this article refers here to the Plan
de Accién Social (Social Action Plan) (hereinafter
“PAS”), which was devised ab origine to reduce to a
minimum those potentially negative effects of the
“relocation” of the population involved, but was
later found to be deficient in fulfilling its intended
purpose.™ Subsequently, to increase the scope of
the (obviously insufficient) PAS, a new Programa
de Medio Ambiente y Reasentamiento (Environ-
ment and Resettlement Programme) was devised
in 1992. It was designed to consolidate the Plan
de Manejo Ambiental (PMMA or Environmental
Management Programme) and the Plan de Accién
para el Reasentamiento y Rehabilitaciéon (PARR or
Action Plan for Resettlement and Rehabilitation).
In every case the results fell utterly short of the
mark, as verified by the both the WB and IDB In-
spection Panels.



In 1996, the WB Inspection Panel (hereinafter also
“the Panel”) received a first inspection request
concerning the Yacyretd project. According to it,
part of the activities contemplated before the basin
was flooded, in terms of social and environmen-
tal protection, had not yet been carried out, but
this request was not pursued. In 2002, the WB
Inspection Panel received a second request for in-
spection from a number of communities involved
in completing the Yacyreta project, Federaciéon de
Asociaciones y Organizaciones de Afectados por
Yacyreta de Itapia y Misiones (Federation of As-
sociations and Organizations of those Affected by
Yacyretd) (hereinafter “FEDAYIM”), which argued
that raising the level of the basin to seventy-six
metres above sea level caused dramatic environ-
mental, economic and social impacts. In these cir-
cumstances the Panel was authorised to proceed
with the investigation.

In 2002, the representatives of FEDAYIM once
again requested an investigation on the part of the
Independent Investigative Mechanism (hereinaf-
ter “IIM”). The IDB, in September 2002, author-
ised this independent investigation by the Panel
on the basis that new elements had emerged that
were different to those brought to the attention of
the WB in 1997."

At the conclusion of the proceedings, both inves-
tigative mechanisms to a large extent confirmed
the claimants’ grievances; they ascertained the
grave damages that the project had caused in en-
vironmental, social and economic terms and con-
cluded that the financial institutions in question
had failed in fulfilling their responsibilities, espe-
cially with respect to their monitoring role.”

lll. Legal Grounds for Defining Odious Debt

It should be pointed out here that this case involves

foreign national debt with a multilateral aspect.

Thus, there are debtor states (or bodies guaranteed

by states) on the one hand, and multilateral play-

ers, such as the WB, on the other hand.

Before discussing the merits of the case at hand
and assessing whether the debt is odious or not, it
should be made clear that the odious debt category
exists predominantly in the realm of legal theory
and is not mirrored by structured and developed
case law that can enable a strict evaluation of ap-
plicable criteria.

Wishing to adhere mainly to the legal reasoning
of the Russian lawyer Alexander Sack, who con-
ceived of the concept of odious debt, this article
will identify the three defining requisites of odi-
ous debt outlined by Sack:

1) Whether the debt was incurred by a despotic or
dictatorial regime for the purpose of strength-
ening its own power;

2)Whether the debt was incurred in the interest
of the people or to the people’s detriment, and/
or to benefit the personal interests of the leaders
involved; and

3) Whether the creditor was aware or able to un-
derstand the odious character of the legal trans-
action in question.”

Nevertheless, even when adhering to Sack’s doc-

trine, the aforementioned three requisites do not
easily allow one to establish if a debt is odious be-
cause, for example, they do not clearly define: (1)
when precisely a loan’s effects should be consid-
ered beneficial or detrimental to a nation; (2) what
standards can be used to establish whether a cred-
itor is aware of the odious purposes of the loan;
and, lastly, (3) what level of consensus is needed
to determine that a loan is virtuous. Hence, to
establish whether a debt is odious, a case-by-case
inquiry is necessary.

Conversely, if, as some jurists suggest, the sole re-
quirement for qualifying a debt as odious is that the
debt was made to a dictatorial regime, the answer
to the previous questions would be irrelevant.™
Under this definition of odious debt, investigat-
ing how the loan was actually used becomes less
decisive for the purpose of qualifying the debt as
odious. The loan could then be defined as odious
only because it financially supported a dictatorial
regime tout court for the purpose of consolidating
the regime and in some way enabling its continuity,
or, under the principle of the fungibility of debts,
when a dictatorial government becomes indebted
for purposes that are beneficial to the population,
but thus liberates funds for ends necessary to
maintaining the status quo or for ends that are not
easily traceable.

If this article adhered to the latter theory in eval-
uating the case at hand, further inquiry would be
pointless, as the debt in question would be odious
ex se. This article, however, will not adhere to the
latter definition and will instead follow the outline
proposed by Sack. Below is an analysis of the ap-
plicability of Sack’s three requisites to the instant
case.

A. Should the Debt to the WB and IDB be
Considered Odious?

1. Incurred by a Dictatorial Regime

Several of the legal transactions for the Yacyreta
project were performed by dictatorial and authori-
tarian regimes in Paraguay and Argentina, with
the exception of a short period of apparent democ-
racy in Argentina in the 1970s.5 (To understand
the effects of the historical periods concerned, I
recommend reading the investigations conducted
by the Inter-American Commission on Human
Rights [IACHR])*

It can be presumed that the project aimed to con-
solidate the respective regimes. With respect to the
Stroessner regime in Paraguay, in particular, the
IACHR report provides ample information on the
corruption extant during the regime’s rule. Within
such a system of rampant corruption, the line be-
tween a state debt and a “personal” debt becomes
almost unintelligible.

2. Lack of Benefits for the National Population

With regard to the lack of benefits for the national

population involved, the following aspects should

be highlighted:

a) Human rights violations suffered by the communi-
ties involved. Progress has been made in interna-



tional law since the first theorization of odious
debt. This progress has led some jurists to cat-
egorize as odious all debts incurred by govern-
ments that violate the human rights enshrined
in the Charter of the United Nations and the
Universal Declaration of Human rights and in
the 1966 Covenant on Economic, Social and
Cultural Rights. With respect to this, it is inter-
esting to recount the proposal formulated by Mo-
hamed Bedjaoui in relation to the 1983 Vienna
Convention on Succession of States in respect of
State Property, Archives and Debts:7 “From the
point of view of the international community,
all debts could be qualified as odious when not
in conformity with contemporary international
law, and more particularly with the principles of
international law incorporated in the Charter of
the United Nations.”®

In the event of a forced eviction due to an infra-

structure development project, as in the case of

Yacyretd, which contemplates land expropria-

tion programmes and thus large-scale relocation

and resettlement, a “complex form of human
rights violation” may emerge, wherein the ex-
ecution of these programmes becomes illegal.

This would be in keeping with the holding of the

Inter-American Court of Human Rights in the

Velasquez Rodriguez case™ and also with the

position of the United Nations Commission on

Human Rights, which has in such cases spoken

of “gross and systematic violations of fundamen-

tal internationally recognized human rights.”°

b)Flawed execution of the project. The flawed ex-
ecution of projects, especially in terms of their
damaging social and environmental impacts, as
has been noted by the WB and IDB inspection
mechanisms in the instant case.

c) Duration of the project. The Yacyreta project was
completed approximately ten years behind sched-
ule.

d) Excessive cost of the project. As mentioned above,
the cost of the project went from the originally
budgeted USD 2 billion to almost USD 15 bil-
lion. This high cost was detrimental to the citi-
zens of both states, which were forced to pay
unjustified project costs.

The excessive cost and excessive duration of the
project are tightly correlated elements; it suffices
to recall that the interest on the amounts necessary
for execution accrues on an annual basis, mean-
ing, naturally, that the more years pass the more
interest accrues. Moreover, itis calculated at a rate
of 6 percent, aside from recapitalization. Accord-
ing to a report by ECES, Ciencias econdmicas y so-
ciales (Social and Economic Sciences), the amount
attributable to interest accrued is approximately
USD 700 million a year.

As if all of this was not enough, it should likewise
be noted that, even if the original aim of the multi-
function project was to produce electrical energy, a
service of interest to the communities in question,
such a “requirement” bypassed prudent forecasting
and management of conflicts and of the damage
that was suffered by people and the environment.
The responsibility of the players is further aggra-

vated when one considers that alternative energy
sources may have existed; a 1996 WB report in-
dicated that possible alternatives for energy pro-
duction were entirely ignored. The report refers
in particular to the existence of ample natural gas
reserves in the Salta region, discovered before the
beginning of work on the dam.* Moreover, Argen-
tina’s energy needs were, at the time of the events
in question, deliberately overestimated.

In sum, the project has not provided the popula-
tion with the advantages contemplated but rather
has caused damage to the communities involved,
which have seen multiple and ongoing violations
of basic human rights.

3. Creditor Awareness of the Purpose

of the Loan in Question
The investigative proceedings of the WB and IDB
mechanisms are useful because, by assuming the
role of fact-finding body, these institutions have
enabled advocates to compile information regard-
ing due diligence and the careful assessment of
creditworthiness, or lack thereof, which could have
enabled creditors to forecast the negative conse-
quences the project would cause.

Moreover, the Panels’ recommendations would
have enabled the management of the credit insti-
tutions to intervene during the execution of the
project, even for the purpose of taking remedial ac
tion during the course of operations (via efficient
Action Plans), and to thus mitigate the negative ef-
fects caused by the Yacyreta project. Presumptively,
it is improbable that such multilateral institutions
did not consider the existence of dictatorial regimes
with all of their obvious consequences in the coun-
tries in question. In fact, it should be added that,
with respect to the project in question, in its report
the WB Inspection Panel invited WB management
to provide a higher level of supervision than usual
regarding the corruption question.

Finally, if one takes a look at prior relations be-
tween the aforementioned financial institutions
and several previously existing dictatorial regimes
(for example in Chile, Romania and Nicaragua),
one may observe that the WB did not hesitate to
provide these regimes with financing. The deci-
sion to provide financing was made not so much
for want of expertise, but due to choices that have
been illustrated by the authors of the UNDP 1994
Human Development Report, which asserted that
“Multilateral donors [...] seem to prefer martial
law regimes, quietly assuming that such regimes
will promote political stability and improve eco-
nomic management. After Bangladesh and the
Philippines lifted martial law, their shares in the
total loans given by the World Bank declined.”

In light of the above, and adhering to the theory
of odious debt as traditionally conceived, the debt
in question appears to contain elements that merit
defining it as odious.

IV. lllegitimacy of the Debt

According to some jurists and advocates, in cur-
rent international law odious debt theories cannot
rise to the rank of doctrine, or at least certain key



elements of the doctrine must still be clarified. As a
result, even proponents of the odious debt doctrine
hesitate to define it as a new “general and consistent
practice of states,” especially considering that no in-
ternational or domestic court has ever identified the
odiousness of a debt as a legal basis for declaring an
obligation by a sovereign state null and void.

The complexity of the case at hand does not
help put advocates in a position where they can
unquestioningly refer to the general category of
odious debt (given, moreover, the non-bilateral na-
ture of the debt in question). Thus, in this article,
I shall also refer to general principles of law recog-
nised by civilised nations and considered sources
of international law** to assess whether the debt
in question may be characterised as illegitimate.
Below, this article will indentify a few such princi-
ples applicable to the case at hand, namely corrup-
tion, good faith, clean hands, and gross disparity.

Corruption is a practice condemned by the en-
tire international community, as is made clear in
all of the main public international law treaties.
In the case at hand, corruption acquires particular
importance because it enabled a non-democratic
regime to profit from its own dominant position
without providing any benefit to the population
from a debt incurred in the name of the state.

Furthermore, the results of the investigations
undertaken by both the WB and IDB Panels could
constitute, whether at the preparatory stages of the
project or in the outcome (in forecasting the afore-
said resettlement programme), a veritable charge
that the duty of good faith was violated, given that
the financing bodies had awareness, even though
not clearly expressed, of the military dictatorships
existing in both countries. Such knowledge could
have forecast the fateful effects that the project
brought about.

Good faith should furthermore be read jointly
with the Anglo-Saxon clean hands principle, ac-
cording to which any party who so much as re-
quests credit must come to such a request with
clean hands, that is to say, being aware of having
entirely fulfilled its own role as a contracting party
and, especially, fulfilling the criteria of good faith.
This principle, it should be noted, has been recog-
nised in jurisprudence. A case in which corrup-
tion is suspected when the contractual relationship
from which the debt originated is formed (such
suspicion must emerge where governments are
recognised as dictatorial regimes) could constitute
a case where the aforementioned principle can be
invoked fruitfully.

Inasmuch as it constitutes one of the funda-
mental pillars of the general principles of inter-
national law, good faith can be invoked in cases of
illegitimate debt and must govern the preparatory,
conclusive, and interpretative phases of every con-
tract, on the basis of the classic brocard, pacta sunt
servanda. Good faith is emphasised by all courts,
be they national or supranational, and constitutes
a fundamental pillar on which the UNIDROIT
principles are based. It should not only be consid-
ered in the case of a violation by one of the sig-
natories to an agreement, rather it should govern

the behaviour of both parties, such that it may be
invoked even in the case of co-responsibility.

Lastly, the case at hand can also be approached
from the point of view of gross disparity, that is the
disparity between services forming the basis for
the signing of the contract. When the debt contract
is signed in a manner contrary to morality, i.e. lia-
ble to condemnation by a large part of international
public law doctrine, the debt may be found to be
illegitimate.

In light of the foregoing general legal principles,
it appears that some indicia of debt illegitimacy
may be invoked in the case at hand, with all of the
attendant consequences.

A. lllegitimate Elements in the Relationship between

Argentina and Paraguay
Paraguay’s particular geographic position has
made it a privileged partner for both Brazil and
Argentina. Because it possesses one of the South-
ern Cone’s most significant hydroelectric reserves,
Brazil and Argentina have, via bilateral treaties,
built the Itaptia and Yacyretd hydroelectric power
plants, assuming almost the full cost of financ
ing. Paraguay, however, does not seem to have
received the benefits it expected from past trans-
actions. Hence, one of the priorities set forth by
Paraguayan President Lugo has been to recover
hydroelectric sovereignty, or, perhaps, to elimi-
nate the disproportion in benefits within the legal
relationship at issue through a renegotiation of
the related contracts.>+

Although the matter warrants a more in-depth
examination, certain aspects of the long-standing
affair will be described here, so as to extract any
evidence of illegitimacy in the debt that Paraguay
has towards the Argentine Treasury, specifically
the scope and effects deriving from the 1973 Trea-
ty and the 1992 Notas Reversales, which governed
the financial aspects of the Yacyreta project.

The Yacyreta hydroelectric power station gener-
ates 15 percent of the Sistema Interconectado Ar-
gentino (Interconnected System of Argentina).
Argentina avails itself of 50 percent of the energy
strictly allocated to it while it draws the remain-
ing 50 percent from Paraguay’s production quota
share, which the latter cedes almost entirely to Ar-
gentina (with the exception of 1 percent) at a pre-
established tariff that is not in keeping with the
market price. It follows that Paraguay is not free to
fully avail itself of the energy source in question.

The tariff was determined through the 1992
Notas Reversales at USD 0.03 per KWH to be cal-
culated from the start date of energy generation
until 2048, a figure which is updated on the ba-
sis of the provisions of Chart 2 of Annex 3 of the
Treaty (currently it appears to have been revalued
at USD o.04 per KWH).

Nevertheless, it is established in the Nota Rever-
sal in question that from the first instance of en-
ergy generation and for the subsequent ten years,
the tariff is fixed at USD o.oo175 per KWH, as
“payment on account corresponding to compen-
sation for transfer of energy, compensation by
reason of flooded territory, damages and income.”



In substance, EBY’s debt (and Paraguay’s, for its
share) with the Argentine Treasury will be wiped
out gradually with the “sale” of energy at the pre-
established price.

Over the last few years, however, the financial
statements deriving from what is governed by the
Notas Reversales has seen arise in disputes among
the contracting parties. The Paraguayan Ministry
of Foreign Affairs has questioned the effectiveness
and validity of the 9 January 1992 Notas Rever-
sales, because the latter, according to Paraguay’s
representative bodies, did not go through the ap-
propriate ratification process during voting on
the matter in 1995. The Foreign Ministry’s repre-
sentative, as reported by the press on 277 December
2008, presented a report on the management of
the hydroelectric power station and concurrently
proposed the convening of a round table to discuss
the effectiveness and legal validity of the Notas Re-
versales in question.

The Argentine state asserts that the 1992 Notas
Reversales are to be considered in force, given that
an ambassador extraordinary and plenipotenti-
ary signed them, such that Article 7 of the 1969
Vienna Convention on the Law of Treaties might
be invoked.> It is therefore unclear whether the
agreement referred to in the Notas Reversales has
been through a proper ratification process.

At the same time, it is necessary to recall that
the Yacyreta Treaty was ratified by Law n. 443 of
December 1973 in Paraguay, under the provisions
of Article 180, Section 6 of the Constitution of the
Republic of Paraguay. By means of this legislative
act, were also ratified the Treaty’s annexes or ad-
denda (among them, one recorded with a letter C,
entitled, Bases financieras y de prestacién de los
servicios de electricidad de Yacyretd (Financial
and Performance Basis for Yacyreta Electricity Ser-
vices) and other Notas Reversales. Furthermore,
the same process was adopted for successive, ad-
ditional protocols and associated deeds. This same
process did not occur or cannot be considered to
have been properly completed for the 1992 Notas.
It would appear of interest here to recall the provi-
sions of Article 44, Section 3 of the 1969 Vienna
Convention, which contemplates the “Separability
of treaty provisions” and, thus, invalidating, termi-
nating, or suspending a single clause of the treaty,
only where conditions mentioned therein prevail.

With reference to the provisions of the aforemen-
tioned Vienna Convention, other sections charac
terising the case at hand may be examined (not ex-
haustively) to determine how respective grievances
may be arbitrated. In fact, Argentina should have
the right to invoke Article 26 (pacta sunt servanda)
and possibly Article 45 (acceptance) of the Con-
vention, whereas Paraguay, could, in turn, request
suspension under the provisions of Article 6o,
Section 3, Letter B, of the same Convention, where
“the violation of a provision essential to the accom-
plishment of the object or purpose of the treaty”
occurs.

Article 60 contains the principle inademplenti non
est ademplendum (on the necessarily mutual na-
ture of obligations) and, thus, theoretically, is ap-

propriate for discerning potential non-fulfilment

scenarios committed by one or the other contracting

party, and the occurrence of circumstances that may
have arisen and modified the contractual balance:

a) Error in accounting for costs by EBY. In particular
the head of the Oficina de verificacién general
del Paraguay (Office of General Verification of
Paraguay) has asserted that approximately USD
2 billion in costs invested in this project may
not have been supported with “the necessary le-
gal and administrative documents.”® The result
would appear to be that the economic aspects of
the Treaty might need reconsideration to ascer-
tain grave irregularities or breaches by one of
the contracting parties, and/or potential unjust
enrichment.

b) The excessive cost of the project, and the resulting
financial burden of accumulated interest, which
has also been due to the slowness of work. Under
certain laws, in such a case rescission could be
invoked due to the excessive cost of the contrac-
tual provisions still to be fulfilled.>

c) The price of the energy sold by EBY to the Argen-
tine state. It would be necessary to establish, via a
third party, whether the price of energy is in fact
in line with market prices and, in any case, equal
respect for the rights in the contract in question.
Furthermore, to evaluate the presence or lack of
good faith by the parties, it would be useful to
draw on what emerged from an interpelaciéon
legislativa (legislative interpellation), Resolution
n. 371, with requests for clarification to an EBY
representative. From this report it emerges that
the Argentine companies acquire energy from
EBY at a lower price compared to that set out in
the Notas Reversales, by virtue of subsidies that
the Argentine government grants said businesses.

d) Exacting interest on the part of Argentina. Contra-
ry to the provisions of the Treaty and the 1992
Notas Reversales, it appears that as of the signa-
ture of the 1992 Notas Reversales, Paraguay has
also been paying interest, according to certain
sources, at exorbitant rates,?® calculated in ac-
cordance with rates in force in the 1980s.

e) The limited right Paraguay enjoys to exploiting

energy resources. The circumstances that have
arisen have failed to put into practice what is es-
tablished in the Yacyreta Treaty, where Article
13 establishes that “[tlhe energy produced for
hydroelectric use referred-to in Article I shall be
divided into equal parts between the two coun-
tries, each being granted preferential acquisi-
tion rights for the energy that is not used by the
other country for its own consumption.”
One might infer from the above reference that
the states preserve their sovereignty in all that
concerns the exploitation of their own natural
resources. This guideline rests on United Na-
tions General Assembly pronouncements®® from
which one may conclude that states are free to
bind themselves in matters related to the ex-
ploitation of natural resources, and nevertheless
preserve the right to release themselves from re-
lated obligations where circumstances arise that
require this for the sake of the public interest.



f) Corruption. Without entering into the details
of any potential criminal proceedings, it would
not seem defamatory to recount how the en-
tire Yacyretd project has been characterised as
a “monument to corruption.”°® The legal effects
of corruption are multiple and recognised under
general principles of law cited above, in partic-
ular with reference to Article 50 of the Vienna
Convention '

Nonetheless, the possibility of putting the indi-
cia developed heretofore into a thema decidendum
(thatis, an object and parameter of review) could be
significantly weakened if the debt swap for which a
pre-agreement was reached between the Kirchner
Presidency (Argentina) and Nicanor Duarte Frutos
(Paraguay) and announced on 19 December 2006,
came into force for all legal purposes.

The debt swap agreement was supposed to have
entered into force in 2007 and established “the ex-
change of debt for 11,000 million dollars for 8,000
gigawatts of energy per year for 40 years,” follow-
ing passage in the respective Parliaments (which
occurred for Argentina and not for Paraguay). If
this agreement were ratified by the Parliament of
Paraguay, a novation in the legal relationship in
question would occur, resulting in the substitu-
tion of the previous obligation with that borne of
the new relationship.

1 See generally Sobrevivencia, http://www.sobrevivencia.org;
International Rivers, http://www.internationalrivers.org; Ya-
cyreta.INFO, http://yacyreta.info/www; The Inspection Panel,
http://www.inspectionpanel.org.

2 Notas Reversales between the then-Ambassador of Paraguay,
Dido Florentin Bogado, and the Argentinian Minister of Foreign
and Cultural Affairs, Guido di Tella, January 1992 (copy on file
with author).

3 See La Republica, www.repubblica.it/.../048acq40948.html.

4 The WB part-financed this project with a series of loans: Ar-
gentina Yacyreta Hydroelectric Project (Loan 1761-AR, 1979,
USD 250 million), Argentina Electric Power Sector | Project
(Loan 2998-AR, 1988, USD 250 million), Argentina Second
Yacyreté Hydroelectric Project (Loan 3520-AR, 1992, USD
300 million), Argentina SEGBA V Power Distribution Project
(Loan 2854-AR, as modified in 1994, USD 138 million), Para-
guay Reform Project for Water and Telecommunications Sector
(Loan 3842-PA, 1995, USD 46,500,000).

The IDB part-financed the Yacyreta project with the following
loans: Loans 346/0C-RG (USD 210 million), 555/0C-RG
(USD 250 million) and 583/0C-RG (USD 250 million), today
fully disbursed for the construction of the main electrome-
chanical works. A further loan (760/0C-RG, USD 130 million)
was granted for a project associated with environmental
protection and the “resettlement” programme.

5 The Japanese and US Ex-Im Banks have contributed about
USD 1 billion, Canada’s Export Development Corporation lent
CAD 86.4 million (USD 72.9 million) in 1987 to purchase four
hydroelectric turbines from Canadian General Electric.

6 1n 2006, amid concerns about energy shortages in Argentina,
President Nestor Kirchner vowed to study the feasibility of
finishing the works by 2008. A few months later, the govern-
ments of Paraguay and Argentina reached an agreement to
cancel Paraguay’s debt of USD 11 billion by having smaller
countries supply Argentina with 8,000 GWH per year during
forty years in exchange. See the last part of this article.

7 Videla imposed martial law. Under his dictatorship thousands

All in all, the long-standing Yacyreta project has
many critical issues’* of a legal nature; neverthe-
less, rescission can only occur with political will
from both countries.

With respect to these issues, the role of EBY is
hardly useful, especially when one considers its pe-
culiar nature, which de facto entails placing limita-
tions on the sovereignty of the weaker contracting
state. In fact, EBY has been able to avoid efficient
and necessary checks, including from those who
are not only empowered to carry them out, but also
entitled to do so. This circumstance is connected
to the constitution of the fuero binacional (bilat-
eral venue), as established in the treaty. On this
matter, it suffices to recall that Law 1161 was pro-
posed in the Paraguayan Congreso Nacional (par-
liament) in 1997, aiming specifically to bring an
end to the fuero binacional. This law obliged the
ANDE (Paraguayan counterpart to EBY) to request
from the bilateral bodies all technical, financial,
economic and legal documentation related to the
management of the project and to answer directly
to the Congreso Nacional in matters pertaining to
requests for “reports concerning the bilateral bod-
ies,” which were then to be assessed by the Con-
traloria General de la Republica. Nevertheless,
Law 1161 was filed away for fear of an appeal on
grounds of unconstitutionality.

of opponents to the regime were illegally imprisoned, tortured,
and executed. What became known as the Dirty War began.
The consequences of these violations of human rights were:
2,300 political murders, over 10,000 politically-motivated
arrests, and the “disappearance” of 30,000 people.

8 In 1954, Stroessner overthrew President Federico Chavez
through a coup d’état, with the support of the Partido Colo-
rado, the army and major landowners. He then brought about
a dictatorial regime, banning any kind of political and social
dissent and submitting the press to an extremely rigid form
of censorship. His deference to U.S. multinationals and the
Brazilian coffee oligarchy (to whom he went as far as selling
border land, in breach of his own country’s laws) ensured him
a constant flow of foreign capital, which he used together with
the proceeds of smuggling (which Stroessner himself called
“the price of peace”) to feed a vast system of corruption and
ensure loyalty from the army.

9 Plaintiffs: Jorge Olegario Urusoff, Organizacion No Guber-
namental Tayi (Tayi NGO), FEDAYIM NGO (Federacion de
Asociaciones y Organizaciones de Afectados por la Represa
de Yacyreta de Itapda y Misiones), all from the town of Encar-
nacion, Itaptia Department, Republic of Paraguay.

10 The plan contemplated: (a) achieving a functionally efficient
resettlement of the population residing in the affected areas;
(b) minimising the potentially negative impacts of relocation;
(c) bringing about favourable conditions for the independent
development of the new settlements, as well as harmonious
integration with their respective surroundings.

11 Below, by way of example, follow some extracts from the
claims submitted by FEDAYIM:

a. The houses along the bank of the 4 settlements in Encar-
nacion flood every time it rains. The floods are linked - accord-
ing to a causal nexus - to the dam. The people living in these
areas are many.

b. Many houses of the families living along the urban settle-
ments, between level 76 and level 83, are regularly flooded
after rains, and haven't received any assistance from the EBY.
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c. Many families have not been compensated for damage suf-
fered due to repeated flooding even though they had lived in
these houses since 1980.

d. Some houses and lots in Villa Candida have been damaged
by the flood coming from the Potiy Stream. The flood is caus-
ally related to the dam. EBY has acknowledged the damage
but makes the compensation conditional on the completion of
the project.

e. In Encarnacién and in the communities built by EBY or with
EBY’s support, the wells are contaminated. WB personnel
have been negligent in not promptly identifying violations of
environmental policies on the part of the IDB.

12 World Bank Inspection Panel - elements of responsibility

identified:

Environmental Compliance:

The environmental assessment finally arranged in 2003 by
EBY consultants, following invitation from the WB, has proven
to be significantly lacking as far as environmental themes tied
to the project are concerned. Failure to comply with OD 4.01.
The environmental assessment for the second phase of the
Yacyretd project has shown to be inadequate in terms of con-
sideration for urban and semi-urban environmental problems.
The management did not comply with OP 4.01.

The Panel notes that that no conflict resolution mechanism
has been contemplated, thus again constituting a violation of
0D 4.30.

The Panel holds that OD 4.30 has been breached by the WB
also in regards to the failure to inform and consult with the
populations involved in rebuilding the relocation settlements.
The Panel considers that the WB has violated OD 4.30
inasmuch as it did not ensure that EBY considered alterna-
tive resettlement options. Furthermore, it considered the
measures aimed at re-establishing income and savings among
the individuals concerned inadequate. The Panel notes that
monitoring of the Resettlement on the part of the WB has
been inadequate with regards to two aspects: 1. In not having
monitored quality in the design, construction and implementa-
tion of the resettlement programmes; 2. In the inadequate
consultation with the population concerned, in violation

of paragraph 29 of OD 13.05. The Panel invites the WB to
prepare monitoring that is qualitatively better than usual with
regards to the corruption question.

Inter-American Development Bank Panel:

The cause of the floods of the urban inlets is indirectly tied to
the construction of the dam and directly connected to the Ya-
cyreta Project as a whole. The increase in population density
in the areas surrounding the project had not been forecast,

in the Panel’s opinion because of negligence in administra-
tion. An adequate urban, social and environmental impact
assessment would have prevented the various aforementioned
critical factors. There was no active participation on the part
of the population involved. Clear participatory mechanisms
should have been contemplated to jointly establish any solu-
tions for resettlement. Loan 760/0C-RG aimed at the execu-
tion of the Plan Maestro de Manejo Ambiental (PMMA - Global
Environmental Management System) and the Plan de Acci6n
de Reasentamiento y Rehabilitacion (PARR- Action Plan for
Resettlement and Rehabilitation), aiming to improve environ-
mental and living conditions for the populations involved. The
Panel holds that said aim was not achieved. Among the vari-
ous recommendations issued by the two mechanisms at hand,
it is interesting to point out the following: (1) “That the IDB
take into consideration the non-fulfilment of policies by EBY
with a view to stimulating the latter to comply with established
rules”; and (2) “That EBY and the Paraguayan Government
improve their ‘diplomatic’ relations.”

13 Itis considered that another requirement exists: the presence

of an expression of popular consent. This latter standard was
introduced by a current of legal doctrine that is closer to Sack,
under jurist Jeff King and the Centre for International Sustain-
able Development Law at McGill University in Canada.

14 “Much of this renewed interest in odious debt enlists the

terminology, but not the actual content, of the conventional
doctrine. An odious debt, a la Alexander Sack, called for a
loan-by-loan analysis. Some of the recent commentators are
prepared to assume that all odious regimes behave odiously
all the time and therefore all of their debts must be odious.
The emphasis is thus placed on the odious nature of the

regime, not on the circumstances surrounding each loan. All
loans to a dictatorial regime are thus presumptively odious

and liable to repudiation if the regime collapses.” Buchheit,
Gulati & Thompson, The Dilemma of Odious Debts, 56 Duke
Law JournaL 1201, 1222 (2007).

15 The last military dictatorship in Argentina ended in 1983.

16 IACHR, Country Reports, Paraguay 1987 and 2001, Argentina
1980, available at http://www.|ACHR.o0as.org.

17 See generally Committee for the Abolition of Third World Debt,
http://www.cadtm.org.

18 This proposal by Mohamed Bejaoui did not become part of the
convention and the convention has not been ratified up to now.

19 Veldsquez Rodriguez Case, Inter-Am.Ct.H.R., Judgment
29.6.1988 (Ser.C) n. 4. paras. 150 and 158.

20 UNHCR, Forced Evictions and Human Rights, Fact Sheet No.
25, May 2006, available at http://www.unhcr.org/refworld/ca
tegory,REFERENCE,OHCHR,,,479477435,0.html.

21 “[T]he combined-cycle gas alternative looked better technical-
ly and economically in the face of uncertain demand since it
could be implemented in small increments closely matched to
demand.” WB, 1996, at 14; “By 1982, the actual demand for
electricity was already lagging 25 percent behind the original
forecast, and there was no sign of a swift demand recovery.
There was no longer the same urgency to build Yacyretd.” Id. at
14 and 16.

22 Statute of the International Court of Justice, Article 38.

23 See Inceysa Vallisoletana S.L. v. Republic of El Salvador, 2
August 2006 (ICSID Case No. ARB/03/26).

24 See Cécile Lamarque, Fernando Lugo y los desafios de Para-
guay, 13 June 2008, available at http://www.cadtm.org.

25 Vienna Convention on the Law of Treaties, Article 7, provides:
1. A person is considered as representing a State for the
purpose of adopting or authenticating the text of a treaty or
for the purpose of expressing the consent of the State to be
bound by a treaty if:

(a) he produces appropriate full powers; or

(b) it appears from the practice of the States concerned or
from other circumstances that their intention was to consider
that person as representing the State for such purposes and
to dispense with full powers.

2. In virtue of their functions and without having to produce
full powers, the following are considered as representing their
State:

(a) Heads of State, Heads of Government and Ministers for
Foreign Affairs, for the purpose of performing all acts relating
to the conclusion of a treaty;

(b) heads of diplomatic missions, for the purpose of adopting
the text of a treaty between the accrediting State and the
State to which they are accredited;

(c) representatives accredited by States to an international
conference or to an International organization or one of its
organs, for the purpose of adopting the text of a treaty in that
conference, organization or organ.

26 See Les Amis de la Terre, http://www.amisdelaterre.be/arti-
cle.php3?id_article=108; Transperency International, http://
www.transparency.org, 2005 report.

27 According to Article 1467 of the Italian Civil Code: “In con-
tracts for continuous or periodic performance or for deferred
performance, if extraordinary and unforeseeable events make
the performance exceedingly burdensome, the party who owes
such performance can demand a dissolution of the contract,
on the grounds that it has become exceedingly burdensome.”

28 Interpelacion legislativa, Resolution n. 371.

29 Resolution n. 1803 (XVII) of 14 December 1962; Resolution
n. 3021 of 1974 (Declaration on the Establishment of a New
Economic Order); Resolution n. 3281 (XXIX) of 12 December
1974, Charter of Economics Rights and Duties of State.

30 Yacyretd, otra vez bajo sospecha de corrupcién, CLarin, 22
May 2005, available at http://www.clarin.com/suplementos/
zona/2005/05/22/z-980988.htm.

31 Vienna Convention, Article 50: “If the expression of a State’s
consent to be bound by a treaty has been procured through
the corruption of its representative directly or indirectly by
another negotiating State, the State may invoke such corruption
as invalidating its consent to be bound by the treaty.”

32 One critical issue is the scant transparency in all operations,
and, in particular, in the underlying documentation, access to
which is a source of friction between the two states.



9.3 The Inga Dam Debt
in The Democratic Republic of the Congo

Eve Tessera and Renaud Vivien
with contributions by Elena Marquez and José Mukadi

Introduction

This study concerns the most well-known of the
“white elephants” in the Democratic Republic of
the Congo (DRC):" the Inga dams built during
the Mobutu regime (1965 to 1997). Thanks to the
Congo River these dams offered exceptional hy-
droelectric features and promised the capacity to
provide electricity to a large part of the population
of the DRC. Despite the enormous hopes raised,
however, the Inga dams revealed themselves to
be a vast financial black hole, detrimental to the
Congolese population. While only six percent of
the Congolese population today has access to elec-
tricity, the financing for these dams has generated
enormous foreign public debt, the repayment of
which weighs on the DRC’s budget and burdens
its future. Responsibility for this terrible failure
rests on several players: the Mobutu regime, ob-
viously, but also foreign research departments,
lenders, and concessionaires.

I. The Inga Dam: Chronicle of a Failure Foretold

The Inga hydro-electrical dam is situated in the
DRC, on the Congo River, in the Lower Congo
province, near the town of Matadi. This dam, given
its exceptional hydraulic features, offered the pos-
sibility of supplying a large amount of electricity to
the DRC’s industry and its population.

A. Feasibility Studies

In October 1963, a memorandum of understand-
ing was signed between the Société italo-Congo-
laise de development industriel* (SICAI) and the
Congolese government, which entrusted the SICAI
with the task of studying the necessary economic
conditions for the construction of the first plant
for the Inga dam, planned to possess a capacity
of 300MW.

SICALI prioritised the establishment of an iron
plant expected to give rise to a series of associated
businesses over the installation of export-based
alumina industries favored by the then European
Economic Community (EEC). It was the opinion
of SICAI that was favoured by international in-
stitutions, namely the United Nations Economic
Commission for Africa (ECA) and the United Na-
tions Special Fund.3

B. Building the Inga | and Il Projects and Associated
Industries

The first Inga power plant, equipped with six tur-
bines each having a capacity of 50MW, entered
service in 1972. Simultaneously, several associ-
ated industrial projects were built to justify the
gigantic dam. These projects, however, were seri-
ous failures in every case and brought significant
economic consequences. For example, the Maluku

iron plant was set up on 28 March 1972 to proc-
ess iron ore from Banalia. The functioning of the
plant, however, was disastrous and ruinous, in
particular because it produced products that were
not competitive and were inappropriate in relation-
ship to existing demands. The factory only worked
at 10 percent capacity until its failure in 1992.

In another example, the National Cement Works
(CINAT), founded in 1970, was capable of pro-
ducing 1000 tonnes of cement per day but never
reached comparable production levels. Notably, the
German concessionaire, Klockner-Anlagen, which
had promised to hand the factory “turnkey” over to
the Congolese state, did not have any experience in
the field of cement plant construction and thus con-
tributed to the catastrophic consequences suffered
by the project. The plant, furthermore, counted on
only 3 million zaires in capital. This dearth of capi-
tal was a burden from the start of production on-
ward. Rapid losses forced CINAT to resort to incur-
ring debts, which were then transferred to the state
of Zaire (now the DRC) to avoid bankruptcy.4

Finally, when Mobutu decided to launch the Inga
11 plant, put into service in 1982, he also began con-
struction on the very high voltage, 1700 kilometre
Inga-Shaba electric line linking Inga to Moanda,
which seemed to lack an underlying need. Initially
contemplated to cost 250 million dollars, the line cost
nearly USD 1 billion and resulted in new set backs
due to the constructors’ absence of know-how, the
particularities of Congolese soil, an underestima-
tion of technical difficulties, and leakages of trans-
ported energy caused by the long distances travelled
by the energy and the high amount of precipitation
in certain regions’ In addition to the associated
industries’ substandard capacities, the dams them-
selves went through serious malfunctions, leading
to evermore costly revisions and repairs.

C. A Failure on Several Levels

In terms of efficiency, the Inga dams are a failure
by reason of the tremendous underutilisation of
their hydroelectric capacities, estimated at only 25
percent of their total yield. Despite construction
of the dams, the DRC’s national ratio for electric-
ity service is one of the lowest in the world — six
percent in urban areas and one percent in rural
areas.® According to UNESCO, “in many rural
areas of the country today, petrol generators are
still the only source of electricity. At nightfall, it is
not rare for some popular districts of Kinshasa to
be plunged into darkness, forcing the residents to
use candles or hurricane lamps.””

D. Parties Responsible for this Debacle
Several players took part in the different projects.
On the one hand, SICAI, which provided consult-




ing engineers for Inga I and Inga II, was entrusted
with overseeing the work on behalf of the DRC.
Beyond evaluating bids, its role was paramount, as
during the project it was entrusted with oversee-
ing the proper execution of works and compliance
with standards and clauses noted in the bid-book.
Moreover, it was responsible for initiating the serv-
ice trials after completion of the work. The DRC?
was the prime contractor for the Inga works. The
concessionaires were responsible for the execution
of the contracts and the functioning of the plants.
Lastly, foreign lenders, national banks, and interna-
tional institutions financed the projects, despite the
financial crisis of 1986 and suspected fraudulent
manoeuvres by the Mobutu regime.

II. lllegal Debt

This article examines the grounds for re-evaluating
the contracts concluded by the Congolese govern-
ment in the Inga context, with the goal of forming
objections to the repayment of the related debts.o
The instant study encountered a material difficulty
when it was not possible to obtain copy of the legal
documents related to the projects. This obstacle
was partly circumvented through reliance on the
multiple references made to the contracts in the
literature related to the projects. This literature
has enabled a study of the legality of the debts con-
tracted by the Congolese government; however, the
analysis remains indirect (i.e. based on references
made in the literature) and, therefore, has been
made to a certain extent in abstracto. In addition to
this difficulty, other factors complicated a practical
approach to the case. For instance, the existence of
a broad assortment of economic and financial play-
ers, both public and private, and the resulting mul-
tiplicity of contracts® made it difficult to achieve a
rigorous and thorough understanding of the legal-
ity of the credits granted.

In addition, procedural issues have arisen in the
context of challenging the dams’ debt. On the one
hand, as a consequence of jurisdiction or arbitra-
tion clauses, the competent court before which any
legal action can be lodged may differ from contract
to contract. In the absence of such clauses or other
specific rules determining the competent court, the
case must be assigned to the place of execution of
the contract or the place of the immovable property
on which the loan is secured, which would be the
DRC in this case. The competent court then deter-
mines applicable law, in the absence of any express
choice by the parties. Thus, by reason of the uncer-
tain nature of the applicable law, this article cannot
do more than offer some legal avenues based on the
principles and ideas of international law and Latin
and Germanic law” in the context of contract law.

On the other hand, as in any proceeding, a par-
ty in a given case must show a justified interest
to engage the responsibility of the other party’s
contractual liability or to contest the validity of a
contract. There does not seem to be any difficulty
with respect to finding a justified interest in the
this case, as this article is based on the hypothesis
of an appeal formulated by the current Congolese
government, which is a party to the contracts ac-

cording to the principle of continuity of obligations
in international law.

Lastly, it should be noted that questions around
the statute of limitations could constitute a genu-
ine obstacle, especially if one bases the legal ar-
guments on French law, which has recently been
the object of a reform that drastically reduces time
limits.

Three focus areas were chosen for discussion
in this article with respect to the formation of the
contracts: (a) the pre-contractual obligation to in-
form; (b) the question of the validity of the con-
tracts; and (c) compliance with the duty of good
faith in carrying out the contracts.

A. Duty to Inform and Advise on the Part

of Financial Institutions
Foreign, European, and international banking
institutions made loans for a project which was
labelled “risk.”s It therefore appears evident that
these institutions made themselves liable for vari-
ous breaches and grave negligence.

It is generally accepted that banks are subject to
several pre-contract obligations that make it pos-
sible for their clients to provide informed consent.
As a professional, a banker is subject to the duty to
inform, which may be extended to a duty to advise
for uninformed clients. From this duty to advise,
French jurisprudence deduces a veritable duty of
banks to warn their clients of the risks of indebt-
edness arising from the granting of the loans in
question.* The creditor must even refuse to al-
low the debtor to draw beyond reasonable limits.
Thus, liability may be triggered if a bank approves
credits in excess of a customer’s ability to repay.s
A borrower is labelled as an informed borrower
based on the borrower’s actual personal knowl-
edge and thus this status cannot be automatically
surmised from the borrower’s capacity as a profes-
sional or company manager.’® It is therefore even
possible for heads of state, when ill-advised, to be
characterised as uninformed borrowers.

It appears that throughout the Inga process the
lenders showed an absence of diligence and cau-
tion toward their client, the DRC. From the outset,
the Inga projects involved enormous operational
risks, wagering on the chances of the debt be-
ing paid back and de facto seriously jeopardizing
the Congolese economy. Despite worrying signs,
such as the government’s hurry to complete the
work without complying with the schedule of
milestones,? its inability to repay the debts®® and
even the absence of financial control on the part
of the Société Nationale d’Electricité (SNEL), the
banks consistently supported these projects.”® If
certain banks acknowledged technical errors, they
never admitted any responsibility for the growth
of the debt.>° At no time did the banks raise ques-
tions regarding the lack of thoroughness in the in-
itial studies made by the construction companies
and foreign research sections (SICAI)*' or regard-
ing their financial commitments in a project that
was eminently political.>> Due to the above over-
sights, the banks participated in aggravating the
country’s monetary and financial situation.



Following the lead of the EEC, international finan-
cial institutions also took part in these oversized
projects. The EEC was the source of an initial fea-
sibility study on the Inga project, which concluded
that construction of the dam had to be linked to
the development of aluminium-exporting indus-
tries to justify the projected wattage. Despite criti-
cisms expressed by the European Commission, the
SICAI approach, which advocated an iron plant in
lieu of other associated industries, was preferred by
the Congolese government. In 1968, the European
Commission once again detailed the deficiencies in
the Zairian dossier for the Inga II project.>4 Never-
theless, it granted abundant financing, even accept-
ing significant overruns,* while the inappropriate
nature of the Inga project and its questionable use-
fulness were no secret.2® The World Bank granted
aloan for USD 13 million and the European Devel-
opment Fund financed the power lines, the Inga
I transformer station, and the scattering station.*
Finally, Inga II was also financed by the European
Development Fund and the European Investment
Bank, which turned a blind eye to overruns in the
early assessments.?

Due to the breach of pre-contractual obligations to
inform and advise on the part of financial institu-
tions, the Congolese state could argue that it suf-
fered harm directly linked to these breaches and
invoke the institutions’ liability,> thus obtaining
damages that could contribute to the reduction or
even the cancellation of outstanding debts.

B. Validity of the Contracts

1. Contractual Imbalance: A Cause for Invalidity
It is alleged that the Inga dam generated much
greed given the colossal economic and financial ad-
vantages offered under its operational conditions.
Furthermore, the contracts concluded with the
concessionaires are said to be questionable at the
level of reciprocal balance and liability clauses.

Four conditions are essential for an agreement to
be valid: (1) the consent of the party that commits
itself; (2) the party’s capacity to take on legal obliga-
tions; and (3) a definite object and a legal causes®
Thus, the existence of a cause must be shown; the
latter can be defined as each contracting party’s
consideration. French civil law?' understands the
cause as the performance of the contract as intend-
ed by the parties, which is to say the personal in-
terest of each co-contracting party. The subjective
cause is not explicitly defined in the contract but
it is inferred from the circumstances surrounding
the conclusion of the contract and the nature of the
contract. Consideration must not be illusory from
the outset, as may be the case in the event of an ex-
ception clause that creates a significant imbalance
between the rights and obligations of the parties
to the contract3* A wholly imbalanced contract or
a contract without any consideration must be de-
clared null and void.

It appears that the contracts concluded with the
concessionaires within the context of the Inga

dam contained patent imbalances. It is difficult to
point to a specific contract that is voidable for lack
of cause, because, unfortunately, the loan agree-
ments were not available to us for more exhaustive
study. Nevertheless, the lack of performance of the
contract as intended by the parties or the absence
of actual consideration may constitute a powerful
argument with which to object to any oppressive
contract, which is to say any contract that was sig-
nificantly imbalanced from the outset.

In particular, consideration may turn out to be
illusory when it is deprived of all substance by
clauses that create various exceptions in the event
of non-fulfilment of the contract’s essential obli-
gation.» The many agreements concluded in the
Inga context between Zaire and foreign companies
are thought to have been drawn up in such a way
that they released the construction companies and
technical assistants from a significant part, if not
all, of their liability34 thus transferring the risks ei-
ther to the Zairian state or to foreign public banks.
This observation could apply both to the case of the
Maluku iron and steel works® and the contract con-
cluded between Klockner-Anlagen and Zaire for
the CINAT cement works.3?

2. Corruption, Embezzlement, and the Legality

of the Contracts
The validity of bank lending or commercial con-
tracts may be called into question by reason of
their illicit nature, particularly if the creditors were
aware of the embezzlement or illicit end-use of the
funds.

The validity of a contract requires the existence
of a licit cause, i.e. a cause that complies with the
national and international public orders® The no-
tion of public order may be defined as the state of
welfare characterised by peace, public safety, and
security. It is evident that corruption and financial
crimes are widely combated on the international
level due to the serious harm they inflict against
public safety and democracy3® As a result, know-
ing that the cause of a loan agreement may be un-
derstood as the end-use of the borrowed sums, any
utilisation made illicit by reason of embezzlement,
money laundering, or corruption would render
such a contract null and void.+ Moreover, the il-
licit cause results in the nullity of the contract even
where the other party to the contract was unaware
of it.+

In the Tinoco arbitral decision, which involved
a dispute between Great Britain and Costa Rica,+?
the arbitrator, William Howard Taft, chief justice
of the U.S. Supreme Court from 1921 to 1930, took
into consideration that the bank had not shown
that the end-use of the money paid was legitimate.
This case serves to illustrate that banks have a re-
sponsibility in terms of the legal use of funds.®

A system of institutionalised corruption existed
in Zaire and Mobutu himself was the primary re-
cipient of public funds within this system. In 1997,
his fortune was estimated at USD 8 billion, around
two-thirds of Zaire’s foreign debt at the time. It
seems that withdrawals from state assets were a
constant and abundant source of enrichment for



the Mobutu clan. These withdrawals consisted of
presidential allocation,*+ illicit transfers to foreign
personal accounts and mysterious expenses.®
This system of corruption was notorious and was
denounced by the IMF itself. Erwin Blumenthal,+¢
a representative of the IMF, described the mafia-
like practices of the “Zairian political-commercial
bourgeoisie”. It is thus clear that from 1979 the re-
gime’s principal lenders, which were very close to
the IMF, would have been perfectly aware of the
fraudulent practices of the regime and the risks in-
volved in continuing to lend to it.#”

It seems undeniable that in the Inga dam con-
text numerous contracts contributed significantly
to the personal enrichment of Mobutu and his
close collaborators. According to the Office des
biens mal acquis (Office of Ill-Gotten Gains or
OBMA), the former Congolese president profited
significantly from the project, receiving a signifi-
cant commission on its total value.#® Moreover,
it is possible to observe that all the Inga projects
systematically required subsequent extensions of
credit following an initial estimate. By way of ex-
ample, when Mobutu launched work on the Inga II
plant and construction of the high-voltage electric
line linking Inga to Moanda, the project ended up
costing nearly USD 1 billion, four times the initial
amount.

If it were definitively proven that these embez-
zlements were made for the personal benefit of
Mobutu, it would be possible to contest the validity
of the loan agreements, as the perfectly ill nature
of their cause would have then been revealed.
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If a court finds either an ill cause or the absence
of a cause, the sanction is nullity of the contract,
which results in the return to an ab initio legal
status for the contracting parties, implemented by
way of restitutions, where possible. In practice, for
the borrower, the cancelation of a loan agreement
leads to restitution of the remaining owed capital
and, for the lender, the restitution of interest al-
ready received. Clearly, proceedings for a declara-
tion of invalidity are only advisable if the interest
already paid exceeds the remaining capital owed,
or if one adds compensation obtained following
tort proceedings against the creditors.

3. Concluding and Executing the Contracts

in Good Faith
The concessionaires in the present case are thought
to have breached their duty of good faith in execut-
ing the construction contracts, consequently ren-
dering themselves contractually liable.

Good faith governs contractual relations both in
national4 and international law.>° Good faith is in
opposition to “a situation in which the execution
would become impossible or deprived of meaning
because of negligent or voluntary inaction, or even
by actions”s* The concept of good faith contains,
in particular, the obligation to abstain from mak-
ing undue profit from the other party.

A recent decision handed down by the Inter-
national Centre for Settlement of Investment

Disputed (ICSID), regarding a dispute between
the Cameroon government and the German firm
Klockner, demanded a duty of candour in contrac-
tual performance. The company in question had
built a «turnkey» fertiliser factory in Cameroon
that was only operational for a few months be-
fore closing down permanently. The Cameroon
government then refused to pay for delivery. The
ICSID found that the company had not treated its
partner with “full candour.”s* Furthermore, the ar-
biters noted that the German company had never
publicly reconsidered a feasibility study showing
that construction would be profitable, although in
the course of the years following this study, it had
been proven inaccurate by unfavorable market de-
velopments of which the firm was aware.

Bad execution and the absence of candour among
companies were allegedly present during construc
tion of the Inga I plant, which very quickly required
costly repairs and refurbishment.s3 Furthermore,
fewer than ten years after Inga II entered service,
several turbines were stopped following malfunc
tions and numerous faults occurring on the equip-
ment and infrastructure. As described above, the
concessionaires in charge of executing the projects
in connection with the dam would be responsible
for poor execution contributing to the wholly un-
satisfactory functioning of the plants.

With respect to the Maluku iron and steel works,
an international consortium had contented itself
with “selling an industrial plant, technical assist-
ance and raw materials to a project for which it was
already foreseeable, even before it was completed,
that it had only very scant chances of success.”s
In fact, the Finsinder company never carried out
its obligation to import iron through Italy, the
products were absolutely uncompetitive and inad-
equate in relation to the demand and the company
was only operational up to 10 percent of its capacity
until its bankruptcy in 1992. With respect to the
CINAT national cement works, the project suf-
fered considerable losses both because of a lack of
adequate capital and an evident absence of experi-
ence in the field of cement works construction on
the part of the concessionaire. The German com-
pany Klockner-Anlagen concluded an agreement
with the state to hand over the factory “turnkey”
despite the evident lack of experience of the com-
pany in the field of building cement works. Fur-
thermore, because of problems with inadequate
capital, the company quickly suffered considerable
losses forcing the Zairian state to contract debts.»
Finally, during Inga’s second phase and construc
tion on the Inga-Shaba line, the Constructeurs
Inga-Shaba Consortium (CIS), made up of Morri-
son-Knuden, International Engineering, Fishback
and Moore, was awarded the tender’® one year be-
fore the series of feasibility studies were begun.s?
This project resulted in another failure most likely
caused by the numerous factors described above.
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Because any breach of the duty of good faith or the
duty of candour is to be read as a failure to com-
ply with, or partial breach of, the contract, private



businesses may be held civilly liable under con-
tract law for breaching these duties. The sanctions
for any failure to comply are compensation for the
wronged partys® This compensation may contrib-
ute to the diminution or even cancellation of the
outstanding debt contracted with concessionaires.

Conclusion

There exist several legal grounds on which to
contest the validity of the loan agreements or to
show the civil liability of the parties involved un-
der contract or tort law in the Inga dam projects.
Furthermore, it has been shown that such pro-
ceedings could lead to compensation payments by
irresponsible lenders and thus to the diminution
or even cancellation of the debts incurred. While
this article could not provide an exhaustive study
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tute), a quasi-governmental holding which controlled Italian
state participation in industrial activity.

3 See SICAI report of 29 October 1964. This report substitutes
the development of iron and steelworks in the Congo, intended
to engender the creation of a series of associated businesses,
with the establishment of export-based alumina industries. It
is thought that SICAI bet on the existence of iron ore without
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Two Cases of Suspected lllegitimate Debt in Ecuador
9.4 The Drinking Water for Guayaquil Project and
the Marcel Laniado de Wind Hydropower Plant

Maurizio De Martino

Introduction

This article will provide two examples of “develop-
ment aid” that were supposed to benefit the Re-
public of Ecuador: the Drinking water for Guayaq-
uil (Agua potable para Guayaquil) Projectr and the
Marcel Laniado de Wind Hydropower Plant.

The decision to treat the two cases jointly in this
article was based on the observation that the
projects have traits in common. For instance, the
two projects have common elements in the area
of financing, more specifically in connection with
the involvement of a number of international fi-
nancial institutions whose actions shall be the
subject of following sections.

Furthermore, private interests have prevailed ex-
cessively over public interests in both cases. The
latter problem is related to the projects’ distorted
aims and their final outcomes, which had the ef-
fect of producing, on the one hand, unjustified
damage to local populations and, on the other,
unjust enrichment of third parties. The precise
identification of these third parties will not form
part of the discussion here. Instead, this article
will identify a number of irregularities, i.e. acts or
omissions which indicate that the projects possess

illegal or illegitimate aspects.
PETS

I. The Drinking Water for Guayaquil Project

In spite of the good intentions of the multi-pur-
pose Drinking Water for Guayaquil Project, access
to drinking water continues to be an endemic prob-
lem for the town of Guayaquil, especially for its
outer suburbs.# Before the implementation of the
project, the drinking water supply services were
run by two local companies: Empresa Provincial
de Agua Potable del Guayas (EPAP-G) and Em-
presa Municipal de Alcantarillado de Guayaquil
(EMAG), both of which had long been burdened
with administrative, technical and operational
problems that were further aggravated by rapid
and disorderly urban growth.

This state of affairs forced the new Ecuadorian
government of president Sixto Durdn Ballén to in-
cur debts to build a new potable water treatment
plant, a new sanitary sewage and rainwater drain-
age system, and new hydrocleaners, all within the
scope of a specially drawn-up master plan. This
project’s implementation contemplated two phas-
es: (a) construction work to improve infrastructure,
awarded to COMINTRAC, a consortium of Span-
ish companies; and, simultaneously, (b) privatisa-
tion of the drinking water administration system in
the town of Guayaquil, awarded to INTERAGUA, a
subsidiary of International Water Services (Bech-
tel). The Spanish government, the Inter-American

Development Bank (IDB),5¢ the World Bank,” and
the Argentine government, via the Banco de Gali-
cia y Buenos Aires, provided numerous loans for
Drinking Water for Guayaquil. These loans will
be discussed in the following sections.

A. Spanish Credit

Fifty percent of the Spanish credit consisted of a
FAD (Development Assistance Financing) credit,
which is a concessional credit. The remaining part
consisted of a trade credit disbursed via the Banco
Exterior de Espaiia.

The total cost of the works undertaken by the Span-
ish companies reached USD 50.69 million, while
the financing in question totalled USD 69.95 mil-
lion, to which one must add the cost of insuring
the financing through the official Spanish export
credit agency (CESCE). Out of the total credit re-
ceived from Spain, USD 50.69 million was tied to
the acquisition of goods and services of Spanish
origin by the Ecuadorian government, whereas the
remaining USD 19.25 million was for local costs.
Of the credits mentioned above, which fell within
the scope of a financial protocol signed between
the two countries on 14 September 1989, the only
one still in force is the one granted via the Instituto
de Credito Oficial del Reino de Espafia, which has
been subject to examination by the Comisién para
la Auditoria Integral del Crédito Piiblico (CAIC) of
Ecuador, and amounts to USD 34973520,8 in addi-
tion to the aforementioned insurance costs.

1. The Pre-Contractual Stage

First, one must take into account that Ecuador de-
cided to engage in this series of legal transactions in
an evident state of need, considering that the trans-
actions involved an essential public good — namely,
drinking water — for a town suffering a water crisis
with no easy solution in sight. Thus, the motives
that led the government of Ecuador to incur the
debt (indeed, a “tied debt”) discussed in this article
and to take on a series of burdensome contractual
obligations, can be all too easily understood.

The incomplete nature of the internal adminis-
trative and legislative process that the Ecuadorian
state underwent to make it possible to take on the
debt in question tends to demonstrate the exist-
ence of a practice inconsistent with safeguarding
the public interest.

Via Decree No.1701-A, enacted on 1 August199o
by the then president of Ecuador, the necessary re-
sources were assigned to Empresa Provincial de
Agua Potable de Guayas (EPAP-G) to implement
the new drinking water plant. Following a series
of further acts of a legislative and administrative
nature passed via Memorandum SCP-92-107,°




specific conditions were made for the approval of
the credit in question via Oficio 92-16613 of 9 No-
vember 1992, signed by the president of the Junta
Monetaria (Monetary Board) and addressed to the
Ministry of Finance and Public Credit.” A post fac-
to examination by CAIC revealed facts from which
it can be deduced that the recommendations of
the Junta Monetaria and other provisions were not
complied with.”

In any case, following the 23 November 1992
trading authorisation from the president of Ec-
uador, the loan agreement between Ecuador and
Spain was signed. The works contract, as men-
tioned, was awarded to a Spanish company and
the related obligations were fully backed by the
government of Ecuador.

2. Contractual Agreements and Other Crucial Elements
CAIC was in a position to examine the entire loan
agreement signed between the two states in ques-
tion. It focused on the scope of certain contractual
terms (cited below) for the purpose of highlight-
ing any iniquitous characteristics of the relevant
obligations placed upon Ecuador.

Clause 6, comma IV: via this clause the creditor
is granted the faculty to suspend disbursement of
the credit, if the debtor defaults on payment of any
amount deriving from the contract in question or
from any other contract existing between the ICO
and the debtor state.

It seems excessive to make this contract condi-
tional on fulfilment, not specifically defined, of in-
dependent binding agreements. In any case it may
be considered an excessive abuse of the provision
regarding a guarantee of fulfilment.

Clause 15: This clause grants the creditor the
ability to request early termination of a contract, if
Ecuador were to unilaterally declare a moratorium
on a debt it has with the Spanish public sector, and
is therefore particularly burdensome for Ecuador.

Such a contractual provision forces Ecuador to
renounce any legitimate demand towards a credi-
tor that might emerge from the particulars of
the contracts existing between the two states. All
things considered, even in this case, we are leav-
ing the area of merely intra-contractual matters, to
aggravate the position of Ecuador, which evidently
does not have the full enjoyment of its own rights
and is forced to be subjected to the dominant posi-
tion of the creditor.

Clause 18: This clause contemplates that the
amount used to reimburse the creditor shall be
exempt from local taxes.

Clause 20: The contract is governed by Spanish
law and the jurisdiction is given to the Courts of
Madrid.

It should be reasserted that this is a matter con-
cerning “tied credit,” a long-criticised problem
which is a subject of concern among numerous
international bodies and consensuses, such as
the Monterrey Consensus (United Nations 2002)
and OECD (DAC-2001). In particular, CAIC con-
sidered that such a practice jeopardizes the qual-
ity of aid, inasmuch as the beneficiary country is
denied the chance to enjoy the knock-on effects

of the benefits of the disbursements made as well
asthe opportunity to freely choose the executors of
the works to be contracted, including among local
public and private bodies.

3. lllegitimacy or Indicia of lllegitimacy

of the Spanish Credit
No elements were identified in the credit granted
by Spain that enable a definitive characterisation
of the debt as entirely illegitimate. Although the
presence of the above-cited clauses, the existence
of incomplete administrative and regulatory proc
esses, and the nature of tied credit fit within a very
fragile local context (i.e., the Ecuadorian govern-
ment was subscribing debt in an evident state of
necessity, of which the Spanish creditor may have
taken advantage), it is considered that such ele-
ments cannot invalidate the entire contract, but
could at best be the subject of a reduction to a fair
contractual balance.

It should be said that in such cases it is always
difficult to overcome legal arguments that aim to
legitimise the full validity and effect of the con-
tract, such as the consent granted by the debtor, the
nature and cause of the contract itself, acceptance
on the debtor’s part, and any statute of limitations.

Inresponse to such arguments, one might invoke
general principles of law that address cases where
a debtor refuses to comply with a given obligation.
These principles, which are adopted by national
legal systems, are generally considered one of the
sources of public international law, as contemplat-
ed by Article 38 of the Statute of the International
Court of Justice.”> Even more pertinent to the case
at hand are the UNIDROIT Principles of Interna-
tional Commercial Contracts, which codify legal
principles shared by various national legal systems
in contractual affairs so that they may be applied
to contracts in international law (including those
between states, or states and private bodies).

One of the fundamental principles expressed is
the principle of good faith, which occupies a very
central position in current legal thought and in Eu-
ropean and transnational codification processes. In
fact, the appeal to good faith is so paramount, that
assessing the content of a contract is increasingly
less a matter of elements of structure of the case
(will and cause) and increasingly more about a gen-
eral good faith provision understood as a “principle
for controlling and limiting contractual freedom.”
The pre-eminence given to good faith is, further-
more, present in the Principles of European Con-
tract Law. All things considered, the freedom to
contract is widely acknowledged, but is balanced
by the value placed upon contractual good faith,
which must assume a mandatory character.s

In addition, it is also useful here to mention the
principle of reasonableness (integral to and de-
fined in the Principles of European Contract Law),
which is derived from common law and might
equate to good faith in civil law, with the differ-
ence that reasonableness should be understood as
an express demand of practical reason while good
faith governs the conduct of the practical reason.
If good faith intervenes by generating obligations,



reasonableness pertains to the manner of imple-
mentation according to which the obligations
themselves are best put into practice.’® The concept
of gross disparity (excessive benefit or unfair ad-
vantage) is derived from this frame of reference.
More specifically, pursuant to Article 3.10 of the
UNIDROIT principles:

A party may avoid the contract or an individual
term of it if, at the time of the conclusion of the
contract, the contract or term unjustifiably gave the
other party an excessive advantage. Regard is to be
had, among other factors, to (a) the fact that the
other party has taken unfair advantage of the first
party’s dependence, economic distress or urgent
needs, or of its improvidence, ignorance, inexperi-
ence or lack of bargaining skill, and (b) the nature
and purpose of the contract. (2) Upon the request
of the party entitled to avoidance, a court may adapt
the contract or term in order to make it accord with
reasonable commercial standards of fair dealing.

In the case at hand the urgent needs criterion is
identifiable in the debtor state, for which the afore-
mentioned clauses were inserted in the contract,
which in turn have given an undeniable advan-
tage to the creditor in terms of excessive benefit
obtained and from the actual cost of the credit
(these are assessments that require more detailed
information). Nevertheless, it is not clear whether
the debtor government may fully avoid fulfilment
of its own obligations in such cases; rather, the
government may at most request a rebalancing of
the existing contractual positions.

B. Multilateral Credit with International Financial

Institutions
The project in question has developed within the
context of a questionable process of privatisation of
the water supply service, which has proven entirely
deficient, inadequate and pernicious (as noted by
civil society and by CAIC in its last investigation).
The project has brought advantages only to the
private company that was awarded the thirty-year
contract to manage the service.

In particular, CAIC focused on IDB credit No.
1026-EC-OC of 16 October 1997. The main pur-
pose of this credit was: cooperation to execute a
private-sector franchise programme for drinking
water services for the purpose of efficiently run-
ning, maintaining and administering the relevant
systems. The World Bank also intervened in this
context, as it had made some loans to Ecuador
conditional on the process of privatising essen-
tial public goods, which in effect (with the Law of
Modernisation of the State, Privatisations and the
Provision of Public Services on the part of Private
Initiative) initiated said process of privatisation.”

An analysis of the loan in question illustrates
that the main purposes of the relevant contract
were: (a) to release the potable water and sewage
services of Guayaquil in franchise to a private body
within a twenty-one-month term as of the start of
the Consultoria Integral (Integral Consultancy);
(b) to reduce Empresa Cantonal de Agua Potable
y Alcantarillado de Guayaquil’s (ECAPA-G)*® staff
in compliance with the requirements of Ecuado-

rian law for the purpose of facilitating the transfer

of services to the private operator; and (c) to im-

prove conditions for the distribution of drinking

water services to the city’s outskirts.

The model and the structure of the loan may be
outlined thus:

1. The IDB draws up and initiates the proposal for
the loan to the government, which then signs the
relevant contract.

2.The Ministry of Finance and the Economy sup-
plies ECAPA-G with the funding for the execu-
tion of the project.

3. Prior to disbursement of the loan, the IDB and
ECAPA-G coordinate an action plan, and plan
for the set-up of an Execution Unit for the EPU
project.

4.1DB and EPU coordinate the execution of the
loan.

5. ECAPA-G, in cooperation with the IDB, estab-
lishes the Unidad de Concesién (Unit of Con-
cession or UC) and entrusts the execution of the
project to the latter.

6.The UC grants the franchise for operation of
the water system to the INTERAGUA Company
without any requirement for said company to
make an investment to begin operations.

In sum, the conditions placed for the granting
of the credit and the setting up of the complex op-
eration have gradually divested Ecuadorian public
bodies of any relevant decisional and economic
power in the matter. It is notable that following its
investigation CAIC stated: “The conditions estab-
lished for disbursement damaged national sover-
eignty inasmuch as the State renounced its rights
to autonomously decide on matters that were of its
own exclusive incumbency.”

The international financial institutions in-
volved also interfered with the domestic regula-
tory framework, as the IDB considered that the
new ECAPA-G was weak in structure and that it
was thus essential to carry out structural regula-
tory reform. To overcome said problem, the gov-
ernment established, via an executive order, the
Comisién Temporal de Modernizacién del Sector
de Agua Potable y Saneamiento (Temporary Com-
mission for Modernisation of the Potable Water
and Sanitation Sector), which comprised a group
of technical experts and consultants who devel-
oped a wide-ranging programme of sector reform
to determine the new scope for participation by
the private sector in activities that traditionally fell
within the principle jurisdiction of national and
local government.

The most significant result of these complex
reforms was that ECAPA-G became merely a con-
trolling and supervising body that directly man-
aged the service and all related expenses and ob-
ligations*® regarding the concessionaire Interagua,
which was in breach of the Ley de Regimen Mu-
nicipal (Municipal Organic Law).

CAIC alleged that the privatisation of the sec-
tor in question, as it was carried out, breached the
Constitution of the Republic of Ecuador, specifi-
cally Article 61, which gives the state sole author-
ity to manage water resources, among others, and



Article 171, which contemplates the primacy of the

constitution in the hierarchy of sources of law.

One of the effects of said reform was the appli-
cation of a patently high tariff on the part of the
concessionary company, a change that was created
by the contract and made profitability for the con-
cessionary company prevail to the detriment of
the efficiency and quality of the service.”

For the same purpose, there was a dispropor-
tionate cut to ECAPA-G staff*? via two different
corporate operations: (1) voluntary set-aside and
(2) external decentralised bargaining.

This complex operation was planned and car-
ried out to make an essential service efficient and,
thus to ensure the protection of a fundamental
right, namely the right to water. Nevertheless,
the service provided by the company in question,
again according to CAIC and involved civil soci-
ety, is the source of a series of inefficiencies and
of adverse environmental, social and economic ef-
fects. Due to space limitations these problems are
discussed only in part here:

a) The failure to extend services to intentionally iden-
tified urban areas with low-income residents.

b)Public health problems: cases of respiratory dis-
ease and, in the year 2005, cases of hepatitis, due
to a failure to treat the water. The Civic Commit-
tee to Control Corruption and the Office of the

Ombudsman went as far as concluding that the

water was unfit for human consumption.

c) Economic impacts: tariffs have increase by ap-
proximately 188.89 percent; ECAPA-G*# has
revealed that INTERAGUA suspended water
supply service to 32204 Guayaquil families, and
about 98585 families are unable to pay for the
service.

The above problems occurred while the munici-
pality was unable to intervene to resolve such griev-
ances because it had conferred all decision-making
powers to the concessionary company. In light of
the situation described by CAIC, this debt demon-
strates notable elements of illegitimacy, such as:

a) Breach of the constitutional requirements and
ordinary laws of the country receiving the loans
(Ecuador), due to the conditionality policies put
in place by international financial institutions.

b)Lack of benefits: The factual elements, illustrat-
ed above, show that renunciations to sovereign-
ty and massive interference in state prerogatives
were not mitigated by any benefit in favour of
the municipality or the local population, consid-
ering the scarce, even damaging, provision of
the service.

¢) Breach of the principle of contractual good faith.

d)Existence of elements of gross disparity or, at
least, of excessive and unjustified advantage on
the part of the private company. In this case it
seems evident that supervision by the IDB was
entirely inadequate and that the IDB breached
its guidelines.

Furthermore, it is difficult to argue that the IDB
was entirely detached from relations between lo-
cal authorities and the concessionary company,
INTERAGUA. In particular, it is relevant to note
that on 28 September 2005 the ombudsman (De-

fensoria del pueblo) drew up a public document,
Expediente defensorial No. 314-dasl, in which it
declared that International Water Service Guayaqg-
uil Interagua C. Ltda. (INTERAGUA) was guilty of
having supplied water unfit for human consump-
tion to a sector of the suburb west of Guayaquil;
was guilty of not having fulfilled the obligation
to provide and maintain drinking water services
in the city of Guayaquil; was guilty of having vio-
lated numerous fundamental human rights, such
as the right to health, nutrition, and quality of
life; was liable to compensate affected citizens for
any damages suffered; and was guilty of having
breached Article 32 of the Organic Consumer Pro-
tection Law, which ratifies the obligation to supply
efficient, quality, and continuous basic services.
In light of these points, the credit in question, IDB
No. 1026-EC-OC of 16 October 1997, contains ele-
ments of illegitimacy, although an in-depth analy-
sis is still necessary to determine the degree of co-
responsibility among the parties involved.

With reference to the conditionality policies, it
appears difficult to draw a clear line separating
“legitimate” and “illegitimate” conditions. The dif-
ficulties presented, contrary to what is claimed by
legal doctrine,> are not completely cured by the
fact that member states allegedly have the option to
enjoy development aid programmes or not (states
are assumed to be free to opt for other sources of
funding), or that states manifest their consent to
the various stages of the programmes. A more in-
depth analysis of the matter would be interesting,
especially considering that in 2005 the World Bank
made its new guidelines on conditionality public.
These are based on the so-called good practice
principles: (a) ownership by the beneficiary gov-
ernment; (b) coordination between the beneficiary
government and the various creditors; (c) customi-
zation to assess the beneficiary’s performance; (d)
criticality in the choice of actions to approve; and
(e) transparency in progress reviews.

The IDB has also tried to take a position on
conditionality policies with its Office of Evalua-
tion and Oversight (OVE).2® The OVE starts from
the Bank’s Country Strategy and analyses the
performance of certain countries” that evidently
had some conditionality practices imposed upon
them. Its working proposal document for 2007
(Office of Evaluation and Oversight Annual Re-
port 2005-2006 and Working Plan and Budget
Proposal for 2007) establishes: “the Bank should
be aligned to a new business model based on
results and risk management.” Moreover, it pro-
vides: “(i) improvements are needed in the design
stage of projects to develop better results frame-
works, to gather baseline data and to establish/
strengthen borrowers’ monitoring and evaluation
systems with a view to continue with the progress
of projects in terms of achieving results; (ii) is
necessary to promote links between the Bank
and borrowers’ information systems, to improve
the results of information at country, sector and
project level; (iii) risks at country and projects lev-
el have to be more explicitly defined, prioritised
and managed over the loans’ cycle, and (iv) greater



supervision is required for dealing with initiative
risks and projects’ implementation problems.”
Although these new developments took place sub-
sequent to the case at hand, it is interesting to note
the implicit self-criticism on the part of interna-
tional financial institutions with regard to previ-
ously adopted conditionality practices for loans,
such as those affecting the case in question.

Il. Marcel Laniado de Wind Hydropower Plant

A. Factual Grounds

The subject of this analysis is the 92,998,004,000
Italian liras (USD 58,489,311)?8 bilateral aid credit
released in 1995 by the Italian government for
the construction of the Marcel Laniado de Wind
hydropower plant, undertaken by the Ansaldo-
Impregilo-Icis Fiat-Equidor consortium of Italo-
Ecuadorian companies.

A few phases of this complex affair are dis-
cussed below.*

First, footnote three in the introduction referred
to the Jaime Roldos Aguilera (JRA) water-agri-
cultural-health project, which in its first phase
(1982)3° contemplated construction of a dam ap-
proximately 130 kilometres north of the coastal
town of Guayaquil. This plan was based on plan-
ning and pre-feasibility studies completed in 1976
by the U.S. consulting firm Tippet, Abett, Mac-
Carty-Stratton (TAMS), with the participation of
various other international consultancy firms.
During the second stage of the project the Com-
mission for the Development of the Guayas River
Valley (CEDEGE) decided to study the possibility
of exploiting the reservoir created by the dam and
available waterfall for hydropower, adding a hydro-
power plant to the integrated JRA system project.
The project for the construction of the plant, on
which competitive bidding exclusively for Italian
companies was based, called by CEDEGE in 1991,
was completed in 1984 and then reviewed in 1988
by the Idroservice consultancy firm (Brazil).

The project contemplated the building of a
130MW hydropower plant, powered by two 66MW
Francis turbines, adjacent to the Daule Peripa
Dam, which would have been supplied thanks to
adjustments to the latter’s discharge chute no. 2,
converted into a load conduit for the turbines, suit-
ably reinforced and protected. The construction of
power facilities, an access road, laboratories and
offices, and an accommodation complex to house
about 1,000 workers were also contemplated.

The project for the construction of the Daule
Peripa hydropower plant became part of the list of
projects in the 1990-1992 Italo-Ecuadorian coop-
eration programme. There was a subsequent ex-
pression of interest from the Italian government,
which agreed to insert the project into the afore-
mentioned cooperation programme, such that
the Ecuadorian government, through CEDEGE,
opened an invitation for tenders reserved solely
for Italian companies.

On 8 and 9 August 1991, the CEDEGE board
summoned leading Italian companies so they

might take part in the DP/CI-0-2-91 bid for ten-
ders in association with Ecuadorian companies for
the construction of civil engineering works, manu-
facturing, supply and assembly of the components
for the Daule Peripa Hydropower Plant and trans-
mission line. CEDEGE received bids from two Ital-
ian consortia, however, the first invitation to tender
was declared as not having received a response and
closed by CEDEGE on 30 October 1991 because
the bids were considered inadequate. It was then
decided that the invitation should be renewed.

In the meantime, the power plant project had
been assessed by the Italian Government General
Directorate for Development’s (DGCS) central
technical unit, which had initiated a pre-evalua-
tion of the project based on the scarce information
available at the time. The Ecuadorian government
had asked the Italian government to participate
in financing the project with a USD 80.6 million
mixed-credit, composed of a USD 41.6 million aid
credit and an export credit.

Once the procedure for renewing the invitation
to tender for the construction of the plant was
complete, CEDEGE received only two bids from
the same consortia mentioned above. On 9 April
1992, the CEDEGE board, following the renewed
invitation to tender, DP/CI-0-2-91, awarded the
tender to the Ansaldo-Impregilo-Icis-Equidor Con-
sortium, having considered its bid the most suited
to national and institutional interests. The CE-
DEGE board, in a meeting on 3 December 1992,
ratified the contractual award for construction of
the Daule Peripa hydropower plant to the consor-
tium led by Ansaldo for a revised, total amount of
142726799 617 Italian lira (USD 102 644 228)3*
plus 56665016502.77 Ecuadorian sucres (USD
27722 0611) 3

Page five of the private contract signed by the
consortium (led by Ansaldo) and CEDEGE reads:
“the execution of this contract is financed with
resources issuing from a cooperation agreement
with the Government of the Republic of Italy, for
the part relating to the foreign currency compo-
nent, and with resources derived from the State
budget, for the part relating to the local currency
component.” The granting of an aid credit on the
part of the Italian government was thus a step that
affected the validity and efficacy of the contract be-
tween the winning consortium of Italian compa-
nies and the Ecuadorian government, even though
the Italian government had not signed any binding
agreement with the parties to the contract, but had
expressed a potential interest in the project.

Indeed, on the date set for the signature of the
contract, it is not certain that the DGCS’s central
technical unit had undertaken a technical and eco-
nomical assessment of the project, which was then
to be discussed by the DGCS Steering Commit-
tee, as contemplated by the internal procedures of
the Ministry of Foreign Affairs for the granting of
assistance loans to countries with which Italy has
ongoing development cooperation programmes
(in application of Law 49/87). Furthermore, it be-
ing a matter involving a mixed credit, a positive
approval would also have been necessary from the



Italian export credit agency, Servizi Assicurativi
del Commercio Estero (SACE), for the trade credit
component, together with a positive solution to
the sixth renegotiation of the debt then occurring
between Ecuador and the creditor governments in
the Paris Club.

During 1993 a profound internal restructuring
process began for the DGCS. This restructuring
involved significant budget cuts and a complete
redefinition of the priorities of Italian develop-
ment cooperation, be it bilateral or multilateral. In
the two subsequent years, following drastic cuts,
Italian cooperation prioritised intervention in the
poorest highly-indebted countries, favouring in-
terventions in agricultural, social, and basic serv-
ice sectors over those involving large infrastruc
ture. Latin American middle-income countries,
including Ecuador, became a secondary priority
for Italian development cooperation, which, faced
with an overall reduction in available funds, chose
to strengthen work in the poorest countries, par-
ticularly in Africa, where over half of Italian aid
was destined in 1995.

At the same time, in those years the Ecuadorian
government was going through especially critical
economic and financial straits, largely due, among
other things, to the high levels of foreign debt that
the country had taken on to finance the infrastruc
ture work on the multipurpose JRA project. The
country’s foreign debt on 31 December 1993 was
as high as USD 13.4 billion, almost as much as
the country’s gross national product, then at USD
14.4 billion. In 1994, Italy was Ecuador’s principal
bilateral creditor, with overall credit amounting to
22 percent of Ecuador’s debt to the Paris Club.

It should also be noted that in 1988 the Italian
government had taken part in the financing and
commissioning of a World Bank and United Na-
tions Development Programme (UNDP) study,
involving Italian experts, entitled Ecuador’s Ener-
gy Situation, published in 1991. The results of this
study emphasised several economic and manage-
ment aspects that should have been considered
during the assessment of the project, as these
aspects would have affected the proper outcome
of the assignment of cooperation funds. Among
these aspects was the poor capacity of the local
counterparty to maintain existing hydropower
plants, which emerged at the time of the study
following serious sedimentation problems in the
central reservoir at Paute (the largest hydropower
plantin the country built by the consortium’s flag-
ship company Ansaldo, a bidder for construction
of the Daule Peripa plant) the capacity of which
had been significantly reduced precisely because
of the inadequate maintenance of the reservoir.

In light of the facts, it may be presumed that be-
tween mid-1993 and 1995, the Italian companies
consulted the competent bodies for the approval
of the aid credit, acting in their own best interest.
The most obvious consequence of not consulting
the competent bodies would have been a failure to
get the credit approved, which could have led to the
potential invalidation of the plant construction con-
tract. In turn, this would have led Ecuador to need

to renew an invitation to tender, and this time the
invitation would not just have been open to Italian
companies, but also to international companies.
The 22 December 1994 steering committee ap-
proved a 92 998 oo4 ooo Italian lira aid credit for
the Daule Peripa hydropower plant, and on 19 May
1995 a funding agreement was signed between
the representatives of the two governments. The
signature of the financial agreement between the
Republic of Ecuador and Mediocredito Centrale
followed on 22 November 1995 in Rome. The aid
credit was financed by the Italian government at a
rate of 1 percent, paid back over thirty years, with
around twelve years’ forbearance, becoming en-
forceable with the signature of the agreement.

B. Current Effects of the Daule Peripa Dam

The Italian government should have considered
the environmental and social impacts of the dam,
given that the hydropower plant was to be part of
precisely that infrastructure complex. Now, after a
site visit and the CAIC report, it emerges that the
construction of the dam almost completely blocked
the water flow of two rivers, causing substantial
downstream impacts, which were never considered
in the budget. Upstream, the area flooded stretch-
es almost 1ookm north of the dam. According to
the CAIC report, after the flood 14 965 peasants,
inhabiting eight villages situated in the flooded
area, were forced to abandon their land, and sixty-
three communities remained cut off. According to
Ecuadorian civil society organisations working in
the area, 50 0oo people have been directly or indi-
rectly affected by the artificial basin.

Those local communities, left isolated by the
reservoir’s endless stretches of water, continue to
live in conditions of extreme poverty. Their dwell-
ings have not been rebuilt; they live without access
to electricity and mostly without drinking water,
healthcare or roads, in makeshift dwellings, forced
to cultivate the infertile land left after the creation
of the reservoir, which produces only about one-
fifth of the food generated by productive land. As
noted in the CAIC report, the index of people with-
out access to basic services among communities
around the reservoir is among the highest in the
country, between 70 and 9o percent.

C. Legal Grounds

1. Breaches

To conclude that the debt in question is illegiti-
mate, it is necessary to outline the breaches alleg-
edly committed by the Italian government.

a. Italian Law No. 49 of 26 February 1987

Law No. 49 of 26 February 1987, New Framework
for Italy’s Cooperation with Developing Countries,
contains guidelines that are relevant to the instant
case.

In light of the legal points noted above, the eco-
nomic and political conditions of the Ecuadorian
government, and the conditions affecting the com-
munities involved in the multi-purpose project, it
is fitting to cite Article 1.2 of Law 49/87, which es-



tablishes that “[development cooperation] aims to
fulfil basic needs, the first among which are safe-
guarding human life, food self-sufficiency, valuing
human resources, preserving the environmental
heritage, implementing and consolidating endog-
enous development processes and the economic, so-
cial and cultural growth of developing countries.”

b. World Bank Guidelines
World Bank Guidelines, Directive 4.00 (Opera-
tional Directive 4.00: Annex A), issued by the
World Bank in 1989 and subsequently included in
Directive 4.01 of 1999 on environmental impact
assessment is relevant in the instant case.

Although this directive is not directly binding
and does not expressly concern the construction of
dams, the Italian government, starting from the
premise that the plant is tightly connected to the
project at hand, should have verified the impacts
when fulfilling its due diligence responsibilities.
In particular, it should have reviewed the envi-
ronmental and social impact assessment, requir-
ing that any breaches be remedied before funding
the hydropower plant. It is important here to recall
that, under Point 1, Annex A of Directive 4.01, both
the dams and hydropower plants are projects that
fall into category A and thus require a complete en-
vironmental impact assessment to be undertaken
during the preparation of the project, before its fi-
nalisation, and closely tied to the feasibility study.

Moreover, one must note that the Italian govern-
ment has not duly considered the implementation
of the necessary mitigation and compensation
measures to make amends for the failure to consult
with the populations directly and indirectly affect-
ed by the project (Article 19 OD 4.o1 and Articles s,
8 and g of the World Bank OD 4.30), for the inade-
quate compensation, where paid, to those forced to
abandon the area (Articles 5, 8 and 9 of World Bank
OD 4.30), and for the failure to build basic social
infrastructures for the communities affected.

In sum, the government may have breached in-
ternationally recognised practices that were nec
essary for the proper execution of the project.

2. Excessive Increase in Costs and the Possibility

of Fraud

In April 1990, the overall cost of the plant was
quoted at USD 124 900239.18, USD 779 858199.05
of which was an expense of the state. In Ecuado-
rian Ministry of Finance Memorandum No. SCP-
95-555 of 25 October 1995, however, the cost of the
project is recorded as amounting to USD 214.8
million. Such an increase in cost does not appear
to be justified, especially considering the failure
of the project to achieve its goals.
For the purposes of assessing the illegitimacy of
the debt, it should be considered that according to
CAIC's final report, the Marcel Laniado De Wind
hydropower plant never worked at a rate greater
than one-third of its full capacity.

According to the CAIC report: “the average pow-
er generated in the last & years has been 75.8MW,
clearly showing the over-dimensioning of the 3
turbines that function at 30% of their own capac-

ity. Thus there was no reserve volume or sufficient
capacity to install three units.” The decision to
build a third turbine might have been justifiable
given the emergency situation the country was go-
ing through, but not in the long term.

Approximately two months after the signature of
the Financial Convention between the Republic of
Ecuador and Mediocredito Centrale on 22 Novem-
ber 1995 in Rome, the Consortium led by Ansaldo
signed the first ancillary contract with CEDEGE to
increase each turbine from 65 to 7IMW. A second
ancillary contract was subsequently signed for the
construction of a third 7TMW unit, at an increase
of approximately USD 100 million. Now, after a few
site visits by CAIC representatives, it has emerged
that the technical description of the turbines actu-
ally indicated: “a nominal capacity of 65 MW with
a 54.82-metre-drop and a nominal flow of 132.5-
cubic metres per second which contradicts the
technical features in ancillary contracts No. 1 and
2 of 7IMW, and matches the capacity established
in the original contract.” But, even more serious is
what comes next in the report: “in the event of the
event being proven, it would constitute a grave data
violation and a swindle, for not having delivered
the equipment specified.”

The abovementioned circumstances deserve an
accurate, definitive ascertainment of the circum-
stances that would enable the debtor to invoke
principles of international law, such as good faith,
clean hands, and, in particular, the possibility of
fraud. Regarding the latter it should be recalled
that the 1969 Vienna Convention on the Law of
Treaties provides in Article 49: “If a State has been
induced to conclude a treaty by the fraudulent con-
duct of another negotiating State, the State may
invoke the fraud as invalidating its consent to be
bound by the treaty.”

Where such legal principles, for reasons of the
Italian government’s lack of mastery, control or
capacity to be made a defendant, cannot be ap-
plied to the case at hand, Article 3.8 (fraud) of the
UNIDROIT Principles of International Commer-
cial Contracts 2004 might be invoked. It provides
that: “A party may avoid the contract when it has
been led to conclude the contract by the other
party’s fraudulent representation, including lan-
guage or practices, or fraudulent non-disclosure
of circumstances which, according to reasonable
commercial standards of fair dealing, the latter
party should have disclosed.”

In addition, especially with respect to the out-
sourcing company, Italian Civil Code, Article 2041
on unjust enrichment could be invoked. It provides
that when a party has enriched itself without just
cause, to the detriment of another, it is required
within the limits of said enrichment, to indemnify
the other for the correlative reduction in capital.

It remains obvious that an examination of swin-
dling or fraud would seem to be the most perti-
nent; however, further legal issues must still be
answered, such as questions pertaining to stat-
utes of limitations, jurisdiction and the competent
courts for holding a trial. In fact, one of the prob-
lems commonly associated with illegitimate debt



is precisely that of identifying a competent body to
judge potentially illegitimate conduct. There is a
need for the creation of transparent and impartial
arbitration mechanisms or, better still, the grant-
ing of further competence to existing arbitration

1 See also Informe de auditoria integral crédito, BID 1026 OC-
EC, Agua Potable y Saneamiento, Signed 16 October 1997;
Programa de Concesion al sector Privado de los Servicios
de Agua Potable y Alcantarillado de Guayaquil, August 2008
(unpublished).

2 For the sake of candour, it should be noted that the author vis-
ited the communities that live in the vicinity of the aforemen-
tioned hydropower plant to provide them with legal support in
analysing and assessing the damage they suffered as a result
of the project.

3 Lastly, another trait shared by the two cases in question has a
functional character: the hydropower plant was planned within
the scope of the wider, multi-purpose Jaime Roldos Aguilera
(JRA) project, which was completed in the country’s western
region by the Commission for the Development of the Guayas
River Valley (CEDEGE). CEDEGE was established in 1965 to
study and plan operations for economic and social develop-
ment in the Guayas Valley, in the coastal region, and later to
exploit the waters of the rivers Daule and Peripa. CEDEGE’s
initial idea was to have an agrarian development project,
and provide both flood protection and water to the town of
Guayaquil and other centres in the region.

4 “Guayaquil, the largest city in Ecuador, with a population
of 2.5 million inhabitants, has had difficulties in providing
adequate drinking water services and a sewage system for its
inhabitants. In early 1990, its systems were on the verge of
collapse. Bad financial management, the maintaining of inap-
propriate investments and a history of nepotism brought down
public companies. Indebtedness and the inability to provide
basic services to the wave of communities that emerged
unplanned following construction of the ring road is drastically
evident today: only 64 percent of the population has access
to the drinking water service and only 46 percent has had ac-
cess to the sewage system. In this scenario, poor communities
in Guayaquil are the worst hit. With such low levels of cover,
marginal communities have been almost entirely excluded
from the official water network.” Invercién Social: red de vigi-
lancia ciudadana, http://www.inversionsocial.ec/wp-content/
uploads/2007/06/casoecuadorcspg.doc.

5 Itis estimated that from the early 1980s to the date of IDB
Loan Aagreement EC/1026, funding has been released
amounting to USD 166 million.

6 1978 loan (Guayaquil suburban sewage systems) and 1997
loan (Guayaquil drinking water).

7 Loan 2774 EC and 1010 EC.

8 Other data on the credit: (a) Ecuador is the guarantor for the
debt assumed by EPAP-G towards the Spanish Instituto de
Crédito Oficial (ICO); (b) the payment deadline must occur in
thirty years with same being deferred into forty-one quarterly
instalments; and (c) a ten-year forbearance period is contem-
plated.

9 This document was signed by Rodrigo Correa in his capacity
as Minister for Public Credit and addressed to the Minister of
Finance, Mario Ribadeneira.

10 Among these conditions were: a renegotiation of contract
commissions and their management; the signing of an agree-
ment between CONADE, the Ministry of Finance, and EPAP-G
to monitor the contract; and, finally, a trust agreement with the
Ecuadorian Central Bank to cover sufficient costs of the credit.

11 Indeed, evidence is lacking that the aforementioned trust
agreement actually took place; that the relevant legal
framework was in general respected, in particular Article 129
LOAFYC; and that the sums disbursed by the state via the
Central Bank were then effectively added.

12 See also UNCTAD Discussion Paper No. 185, UNCTAD/0SG/
DP/20007/4 (July 2007) (“Among the sources of international
law recognized in Article 38 of the Statute of the International
Court of Justice are “the general principles of law of civilized
nations”. These are principles common to a wide range of the
world’s legal systems. Equitable limits to contractual obligations
in such systems have included illegality, fraud, fundamentally

mechanisms, such as UNCTAD’s, as has been
stated by Cephas Lumina, the independent expert
designated by the United Nations Human Rights
Council, precisely on the subject of foreign debt
and human rights.»

changed circumstances, knowledge that an agent is not prop-
erly acting on behalf of the contracting principal and duress.”).

13 G. Vettori, DIRITTO DEI CONTRATTI E «COSTITUZIONE» EUROPEA. REGOLE E
PRINCIPI ORDINANTI, at 14b (2005).

14 See Article 1.102 of the Principles of European Contract Law;
Article 1.1 of the UNIDROIT Principles (“The parties are free to
enter into a contract and to determine its content.”).

15 Article No. 1.7 of the UNIDROIT Principles; Article 1.201 of
the Principles of European Contract Law.

16 See V. Castro, preface, PrincipLEs oF EuroPEAN CONTRACT Law.

17 In this framework, administering the water in Guayaquil Municipal-
ity facilitates the necessary fusion of Guayaquil potable water and
sanitation into a single company by establishingEmpresa Cantonal
de Agua Potable y Alcantarillado de Guayaquil (ECAPA-G). This fu-
sion occurred in February 2006 under the aegis of the World Bank,
which had established its conditionality policies.

18 See footnote 8

19 CAIC, Final Report, Informe de Auditoria Integral Crédito, BID
1026 OC-EC Agua Potable y Saneamiento, signed 16 October
1997, at 25.

20 Among which, the following are of particular importance:

(a) To study, prepare and develop complete masterplans for
drinking water and rain and sewage water disposal systems; to
prevent and control contamination of water resources; and to
carry out all types of deeds and contracts permitted by Law.
See Decree-law No. 08, 16 November 1994, R.0. No. 569
(law establishing ECAPA-G).

21 Application of the current tariff structure by ECAPA-G and
INTERAGUA aims to ensure profitability for the private opera-
tor, according to payments per consumption, without taking
into account the population’s capacity to pay and the different
standards of efficiency required to provide the service.

22 See Loan Agreement, Article 1026/0C-EC, Annex A, Descrip-
tion, Transformation of ECAPA-G, section a(i), Reducing staff
and mitigating social costs, at 2.

23 See Letter from Food and Water Watch and signatories to Riley
Bechtel, with a copy to President Rafael Correa, INTERAGUA,
the Multilateral Investment Guarantee Agency-MIGA, and the
United States House of Representatives Committee on Foreign
Relations and Financial Services (9 November 2007).

24 0Oficio AG-2008-11195, ANNEX No. 8, 1 April 2008 (ad-
dressed to the economist Alberto Acosta, President of the
National Constituent Assembly, signed by Luis Chiriboga
Parra, Mayor of Guayaquil).

25 J. Gold, INTerpRETATION: THE IMF AND INTERNATIONAL LAW (The Hague
1996); E. Denters, Law anp Poticy oF IMF CoNDITIONALITY,
at 104 et seq.

26 See generally Office of Evaluation and Oversight,
http://www.iadb.org/ove/.

27 The countries are Costa Rica, Haiti and Honduras.

28 Exchange rate of 22 November 1995 (http://www.oanda.
com/convert/classic).

29 As far as the rest is concerned, please see the report:

Il progetto di Daule Peripe-Le reponsabilita italiane nel debito
illegittimo (The Daule Peripe project—Italian responsibility in
illegitimate debt) by Campagna per la riforma mondiale, with
the collaboration of Centro Legale pro Afrodiscendenti and
Indigeni-Onlus (CLAI).

30 The first phase was financed by the IDB via a USD 320 million
credit.

31 Exchange rate of 3 December 1992
(http://www.0anda.com/convert/classic).

32 1d.

33 “Real and concrete support is also urgently needed at
the international level for a fair, transparent and independent
debt arbitration mechanism and for universal guidelines on
responsible financing.” UN Expert urges Countries to Acknowl-
edge Shared Responsibility for Debt, Drawing Lessons From
Norway and Ecuador, 12 May 2009, available at http://www.
unog.ch/unog/website/news_media.nsf/(httpNewsByYear_en)
/608F2E43C1113C26C12575B400461840?0penDocument.



Sweden'’s case of lllegitimate Debt

9.5 The Three Liberian Coast Guard Ships

Charles Abrahams

Introduction
In1979, the Swedish Export Agency, Eksportkredit-
namnden, (EKN) granted the State shipbuilding
company, Karlskronavarvet AB, an export credit
guarantee in respect of the sale of three coast guard
vessels sold to the Government of Liberia for the
sum of USD 6.44 million. Together with interest of
USD 1.8 million, the total sum amounted to USD
8.24 million. The Swedish Bank, PK Banken, fi-
nanced the transaction. At the time, the Swedish
shipbuilding industry was experiencing a decline,
while the Government of Liberia had become in-
creasingly unpopular due to claims of rampant cor-
ruption and human rights violations. Subsequent
thereto, the Government of Liberia defaulted on its
repayment to PK Banken who, in turn, looked to
EKN for full payment of the loan. By 2008, the loan
with interest amounted to nearly USD 30 million.!
This paper questions whether the export guar-
antee was illegitimate on the grounds that the
Swedish Government intended to boost the for-
tunes of a declining industry by way of exports to
Liberia, knowing full well that Liberia was faced
with very serious political and economic challeng-
es at the time. Similarly, it questions whether the
interest of more than triple the capital sum is le-
gally illegitimate and wether also the subsequent
actions of the Swedish Government to finance the
cancellation by using its official aid money is mor-
ally illegitimate.
This paper intends to answer these questions by
briefly looking at the state of the shipbuilding in-
dustry in Sweden at that time. It looks at the role
played by Sweden’s export credit agency, EKN,
and the various products it offered. It considers
a brief overview of the situation in Liberia at that
time, particularly with regard to allegations of cor-
ruption and human rights violations. The paper
then moves on to consider what is meant and un-
derstood by the term ‘illegitimacy of debt’ and as-
sesses the loan and export credit guarantee in that
context. It provides a brief analysis of political, le-
gal and moral considerations that might deem the
debt to be illegitimate. This paper concludes by
making the argument that, based on the notion of
illegitimacy, the export credit guarantee provided
by EKN was illegitimate.

The Swedish Shipbuilding Industry

The rise of the Swedish shipbuilding industrial
power had its origin in the early nineteenth centu-
ry when there was an increased demand for ships
due to increasing demand for imported consumer
goods? and, simultaneously, a decreasing supply
from Finnish shipyards to meet the expanding de-
mand for ships in Sweden. The shipbuilding sec-
tor grew significantly after the end of the Second

World War, and by 1974 the industry employed
39000 people.

However, the 1970s brought many changes in
international trade conditions which had a negati-
ve effect on Sweden. The 1973-74 oil crisis and the
subsequent decline in international business acti-
vity affected Sweden more drastically than many
other countries. At that time, Sweden’s problems
also included tougher competition from other re-
gions of the world; a dysfunctional wage forma-
tion that led to problems of high inflation and an
inhospitable business climate due to high taxes.
The Swedish Government responded to the situa-
tion by providing extensive subsidies to suffering
industrial sectors, such as steel and shipbuilding.
However, these measures were not altogether suc
cessful, since they only temporarily preserved
employment levels and did nothing to ease struc-
tural problems within the economy, which were
to cause inflation as well as unemployment. In
this regard, Sweden’s official export credit agency
played a most important role in the government’s
response to the economic downturn.

The Role of Exportkreditnamnden

Swedish National Export Credits Guarantee Board
Exportkreditnamnden (EKN) was established
more than 75 years ago as the official export credit
agency of Sweden. It is directly answerable to the
Ministry of Foreign Affairs, derives its power from
applicable ordinances and receives formal instruc
tions from the Swedish Government every year in
its directive.* Its board and director general are ap-
pointed by Government.

EKN functions in the same way as an insurance
company and its relations with companies and
banks are conducted on a commercial basis. The
oil crisis of the 1970s, Sweden’s suffering indus-
trial sectors and the new markets of the developing
world provided the necessary conditions for EKN
to play a key role in the Government’s policy of ex-
porting its way out of its domestic crisis.

Export credit finance is the mechanism by which
finance is made available for contracts of any na-
ture, i.e. the supply of equipment, the provision of
services or the performance of civil contract works
in the buyer’s countrys Finance can either be made
available as supplier credit or buyer credit.® Export
credit insurance, in turn, is designed to either cov-
er a particular export contract or provide for global
cover, which covers all the order of an exporter? The
risk covered is for non-payment, which could either
be of a commercial or political nature. Commercial
loss canresultfrom the inability of a buyer to meet its
obligations to an exporter, because of its insolvency,
bankruptcy or severe financial position. Political
loss arises through the occurrence of some event




in the buyer’s country which hinders or prevents it
from meeting its obligations towards the supplier.®
However, unlike export credit insurance, export
guarantee plays an important role in the provision
of clean financial guarantees to the banks. These
rely on the guarantees to provide funds for export
finance facilities.® In the case of insurance, sup-
pliers of the goods assigned to banks insurance
policies held by suppliers. However, with policies
being assigned to banks, they in turn still need
to be satisfied that the suppliers of the goods do
not pose a credit risk. *° As a result, most systems
offer guarantees to the banks for the full amount
of the exposure, though a small element of risk to
the buyer, or recourse against the supplier, will be
left with the banks.”

The Three Coast Guard Ships

From the information available it appears that
in 1979, the Government of Liberia (“Liberia”)
entered into a supply agreement with the Swed-
ish Shipbuilding company, Karlskronavarvet AB
(“Karlskronavarvet”), whereby Karlskronavarvet
sold to Liberia three coastguard ships for the sum
of USD 8.24 million.” The agreement was initially
concluded with the Liberian Ministry of Defence
but it was later changed to the Government of Li-
beria. This provides credence to the claim that
the ships were used for military purpose since a
1991 report on Swedish arms exports claimed that
the ships were armed with Browning 12.7mm ma-
chine guns.™

It was a material term of the supply agreement
that Liberia would pay 15 percent whilst it would
obtain loan finance from PK-Banken for the re-
maining 85 percent. From the information availa-
ble it appears that the loan financing was obtained
from Swedish bank, PK-Banken. With the supply
agreement signed and the loan secured, Karlskro-
navarvet made an application to EKN on 12 July
1979 to guarantee the loan of PK-Banken. Karl-
skronavarvet applied for a guarantee of 9o percent
of the total loan amount, paying a premium of
62396 Swedish Kronen®.

Shortly after securing the guarantee, Liberia
took possession of the ships. However, Liberia
subsequently defaulted on its loan obligations to
PK-Banken and, as a result, EKN had to effect pay-
ment of the full amount outstanding to PK-Bank-
en. Since then, Liberia has been indebted to EKN,
effectively, being indebted to the Swedish State.

Legitimacy under international law

While, on the face of it, it appears that the loan and
guarantee agreements were legally concluded, le-
gality does not necessarily equate with legitimacy.
Before the legitimacy of the Liberian debt and
guarantee are considered, it is important to under-
stand what is meant by the term ‘legitimacy’, in par-
ticular its understanding under international law.
Legitimacy has been described as ‘that space be-
tween international law and international poli-
tics’.'® In order to understand the concept, it has
to be distinguished from legality and lawfulness.
By way of example, it is said that, though there are

contrary views, the 1999 NATO armed interven-
tion in Kosovo was illegal under international law
but it was widely regarded as legitimate.”” In con-
trast, the 2003 Iraq invasion could be regarded as
both illegal and illegitimate. The legality of an ac-
tion or a policy may be assessed by reference to le-
gal texts, case law and precedents, and challenges
and appeals may be raised as part of the adjudica-
tive process, whilst legitimacy is fluid and chang-
ing — it depends on perceptions and outcomes.®
Legitimacy relates to the justification and accept-
ance of political authority. Legitimate decisions
are based on democratic participation whereby af-
fected persons have the opportunity to raise their
voices. When legitimacy is separated from demo-
cratic participation, it risks being exposed to ideo-
logical and self-concerned manipulation.’

The concept of legitimacy in international law is
one that bridges the legal and the political. This is
precisely what is referred to by the use of the term,
‘illegitimate debt’. Although it has legal dimen-
sion, ‘illegitimate debt’ denotes a political concept
with normative value, rather than being a mere
formalistic legal term, as will be explained more
fully below.

Liberia

The sale of the three coast guard ships took place
at a particular time in Liberia’s history. With the
death in office of President William Tubman in
1971, Liberia began to change. Tubman’s ‘Open
Door’ economic policy brought a great deal of for-
eign investment at a heavy price, as the divide wid-
ened between the prospering Americo-Liberians
(benefiting from such investment) and the rest
of the population.z® Following Tubman’s death,
his long-serving Vice President, William Tolbert,
assumed the Presidency. Under Tolbert, Liberia
continued to move along a road to development
that relied on private enterprise.

However, Liberia remained essentially the prov-
ince of a tightly knit oligarchy.> For all the at-
tempted liberalisation of the previous two decades,
the upper levels of Government and the economy
were still controlled by about a dozen interrelated
Americo-Liberian families.>* Because Tolbert was a
member of one of the most influential and affluent
Americo-Liberian families, everything from cabi-
net appointments to economic policy was tainted
with allegations of nepotism.* The Tolbert era was
marked by the exclusion of indigenous representa-
tion and his nepotism was such that he was accused
of running Liberia as if it was his private property.
For example, he made his brother, Stephen Tolbert,
his Minister of Finance, while his daughter, Wil-
lie Mae Tolbert, became a board member of the
Bank of Liberia. His son-in-law, Tonieh King, was
appointed Commissioner for Immigration and an-
other son-in-law, Captain Jehu Richardson, became
Captain of Air Liberia and Member of the Board.>
In addition to unbridled nepotism, the Tolbert
administration failed to bring corruption under
control. High officials committed fraud in the let-
ting of Government contracts, involved themselves
in questionable real estate acquisitions, charged



personal expenses to Government accounts, used
Government property for private use, evaded tax-
es and customs fees and engaged in other illegal
practices.*

A new and optimistic four-year development
plan went into effect in 1976, but the world re-
cession took a heavy toll on Liberia.?® As foreign
markets abroad and prices for Liberian commod-
ity exports declined, the cost of imported energy
rose steeply.?” Liberia was barely able to maintain
a positive growth rate in the late 1970s, when a
drop in the output of iron ore was offset by rising
ore prices.?

The Coast Guard Ships and the Rice Riots

In 1979, the year in which the sale of the three
coast guard ships occurred, Tolbert’s Minister of
Agriculture, Florence Chenoweth, proposed to
cabinet an increase in the subsidised price of rice
from USD 22 for a 100-pound bag to USD 26.29
Her rationale was that the increase would serve
as an inducement for rice farmers to stay on the
land and produce food for themselves and for sale,
instead of leaving to work for wages in the cities
or on the rubber plantations.3° However, political
opponents noted that Chenoweth and the Tolbert
family were large-scale rice farmers and stood to
profit handsomely from the price increase.

In protest, the Progressive Alliance of Liberi-
ans (PAL), founded in the United States in 1974
by Gabriel Baccus Matthews, called for a peace-
ful demonstration in Monrovia and, on April 14,
about 2 0oo activists were assembled to march on
the Executive Mansion* However, widespread
looting ensued, resulting in forty demonstrators
being killed and damage to private property was
estimated at more than USD 4o million.» The
cumulative effect of Liberia’s woes resulted in its
foreign debt at the end of the decade standing at
USD 744 million and the budget deficit at more
than USD 100 million .+

A Case of lllegitimate Debt?

As is evident from the above, the sale of the three
coast guard ships took place at a time when Libe-
ria was experiencing one of its most severe politi-
cal and economical challenges. Liberia was also in
the grip of increased political instability marred by
nepotism and corruption. These are factors which
Karlskronavarvet, PK-Banken, and EKN invariably
would have taken into account when entering into
the supply agreement, the loan agreement and in
providing the export credit guarantee. In provid-
ing its guarantee, EKN would have had to make a
judgment on the risk and soundness of the sale
to the Liberian Government. By its very nature,
the guarantee provided by EKN is none other than
a form of political risk insurance that helps mul-
tinational enterprises and lenders mitigate risk
through insurance against adverse government
actions or war, civil strife, and terrorism.»

In making this insurance available, EKN still
needed to be certain that the political risk posed
by Liberia was such that it would not amount to
any potential default in respect of the loan repay-

Street scene in Monrovia, Liberia. Picture: war.change.org
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ment. This, in turn, would have depended on the
type of information available to EKN on the politi-
cal situation in Liberia to make that assessment.
The presence of inconsistent information amongst
Karlskronavarvet, PK-Banken and EKN was likely
to affect the probability of a default on the part of
Liberia. In anticipating such an eventuality, the
question is whether any one of the three parties
was in a better position to know of the political and
economic risk in Liberia? Of the three parties, cer-
tainly EKN stood in a better position than either of
the other two. The reason being that EKN was es-
sentially set up to assist the Swedish Government
with securing financial solutions for exports for
Swedish products, i.e. Sweden’s shipping industry
exporting its way out of its decline with the sup-
port of EKN. With the kind of public information
available on Liberia being what it was, EKN should
certainly have foreseen that the political and eco-
nomic risks faced by Liberia may have had impli-
cations for its ability to honour its payments under
the loan agreement with BK-Banken. Yet, despite
that, it proceeded to provide a guarantee to PK-
Banken for the loan to Liberia, which, under nor-
mal due diligence considerations, may have raised
serious questions with regard to its viability.

Whether the guarantee to PBK-Banken can be
regarded as illegitimate depends on our under-
standing of illegitimate debt.

Even though the concept has an earlier history,
the notion of illegitimate debt was proposed by
debt campaigners in 1998, arising out of the Ju-
bilee Call for Debt Cancellation in Rome, and was
subsequently adopted by the Latin American and
Caribbean Jubilee 2000 Movement in the Teguci-
galpa Declarations® and in the Canadian Ecumen-
ical Jubilee Initiative.”

For many campaigners there was a need for a
concept that went beyond issues that could be ad-
dressed by the traditional concept of the ‘odious
debts’ doctrine. Such a concept would take ac-
count of the political and social realities of coun-
tries in the South. It would also consider questions
of justice in the relationship between the lenders
and the borrowing regime, and the people of the
borrowing country. Such an approach provides
the basis for an expanded extra-legal approach
to the notion of illegitimate debt as opposed to a
narrow, strictly legal approach. Just as the factors
that determine legitimacy in international law
(i-e. perceptions, outcomes, democratic considera-
tions, justification and acceptance of political au-
thority) are broader than those that define legality,
so the factors that determine illegitimate debt are
broader than the narrow consideration of whether
debts have been legally concluded and, if so, the
traditional legal defences that might be raised as
a consequence.

Thus, it can be said that the notion of illegiti-
mate debt is based on broad political, legal and
moral considerations.3® From a political point of
view, it is clear that Sweden was motivated by its
own economic situation when EKN granted the
guarantee in respect of the sale, despite the politi-
cal reality in Liberia at the time. The confluence of



Sweden’s need for economic exports together with
Liberia’s abnormal political situation, negates the
view that this particular transaction constituted a
normal commercial transaction at that time 39 Ata
minimum a higher degree of due diligence would
have been required by EKN before providing the
loan, which, on the information available, does
not appear to have been the case.

From a legal point of view, it is highly question-
able whether the interest that EKN has charged of
more than USD 22 million over the last 30 years
is legally legitimate. At the time of concluding the
loan agreement, interest on loans was governed by
the Interest Act of 1975. Parties are free to agree on
another rate as long as it is not unfair. 4° Since fair-
ness is a consideration that is taken into account
in Swedish law in matters pertaining to interest,
it appears on the face of the information available
that there may be an arguable case that interest
thrice in excess of the capital sum would be re-
garded as unfair and therefore the contract may be
regarded as legally illegitimate.#' Itis also morally
questionable whether it can be said that the man-

1 http://www.eurodad.org/whatsnew/articles.
aspx?id=402&item=3329.

2 Christina Kjellson, Swedish shipbuilding in the early nine-
teenth century, available at http://www.hnsa.org/conf2004/
papers/kjellson.htm.

31d.

4 http://www.ekn.se/templates/StandardPage.aspx?id=836.
5 Dunn A et al, What Is Export Finance? International Borrow-
ing, Negotiating And Structuring International Debt Transac-
tions, D. C.), Editor Daniel D. Bradlow, International Law

Institute, Washington 3" edition 1997, at 291.

61d.

71d., at 290.

81d.
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ner in which the Swedish Government had gone
about canceling the debt of Liberia, is in itself il-
legitimate. On 17 April 2008, the Paris Club con-
firmed that given that Liberia had reached its De-
cision Point under the enhanced HIPC Initiative,
several Paris Club creditors agreed on a bilateral
basis to grant additional debt relief to Liberia.+*
Following this in November 2008, the Swedish
Government cancelled 67 percent of the debt owed
by Liberia to it.# It appears that the Swedish Gov-
ernment financed the cancellation with money
from its official aid budget, despite the fact that,
based on the report referred to above, the ships
were armed with machine guns and were used for
military purpose. This is contrary to the OECD
guidelines on Official Development Assistance
(ODA) which excludes military assistance from
being reportable as ODA.#4

Based on the aforesaid considerations, it is ar-
gued that, given the information available, the loan
agreement and guarantee could be regarded as ille-
gitimate, not only from a political and moral point
of view, but from a legal point of view as well.

10 Id.

11 Id.

12 This information was obtained from the Karlskronavarvat
AB’s application to EKN dated 12 July 1979 for export credit
guarantee.

13 Id.

14 “Slutrapport om svensk vapenexport”, Henrik Westander.
Utgiven av Svenska Freds- och Skiljedomsforeningen 1991.

15 Around USD 14500 (in 1979).

16 Anthony D’Amato, On the Legitimacy of International Institu-
tions, No. 12/07, SSRN (2007).

17 Legality and Legitimacy in International Order, United Nations
University, Policy Brief Number 5, 2008. However, there are
contrary views among legal scholars on this issue which, for
reasons of space, will not be discussed here.
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Jubilee 2000 Platform (1999), available at www.oikoumene.
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cellation to economic justice, Open University (2000), at 13,
available at www.kirkensnodhjelp.no/Documents/Kirkens%20
N%c3%b8dhjelp/Publikasjoner/ Temahefter/Defining%20il-
legtimate%20debt.pdf.
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Oil-Backed Loans in Congo Brazzaville

9.6 Potential Legal Remedies Using the Odious Debt
Concept in the French Legal System

Maud Perdriel-Vaissiére

Introduction

On 17 January 2009, shortly before passing away
under mysterious circumstances, Bruno Jacquet
Ossebi, a Franco-Congolese journalist, published
an article in a French-based Congolese online
newspaper, Mwinda.org. Entitled “Oil for a Hand-
ful of Dollars,” this article reported that the Re-
public of the Congo and the French group BNP
Paribas were about to transact a deal involving
an oil-backed USD 100 billion loan. The report
was significant given that, to benefit from Inter-
national Monetary Fund (IMF) and World Bank
(WB) programmes, the Republic of the Congo had
agreed on several occasions to no longer resort to
this type of financing.

What are oil-backed loans? How does the practice
of using oil-backed loans aggravate the indebted-
ness of the Republic of the Congo? What legal
remedies can be used to tackle this phenomenon?
This paper will attempt to answer these many
questions.

I. Presentation of the Facts

A. What Are Oil-Backed Loans?

An oil-backed loan is a loan granted by a private
creditor (bank or buyer of crude oil) to a public en-
tity (state or public company) that is secured with
future oil production.* In other words, a sovereign
borrower pledges forthcoming barrels of crude oil
as collateral for a loan. The debt is thus secured
against the collateral and, if the borrower defaults,
the creditor takes possession of the oil and can sell
it to satisfy the debt by regaining the amount orig-
inally lent to the borrower.

Developed by oil trading companies during the
1970s, this technique for securing loans under-
went a swift boom due to the combined effect of
Northern countries’ marked energy dependence
and developing countries’ significant financing
needs. Tired of the conditions imposed by mul-
tilateral funding agencies, states that are rich in
natural resources, such as the Republic of the Congo,
Iraq, and Angola, but poor in other areas, sawitas a
means of quickly satisfying their liquidity needs.

B. Qil-Backed Loans or Financing for Underdevelopment
Although there is nothing illegal about this tech-
nique per se (it is neither more nor less than a con-
tract), the conditions under which these secured
loans take place constitute a serious constraint
to the development of Southern economies. Oil-
backed loans create an environment that favours
corruption and bad governance of public resourc

es, because, in such arrangements, sovereign bor-
rowers are not bound to indicate the end-use of the
borrowed funds or to account for their useJ

This problem is aggravated by the fact that the
oil prices secured by creditors are generally signifi-
cantly lower than the market price. In other words,
thanks to the pre-financing technique, a private
creditor can acquire a much higher quantity of oil
than it could have purchased on the market with
the identical investment. The combination of these
two factors accelerates both the pillage of Southern
economies’ oil resources and their accumulation

of debt.

C. Oil-Backed Loans in Congo Brazzaville*

In 1985, while the price of oil was tumbling, the
Republic of the Congo found itself short of funds
and was no longer able to honour its debts. Having
met with refusal from the IMF, which made aid
conditional on democratisation of the country and
good governance of public revenues, General Denis
Sassou Nguesso decided to turn to oil-backed loans
and found, in the French oil company Elf (now To-
tal) in particular, a partner he could rely on.

Notably, Elf is not the only oil company to have
enriched itself on the Republic of the Congo’s debt.
The U.S. company Occidental Petroleum (Oxy)
and the Italian group ENI (via its subsidiary Agip)
benefited widely from the practice of securing
loans with oil. Similarly, several banks, many of
them French, took part in these operations: Crédit
Agricole, Société Générale, Crédit Lyonnais, and
Banque Paribas (now BNP Paribas). Large oil bro-
kerage companies, such as Glencore or even Trafig-
ura, also made enormous profits by organising the
sale of oil on behalf of contracting parties.

Aside from the details of each specific oil-backed
loan, the scheme is substantially the same in every
case. First, one or several offshore companies re-
ceives a loan at preferential interest rates from a
bank or buyer of crude oil. Then, these offshore
companies lend to the sovereign state at significant-
ly higher rates. The difference between the interest
rates is ultimately collected by the original creditor,
while the representatives of the regime and their
close associates receive a juicy commission, as do
various other middlemen. This arrangement is de-
signed in such a way that the offshore company
appears as the sole debtor for the loan and, thus,
shelters the country, in this case the Republic of
the Congo, from criticism by the IMF.

According to the IMF, nearly seventy-five percent
of loans contracted by the Congolese government
between 1995 and 2000 were secured with oil5 To
benefit from the Heavily Indebted Poor Countries
(HIPC) programme,® the Republic of the Congo
has agreed on several occasions since 2001 to no




longer rely on oil-backed loans 7 In reality, however,
this agreement has not been respected. In a judge-
ment by the British High Court of Justice that was
made on a dispute between the Republic of the
Congo and one of its creditors, the firm Kensing-
ton International Ltd.,? it was revealed that from
1999 to 2003 the state oil company Société nation-
ale des pétroles du Congo (SNPC) concluded a se-
ries of oil-backed loans with Glencore amounting
to USD 200 million. Similarly, in March 2006,
a U.S. federal court received a complaint against
SNPC, its director, and the BNP Paribas group in
which Kensington International Ltd. claimed that
between 1999 and 2004 SNPC agreed to a series
of secured loans with BNP reaching a value of
nearly USD 650 million.

Given the volume of liquidity generated by these
loans, it is legitimate to question the end-use of
the funds. Apparently, these loans were not as-
signed to the renovation of social and health infra-
structure, although such infrastructure is cruelly
lacking in Congo Brazzaville. This lack of infra-
structure is evidenced by the significant number
of schoolchildren who continue to receive their
lessons while sitting on the ground due to a lack of
sufficient tables and benches. It is also evident in
a health sector that has not fared better. For in-
stance, in the country’s only large hospital (Centre
hospitalier universitaire de Brazzaville), where it is
common knowledge that patients are transported
on people’s backs because the lifts have been out
of use for years, only the morgue operates at full
tilt.” Further, over half of the population lacks ac-
cess to drinking water and electricity cuts are an
everyday occurrence. Finally, Congo Brazzaville
remains one of the few countries in the world with
no asphalt road network; three quarters of all roads
are deteriorated for want of maintenance, and ru-
ral roads are often unusable, leaving many villages
cut off.

According to the IMF, “rather than contributing
to the welfare of the Congolese population, the
proceeds from oil-collateralised borrowing may
have been used to finance combat operations dur-
ing the civil war.”2

There are also strong reasons to believe that
part of the funds and commissions resulting from
secured loans were used to enrich Denis Sassou
Nguesso and his family, which have together built
a considerable fortune throughout the world.B A
police investigation conducted following a com-
plaint filed by Association Sherpa and two other
NGOs in 2007, established that the Congolese
ruling family owns 112 bank accounts and eigh-
teen properties in France.

In late 2004, the total outstanding debt for the
Republic of the Congo was about USD 9.25 bil-
lion, four percent of which pertained only to debt
secured with oil (i.e., USD 378 million).’s Interest-
ingly, these figures do not take into account the
SNPC debts.’

1. Application of the Law
The debt secured on Congolese oil fits the criteria
of odious debt:”

« It was contracted without the full consent of the

Congolese population.

« It was used contrary to the interests of the Con-
golese people.

+ The private creditors could not ignore the odi-
ous destinations of the funds.

Is it therefore illegal? And, if so, what legal ar-
guments can be used to support this claim?

The following paragraphs will focus on pos-
sible civil remedies (tort and contract litigation),
the intention of which is less to sanction private
creditors than to identify legal means that make it
possible to lighten Congo Brazzaville’s debt.

In theory, contracts that link a state or public
authority to a private entity are state contracts and
as such are subject to international law. But it hap-
pens frequently in loan contracts that parties elect
to have their contracts governed by private law.*®
Such cases, be they contractual or extra-contrac-
tual, must be settled using the rules of private
international law for determining the competent
jurisdiction and the applicable domestic law.

In this article, which is based on French law, I
rely on the following points:

In contractual disputes: The loan contracts are
subject to French law (choice-of-law clause) and
the parties recognise French courts as having ju-
risdiction over disputes arising from the contracts’
execution (forum selection clause).

In extra-contractual torts: By virtue of Article
2 of the Brussels I Regulation of 22 December
2000, the courts of the state of the territory where
the defendant is domiciled are competent. There-
fore, if the action was directed against a French
company, French courts would be competent.
French courts would then apply their own choice-
of-law rule, which provides that in matters involv-
ing extra-contractual liability the law of the place
where the tort was committed (France) or the law
of the place where the damage occurred (Congo
Brazzaville) are both applicable. French law could
therefore be applied.

A. Nullity of the Oil-Backed Loan Contracts Due

to the lllegitimacy of the Cause
Under Article 1131 of the French Civil Code, “[a]n
obligation without cause or with a false cause or
with an unlawful cause may not have any effect.”
All agreements must have a lawful cause on pain
of nullity. The cause must not be “prohibited by
law” or “contrary to good conduct [or] public poli-
cy” (Article 1133 of the French Civil Code).

The lawfulness of the cause is assessed sub-
jectively and depends on the motivations that led
each party to conclude the contract. The relevant
case law also speaks of “impulsive and determin-
ing cause™™ (i.e. the reason that led a party to enter
a specific contract—the real, and sometimes hid-
den, motivation).

It is not necessary for the unlawful motive to
have been known to both parties for the nullity
to take effect. In fact, since a judgement rendered
by the First Civil Chamber on 7 October 1998,
French judges consider that a contract may be can-
celled for unlawful cause, even where one of the



parties to the contract was not aware of the unlaw-
ful nature of the motives of another party to the
contract. Furthermore, the cause of a contract is
likely to be unlawful when the operation contem-
plated constituted a criminal offence.

In the present case, on the Congolese side the
subjective cause of these agreements consists in
the end-use of the borrowed funds, that is to say
the personal and illicit enrichment of Denis Sas-
sou Nguesso and his family. Such acts are crimi-
nally reprehensible (illegal taking of interest,
embezzlement of public funds, breach of trust,
corruption). One can find a strong condemnation
of corruption in a judgment issued by the Paris
Court of Appeals on 10 September 1993: “Where-
as under French law, [...] contracts tending to cor-
ruption or peddling of influence are cancelled due
to the immorality or unlawfulness of the cause
and the object, whereas a contract the cause or ob-
ject of which is the exercise of peddled influence
via the payment of bribes is, as a result, contrary
to French international public policy, as well as
to ethics in international affairs, as conceived by
the greater part of the states in the international
community.”°

The burden of proof regarding the unlawful na-
ture of the cause is on the claimant and may be
tulfilled through various means. The unlawful-
ness of the cause is sanctioned by nullity, which
is to say retroactive abrogation of the contract. In
practice, in matters involving loans, for the bor-
rower cancelation of the contract results in the
restitution of the remaining capital owed and for
the lender it results in the restitution of interests
already received. The unlawfulness of the cause is
a nullity of public interest (i.e. an act that violates
a rule of public order) that may be invoked by any
person who has standing to sue.

Unlawful cause is a useful remedy in several re-
gards. First, it is not necessary to produce evidence
that the private creditor was aware of the end-use
of the funds for the contract to be cancelled.” Sec-
ond, the action is not reserved exclusively for the
parties to the contract; thus, action by Congo’s
creditors is possible,** as is action by the Congolese
population. Naturally, the Congolese population
has an interest in requesting the cancellation of a
contract the effect of which was to aggravate state
debt while mortgaging the country’s oil resources.
Lastly, the sanction is effective because it ultimate-
ly puts the parties in the same situation they were
in before the conclusion of the contract, i.e. things
return to the position they would have been in if
the loan agreement had not taken place.

B. Contractual Liability of Banks for Granting
Abusive Loans

Banks must comply with their duty to warn,
which consists of warning uninformed borrowers
about the risks involved in loans and indebted-
ness. This obligation is the fruit of a judicial deci-
sion. In a judgement dated 27 June 1995, the First
Civil Chamber of the Court of Cassation ruled
that “lenders did not justify, nor even did they al-
lege having warned borrowers on the significance

8

Funeral of Franco-Congolese journalist Bruno Jacquet Ossébi, who is believed to have
been murdered after accusing a French bank of reaching an illegal financing agreement
with the Société Nationale de Pétrole du Congo. An anti-corruption activist,

Ossébi was also involved in the complaint which Transparency International brought

before a French court accusing President Denis Sassou-Nguesso and two other African
leaders of illegally amassing property in France. Picture: Reporters sans frontiéres



of the indebtedness that would result from these
loans; what the court of appeal has been able to
deduce is that the credit institutions had failed in
their duty to advise and triggered their liability to-
wards the Garcia spouses.”

Can the Congolese government be considered
an uninformed borrower? Does the mere fact that
it has applied several times for loans suffice to
make it an informed borrower? This question has
to be linked to the issue of good faith in exces-
sive indebtedness. The Court of Cassation, apply-
ing the principle that a presumption of good faith
is always present, does not automatically view a
debtor who has abused the recourse to credit as
having acted in bad faith. Thus, by analogy one
may consider that a debtor applying for a new loan
while already heavily indebted is not necessarily
an informed debtor.>4 On the contrary, it may even
be that banks have an enhanced duty to warn in
these particular cases, which may result in a duty
to refuse the requested loan. Some decisions go
as far as implying that banks open themselves to
liability when they conclude excessively risky con-
tracts. For example, in a judgment rendered on 12
July 2005, the Court of Cassation clearly stated
that a bank’s liability results from its failure to
verify financial standing and granting the credit;
thus it follows from this holding that the bank
should have refused the loan.

The failure to comply with the duty to warn (and,
more specifically, the granting of a manifestly ex-
cessive loan)* constitutes a breach of contract for
which the bank is responsible under Article 1147 of
the French Civil Code (breach of the duty of good
faith). This is a contractual liability; thus, only the
borrower may seek remedies for the harm caused
by the bank’s breach of its duty to warn, a harm
consisting in the loss of the opportunity to avoid
excessive indebtedness.?® It follows that in the
present case only an action brought by the Con-
golese government or SNPC would be admissible.
Such a case could force the Republic of the Congo’s
private lenders to compensate the Congolese gov-
ernment through the payment of damages (Article
1142 of the French Civil Code). In principle, the
damages must cover the cost of the harm; how-
ever, in a case involving a loss of opportunity, the
recovery must perforce be partial. The damages
paid could not be equal to the advantage provided
by the opportunity to avoid excessive indebtedness
had this opportunity been seized.?”

What must happen when a contractual breach
harms a third party? It has been accepted, since a
judgment rendered by the Plenary of the Court of
Cassation on 6 October 2006, that a third party to
a contract may invoke, based on the law of torts,?®
a contractual breach as soon as that breach has
caused her prejudice. In such cases, any contrac-
tual breach is sufficient to establish an intentional
tort, such that the third party is not obliged to
provide evidence of a distinct wrong (i.e. does not
have to show that it suffered a special prejudice,
distinct from the contractual breach). In accord-
ance with this case law, any third party affected
by oil-backed loans could have the ability to com-

mence proceedings, provided that the breach com-
mitted by the private creditor caused that third par-
ty harm. In the present case one could argue that
the population suffered damage due to the failures
of the banks.? Provided that a plaintiff presented
evidence of the damage suffered and demonstrated
a causal link between the damage and the failure
of the bank, the bank would be bound to compen-
sate the prejudice by paying damages. Again, for
the same reasons described above, this reparation
would likely only be partial, because the prejudice
suffered by the Congolese population consists in
the loss of an opportunity, i.e. the opportunity to
avoid being subjected to the burden of debt.

Although it is difficult to conceive of an action
by the Republic of the Congo based on contractual
breaches, one can envision the possibility of an ex-
tra-contractual proceeding commenced by Congo-
lese citizens. Such an action could be successful,
provided that judges recognise that: (1) the Con-
golese government or SNPC was an uninformed
borrower; (2) the loans were manifestly exces-
sive in relation to the country’s financial stand-
ing and, thus, the banks should have refused to
grant them; and (3) the Congolese citizens have
standing. With this triple proviso, this remedy
offers interesting potential and has the further
advantage of avoiding debates on the end-use of
the funds.

The two grounds discussed above may only be
implemented where the oil-backed loan was con-
cluded directly between a private creditor and the
Congolese government or SNPC. As we have seen,
however, in most cases parties have the ability to
hide inside complex financial schemes to conceal
the nature of their transactions. In cases where
transactions are not transparent or clear, banking
legislation offers interesting possibilities for seek-
ing solutions.

C. Breaches of Banking Regulations

Under Article L. 562-1 of the French Monetary
and Financial Code, credit institutions feature
among those professional institutions subject to
the anti-money laundering regulations (AMLR).
Therefore, these institutions are bound by the ob-
ligation to act with due diligence.

First, under Article L.563-1 of the Monetary and
Financial Code, “[t]he financial entities or the per-
sons referred to in Article L.562-1 shall, before en-
tering into a contractual relationship or assisting a
client with the preparation or execution of a trans-
action, confirm the identity of the co-contracting
party through production of any probative docu-
ment. [...] They determine the true identity of the
persons with whom they enter into a contractual
relationship or who request their assistance with
the preparation or execution of a transaction when
it appears to them that those persons might not be
acting on their own behalf[...] .”

Next, Article L.563-3 of the Monetary and Finan-
cial Code imposes a duty on banks to proceed with



a special examination of operations with a nominal
or total amount in excess of EUR 150 000, appear-
ing under unusually complex conditions and not
appearing to be economically justified or to have
a lawful cause. In cases fitting this description, the
financial entity has a duty to find out from the
client the origin and end-use of the amount, the
object of the transaction, and the identity of the
person who is to benefit from the transaction.

In the present case, it appears legitimately pos-
sible that the banks failed to comply with due dili-
gence obligations. More specifically, if the banks
had applied the due diligence obligations to which
they were legally bound, they would not have pro-
ceeded with the transactions. A professional breach
of this type constitutes a violation that triggers
banks’ civil liability. If it appears that by failing
to comply with its obligations under the AMLR,
a creditor caused prejudice to a third party, the
party may invoke the bank’s civil liability on the
basis of Article 1382 of the French Civil Code. In
the instant case it is possible that the Congolese
population suffered prejudice due to the breaches
committed by banks, said prejudice consists of

1 pétrole contre poignée de dollars: on gagerait toujours le
pétrole au Congo, Mwinda Press, available at http://monde.
fil-info-france.com/bruno_ossebi_journaliste_assassine_con-
go.htm.

2 This article restricts itself to the subject of oil-backed loans,
but this type of secured loan can also be used with other
resources, such as cotton, gas, or even customs revenue.

3 See International Monetary Fund (IMF), Assessing Public
Sector Borrowing Collateralized on Future Flow Receivables,
points 57 to 59, June 2003, available at http://www.imf.org/
external/np/fad/2003/061103.pdf.

4 This article gives only a brief overview of the broad phenom-
enon of oil-backed loans in Congo Brazzaville. For a more
in-depth account see: Frangois-Xavier Verschave, NoIR SILENCE :
Qui ARRETERA LA FrANGAFRIQUE? (Les Arénes 2000); Loik Le Floch-

the loss of the opportunity not to be subjected to
the burden of debt. Supposing that the claimants
present evidence of the damage suffered and the
causal link between the damage and the failures
committed by the banks, the banks would be
bound to compensate the harm through the pay-
ment of damages. Nevertheless, for the same rea-
sons explained above, such reparation could only
be partial.

The latter action is substantially similar to the
previous action discussed; however, this action
is distinguishable from the former because it in-
volves no debate on the quality of the borrower, as
the AMLR regulations are applicable regardless of
this point.

Conclusion

Civil litigation under French law offers interesting
possibilities for relieving Congo Brazzaville’s debt.
Nevertheless, any potential legal action against the
Republic of the Congo’s private lenders should
not serve to make one forget the personal liability
of Congolese dignitaries for the accumulation of
debtse
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Financing the Crime of Apartheid
9.7 What Are the Legal Defenses?

Charles Abrahams

Introduction

On 27 April 1994, the African National Congress
(ANC) won South Africa’s first democratic elec-
tion, ushering in a new democratic government.
At the same time the new democratic government
assumed approximately USD 14.6 billion in pub-
lic foreign debt obligations that had been incurred
by the former apartheid government.” This chap-
ter will discuss the legality of this debt, though it
has been paid in full.

Apartheid was declared a crime against human-
ity in 197777 by the United Nations General Assem-
bly, which adopted the International Convention
on the Suppression and Punishment of the Crime
of Apartheid. The Convention declared apartheid
a crime against humanity and all participants of
the apartheid system (organizations, institutions,
or individuals) criminals.?

The General Assembly repeatedly warned trans-
national corporations and banks against providing
financial assistance to the apartheid government.
For instance, in Resolution 31/33 (1976) the Gen-
eral Assembly expressed its conviction that such
forms of collaboration were a principal factor in
the perpetuation of the policies of apartheid and
called upon all states to cease all new foreign in-
vestment in and financial loans to South Africa, as
the General Assembly considered that this would
constitute an important step toward the elimina-
tion of apartheid.

It was common knowledge among foreign banks
and transnational corporations that by making
investments and extending loans to apartheid
South Africa they were perpetuating the policies
of apartheid. The General Assembly directly ad-
dressed itself to foreign banks, transnational cor-
porations, and other organisations with respect to
this issue, urging them not to, inter alia, invest in
apartheid South Africa, as such forms of assist-
ance made them “accomplices in the inhuman
practices of racial discrimination, colonialism and
apartheid perpetrated by this regime.” In resolu-
tion 35/32 (1980), for instance, the General As-
sembly described such forms of collaboration as
constituting “a hostile act against the oppressed
peoples of southern Africa and a contemptuous
defiance of the United Nations and of the interna-
tional community.”

This article explores whether the democratic
South African government could raise any legal
defenses, either under international or domestic
law, for refusing to pay these public foreign debts
(referred to as “the Apartheid Debts” in this article),
given that these debts amounted to the financing
of a crime against humanity. This article will
first consider the nature of the Apartheid Debts,
i.e. whether they were bilateral, multilateral, or

commercial state debts and credits, and to which
foreign banks, multinational corporations, and
multilateral institutions, if any, they were owed.
The article will then proceed to discuss what laws,
whether domestic or international, govern the
legal instruments with which these debts were
contracted. Lastly, it will consider whether the fi-
nancing of the apartheid government constitutes
a defense against the repayment of the debt under
domestic or international law, and whether any
other defenses may be available for refusing to pay
the Apartheid Debts.

I. The Nature of the Apartheid Debts
The Apartheid Debts consist almost exclusively of
foreign commercial loans and sovereign bonds.4
Sovereign bonds can be classified as either in-
ternational bonds issued by a government in an
international financial centre, such as New York,
London, or Tokyo, under foreign law, or domestic
bonds, issued in the debtor country under domestic
legislation. International bonds are typically not
denominated in the currency of the issuer, while
domestic bonds are denominated either in foreign
or in local currency. Eurobonds are a specific cat-
egory of international bonds, namely bonds that
are issued in a country other than the one in whose
currency the bond is denominated. They are of-
ten U.S. dollar denominated bonds issued in a
European jurisdiction (e.g., England, Germany,
or Luxembourg), hence the name. s New York law
and English law are by far the most popular laws
for governing the issue of international bonds,
though Luxembourg law (for Brady bonds), German
law, and, more recently, Japanese law and Italian
law (for Argentine debt) have also played a role.°

The following paragraphs consider a few exam-
ples of loans contracted and bonds floated by the
South African government during the apartheid
regime.

Shortly after the Sharpeville Massacre in 1960
a consortium of ten banks lead by Chase Manhat-
tan provided the apartheid government with USD
40 million in rescue loans. Sixteen years later, in
19776, at the time of the Soweto Student Uprising,
South Africa raised a further loan of USD 110 mil-
lion from a consortium of international banks to
balance its payments deficit. Citibank, Morgan
Guaranty, First Chicago and Deutsche Bank each
provided USD 25 million, while Credit Suisse White
Weld provided the remaining USD 10 million.?

In 1980, South Africa issued a public bond of
DM 120 million on the Eurobond market. This
loan was managed by Dresdner Bank, Commerz-
bank and Kreditbank International of Germany,
together with other banks from Britain, Switzerland,
and the United States.® German exports to South




Africa increased from DM 3.4 billion in 1975 to
DM 6.1 billion in 1989™ and Hermes guarantees
for exports to South Africa increased from DM
2.3 billion in 1976 to more than DM 7 billion in
1994." 76 percent of all German exported capital
was imported by only two South African public
corporations, namely ESCOM (Electricity Sup-
ply Commission) and SASOL (South African Oil
Limited).”> The companies supplying those capital
goods were Brown, Boveri & Cie. (Mannheim),
the Siemens Group, the Mannesmann Group, the
GHH-MAN Group, the German Babcock Group
(affiliate of Hoechst Group), Linde AG (affiliate of
Airbus) and L & C. Steinmiiller (affiliate of Klock-
ner & Co Group).” The banks that insured export
credits with Hermes Insurance AG were: Ausfuhr
Kreditgesellschaft, Dresdner Bank, Bayerische
Vereinsbank and Kreditanstalt fiir Wiederaufbau.™

Between 1982 and 1984, Union Bank of Switzer-
land (UBS/SBG), Swiss Bank Corporation (SBC),
and Credit Suisse (CS) were among the most ac-
tive lead managers, together with German banks,
when it came to syndicated loans to the apartheid
government.’ Between 1980 and 1985, the liabili-
ties of the South African public authorities toward
Swiss banks increased by about CHF 1.5 billion.*
In 1984, South Africa signed a CHF 7o million
loan with Union Bank of Switzerland, followed by
a USD 115 million bond issue floated on the Eu-
robond market in January and March of that year.
In 1984, Soditic, a Swiss bank, helped the bantus-
tan of Transkei to raise USD 5.3 million.

For South Africa’s democratic government to
raise legal defenses with respect to the above loans
and bonds, it would first have to ascertain whether
international or foreign domestic law is applicable,
which foreign courts have jurisdiction (should
foreign domestic law be applicable), and whether
any legal defenses are available. In effect, the gov-
ernment must ascertain which foreign court has
personal and subject matter jurisdiction over the
loan or bond instrument.

Il. The Applicable Laws and Jurisdictions

From the few examples given above, it is evident
that the loans and bonds are of a commercial na-
ture. Thus, it is likely that the domestic law of the
home country where the credit bank is located
governs them.

Given that there is no supranational statute or
court that governs sovereign borrowing, nearly eve-
ry international legal agreement contains a gov-
erning law or choice-of-law clause. In the case of
the United States, both federal and New York State
courts accept consent jurisdiction in the form of
contractual submissions to their jurisdiction. Un-
der U.S. law, international bond issues by a sover-
eign, and a subsequent default, are almost always
considered commercial activities, regardless of the
purpose of the issue, or the reason behind the in-
terruption of payment.

International sovereign bonds are typically is-
sued under fiscal agency agreements or trust
structures. Under a fiscal agency agreement, a fis-
cal agent is appointed by the issuer, while a trust

deed or trust indenture is a contract between the
issuer of a bond and a trustee, which is created for
the benefit of the bondholders.” The trustee rep-
resents the interests of bondholders and owes fi-
duciary obligations to the bondholders as a group.
The trust deed vests in the trustee certain powers
and duties to enforce the issuer’s obligations and
bondholders’ rights.®® Should a default occur, the
trustee has primary responsibility for enforcing
the remedial provisions of the contract.” In addi-
tion, if the bond is to be listed, the stock exchange
may require a trustee to be appointed. Because the
trust structure tends to be more expensive than the
fiscal agency arrangement, most international sov-
ereign bonds governed by New York and English
law are issued under fiscal agency agreements.>°

Any dispute arising under any of the loan or
bond instruments, such as the 1976 syndicated
loan of USD 110 million by Citibank, Morgan Guar-
anty, First Chicago, Deutsche Bank and Credit Su-
isse White Weld, or the 1980 public bond of DM
120 million* issued on the Eurobond market,
managed by Dresdner Bank, Commerzbank, and
Kreditbank International of Germany, together
with other banks from Britain, Switzerland and
the United States, would require a court before
which to bring the action to determine the enforce-
ability of the choice-of-law clauses. Once personal
jurisdiction is established, a court would proceed
to enquire whether it has subject matter jurisdic-
tion with respect to the instruments. In the case
of U.S. law, although federal district courts are
courts of limited jurisdiction, they have a spe-
cific statutory grant of subject-matter jurisdiction
over civil actions against foreign states when the
foreign state does not have a defense of sovereign
immunity.**

Given that loan and bond instruments generally
contain default clauses, a default in payment on
any of these instruments may result in litigation
against the government of South Africa. The ques-
tion that remains is whether any legal defenses are
available to the government, in particular whether
the financing of the apartheid government consti-
tutes a defense.

lll. A Possible Legal Defense

It is doubtful that a broad defense based on financ
ing apartheid would be a successful defense for
non-payment. Although presently apartheid is con-
sidered a ius cogens violation of international law on
par with slavery and genocide, it is doubtful that
was the case at the time it was practiced in South
Africa. The Apartheid Convention was adopted by
the General Assembly, and was not a resolution of
the Security Council, nor was it adopted by West
ern governments.?

To the contrary, many Western governments
encouraged commerce with the government of
South Africa during apartheid. The United States
government’s policy of Constructive Engagement
encouraged commerce and investment with apart-
heid South Africa. In October 1986, the U.S. Con-
gress passed the Comprehensive Anti-Apartheid
Act, which set out the United States’ policy toward



the government of South Africa.>+ The European
Community (EC) adopted a voluntary code of
conduct, suggesting principles that should apply
to member states’ companies with operations in
South Africa. The British government had a similar
policy to the European Community, which it prom-
ulgated in 1974. Switzerland did not have any policy
barring commerce and investments with apartheid
South Africa, while the government of the Federal
Republic of Germany encouraged its corporations
to follow the voluntary EC code of conduct.

The Apartheid Convention itself covers acts that
are outlawed under international law and some
acts that are violations of ius cogens. These acts
include: extra-judicial killing; infliction of seri-
ous bodily or mental harm: torture or cruel, in-
human, or degrading treatment; the deliberate
imposition on a racial group or groups of living
conditions calculated to cause its or their physical
destruction in whole or in part; exploitation of the
labour of members of a racial group or groups, by
submitting them to forced labour; the division of
the population by racial lines by the creation of
separate reserves and ghettos; the prohibition of
mixed marriages; the expropriation of property
belonging to a racial group or groups; and the in-
stitution of measures calculated to prevent a racial
group from participating in the political, social,
economic and cultural life of a country, in particu-
lar by denying the group or groups basic human
rights or freedoms.

As a component of apartheid, forced labour is
a ius cogens violation. It is a modern variant of
slavery. Forced labour was designed to make and
maintain the Black South African population
as a labour pool to be dominated and exploited.
Genocide, which was also a component of apart-
heid in South Africa, is a jus cogens violation as
well. Genocide is defined in part as deliberately
inflicting on a group conditions of life calculated
to bring about its physical destruction in whole or
in part. Furthermore, other acts, such as extra-ju-
dicial killing, torture, arbitrary detention, sexual
assault, and cruel, inhuman and degrading treat-
ment, also form ius cogens violations as compo-
nents of apartheid.

It follows that any loan or bond floated for the pur-
pose of committing any of the above acts would be
contrary to international law. Thus, the loans that
financed the export of an entire ammunitions plant
to South Africa in 1979 by Rheinmetall, a German
company, would certainly be considered illegal and
invalid under both international and German do-
mestic law. In 19779, Rheinmetall, a top producer in
the German armaments industry with factories in
Diisseldorf and Unterliiss, under fraudulent export
declarations, exported a complete ammunition fac
tory to South Africa to manufacture the 155mm ex-
tended range projectiles needed by South Africa.>s
It applied for a license to export a plant to Paraguay,
using a fictitious company, “Sudamerika Paraguay
Exportacion-Importacion.” Once the exported plant
reached port in Brazil, the freight was re-loaded
onto a ship bound for Durban, South Africa.?® The
plant, which was located in Pretoria, began opera-

tions in 1979, and by 1985 it was fully automated
with central controls run through a video monitor
system.?” Even after a criminal investigation was
launched against Rheinmetall in 1980, the com-
pany openly trained members of the South Afri-
can Defence Force in the use of certain artillery
systems on its Unterliiss test range.

The loan that financed the export of ammuni-
tions by Rheinmetall violated the United Nations
compulsory arms embargo. In 1977, the Security
Council called for an arms embargo against South
Africa, invoking Chapter VII of the United Nations
Charter.?® Resolution 418 required that all mem-
ber states cease the provision of arms and related
materials, as well as the granting of licenses to
manufacture military materials to South Africa.

Another loan for which a successful defense may
be raised is the USD 5.3 million that the Swiss
bank, Soditic, helped the bantustan of Transkei
to raise in 1984. In 1976, Transkei was granted
independence by an act of the South African
Parliament,*? followed by Bobhuthatswana, Venda,
and Ciskei, called the TBVC states. The United Na-
tions adopted a number of resolutions calling for
the non-recognition of the TBVC states.3® The Se-
curity Council subsequently endorsed the call for
non-recognition by the passing of resolutions 402
of 1976 and 407 of 1977. Although Switzerland
was not a member of the United Nations at that
time," it can be argued that the loan violated cus-
tomary international law. The grant of independ-
ence to the TBVC states was aimed at destroying
the territorial integrity of South Africa and was a
violation of the right to self-determination of the
majority of South African people.

A third category of loans for which a defense may
be raised, albeit with difficulty, is the German ex-
port credit loans. As mentioned earlier, the Ger-
man government provided credit insurance for
bank-financed export transactions to apartheid
South Africa through the German State Export
Guarantee Programme administered by Hermes
Kreditversicherungs-AG acting as an agent for
the German government. Because all of the ex-
port credit was imported by two of South Africa’s
state corporations, ESCOM and SASOL, plant and
buildings under the control of both corporations
were declared national key points under the South
African National Key Points Act. The Act allowed
the Minister of Defense to declare any building
or installation a “national key point,” thereby re-
quiring the owner to take special security pre-
cautions. Such security precautions included the
organization of all-white military reserve units
and the storing of weapons and communications
equipment. It may very well be that some loans
obtained through export credit were used for the
purpose of purchasing arms and ammunition
pursuant to the National Key Points Act.

Conclusion

The few examples discussed above are not exhaus-
tive. Nonetheless, they are representative of the
broad spectrum of debts incurred by the apart-
heid government. While a broad defense based on



the financing of apartheid may be met with dif- be seen how domestic courts in the United States,
ficulty, the government of South Africa may find Germany or Switzerland would deal with such de-
some defenses in international law. It remains to  fenses should such disputes come before them.
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9.8 Baby Doc’s Odious Debts
and Haiti’s Legal Defences

Sandrine Giroud

Introduction

Haiti is the least-developed country in the western
hemisphere. Comparative social and economic in-
dicators show that Haiti has fallen behind other
low-income developing countries since the 1980s.
Haiti now ranks 148 out of 179 countries in the
United Nations Human Development Index."” In
practical terms, this means that 54 percent of Hai-
tians live on less than one dollar a day and 78 per-
cent on less than two dollars a day.

The situation is not likely to improve soon
considering the terrible year Haiti had in 2008.
Soaring world prices for food and fuel, together
with a series of four consecutive hurricanes that
destroyed much of Haiti’s infrastructure, have left
the country in need of great support.

In April 2006, Haiti was added to the list of
Heavily Indebted Poor Countries (HIPC) and be-
came eligible for the HIPC Initiative of the World
Bank (WB) and the International Monetary Fund
(IMF). In June 2009 Haiti was granted USD 1.2
billion in debt relief by reaching the completion
point under the enhanced HIPC Initiative. The
HIPC Initiative and the Multilateral Debt Relief
Initiative (MDRI) both resulted in debt service
savings (USD 265 million and USD 9727 mil-
lion, respectively).3 Nevertheless, Haiti still had to
honour a debt service reaching USD 58 million in
2008, which, for the most part, goes back to the
Duvaliers’ dictatorship.# Indeed, having started
with a total outstanding debt of USD 43 million in
1972, Haiti’s total outstanding debt had reached
almost USD 750 million by the end of the reign of
Jean-Claude Duvalier in 1986.5

In light of these facts, the present article will
analyse whether Haiti has a legal claim to the can-
cellation of the debts resulting from Baby Doc’s
era. The analysis will focus on the potential legal
arguments that Haiti has under international law,
leaving to others the task of supporting these ar-
guments with figures and other evidence.

I Haiti’s Debts: A History Spanning Almost

Two Centuries

Three layers, related to three fundamental periods
of Haitian history, have defined Haiti’s external
debt over the years. The first period (A) goes back
to Haiti’s independence from France in 1804, and
to the bitter cost that came with it in the form of
“independence debt.” The second episode (B) re-
fers to the devastating and brutal dictatorship of
the Duvaliers — father and son — that lasted nearly
thirty years and left the treasury’s coffers empty (if
not full of odious debts). Lastly, the third period (C)
resulted from the political turmoil Haiti endured
during the 199os, which led the international com-
munity to impose an embargo on the country.

A. The Independence Debt

In 1804, Haiti gained its independence from
France, becoming the first black republic in the
world. The new state, however, started off with a
heavy burden to carry. Because both France and
the United States refused to recognise its inde-
pendent status, Haiti was forced, in 1825, to give
150 million francs-or to France to gain recognition
and to repay slaveholders for their losses. In 1838,
the indemnity was brought down to 9o million
francs-or. The last instalment of this enormous
debt was not paid until the beginning of the 20
century. To repay the “independence debt,” Haiti
had to take loans, followed by more loans. Though
initially intended for the development of the coun-
try, these loans were mostly used to pay off the
“independence debt”, when the initiators of the
loans did not misappropriate them.

B. Baby Doc’s Debts

Although the “independence debt” placed a heavy
burden on Haiti, much of the country’s current
debt did not originate in the 19" century, but from
the Duvaliers’ dictatorship, especially from the time
of Jean-Claude Duvalier (better known as “Baby
Doc”), who was in power from 1972 to 19806.

In their multiple bank accounts in Switzer-
land, the United Kingdom, the United States and
France, the Duvaliers held ever-increasing for-
tunes. In addition, Jean-Claude Duvalier owned
a castle in Val d’Oise, France, two apartments in
Paris, two in Neuilly, France, a condominium in
the luxurious Trump World Tower in New York,
and a yacht in Miami.® According to Transparency
International, Jean-Claude Duvalier likely embez-
zled between USD 300 and 8oo million during
his dictatorship?

Jean-Claude Duvalier’s regime coincided with
a period of rampant growth in Third World debt.
This period of unprecedented credit availability
propelled by the oil crisis of the 1970s allowed
Haiti to contract numerous loans with western
banking institutions. Unfortunately, the debt cri-
sis of the 1980s left Haiti unable to service its debt
and with nothing to show in exchange for it, given
that most of the loans were used by Jean-Claude
Duvalier and his family for personal purposes.

When Jean-Claude Duvalier’s dictatorship end-
ed in 19806, several lawsuits were launched in dif-
ferent countries to investigate the possible illegal
use of public funds by the Duvalier family. One of
these proceedings led the Swiss government, on
12 February 2009, to confiscate the assets of Jean-
Claude Duvalier that were located in Switzerland
(approximately CHF 7 million) and return them
to Haiti.® This decision is being appealed and
the final decision is still pending at the time of




writing. It is important to note, however, that the
Swiss case remains an exception, as most of the
attempts to recover Jean-Claude Duvalier’s assets
have so far failed.

C. Embargo

A succession of governments and coups d’état fol-
lowed Jean-Claude Duvalier’s departure. In 1991,
the international community attempted to put the
democratic development of Haiti back on track with
the imposition, through the UN, of an embargo
aimed at restoring ousted President Jean-Bertrand
Aristide. This embargo inflicted a strong blow on
the country’s already weak economy.

Though Aristide was quickly restored to office,
the scepticism of the international community did
not vanish. Doubts as to the legitimacy of Aristide’s
election in 2000 led the WB and the Inter-Amer-
ican Development Bank (IDB) to suspend most
grants to Haiti. After Aristide left the country in
2004, the reengagement of international finan-
cial institutions remained conditioned on Haiti’s
payment of arrears owed to them.

Il. Baby Doc’s Odious Debts

With the above historical overview in mind, I now
turn to the question of the legitimacy of Haiti’s
external debt. For reasons of conciseness, I will fo-
cus on the debts accumulated under Jean-Claude
Duvalier’s regime, in particularly on the multilat-
eral loans entered into with the WB and the IMF.

A. Nature of the Debts

Two main reasons explain the flow of foreign mon-
ey to the Duvaliers’ dictatorship. The first reason is
geopolitical. Lying just across the Windward Chan-
nel from Cuba, Haiti was able to take advantage of
political tensions during the Cold War. Frangois
Duvalier made clear that his loyalty to the United
States was for sale and, in return, he received of-
ficial loans to support his dictatorial regime.

The second reason was of an economic na-
ture. Following the first oil crisis in 1973, huge
amounts of petrodollars flooded western banking
institutions at a time when industrialised coun-
tries’ demand for credit was depressed. Western
banking institutions quickly found a new market
for these petrodollars in the developing world.
Benefitting from these new funds, many develop-
ing countries, such as Haiti, took the opportunity
to contract loans to “officially” industrialise their
economies. They borrowed heavily from banking
institutions at relatively low interest rates, accu-
mulating unprecedented levels of debt.

The 1980s, however, brought a dramatic shift in
the economic policies of industrialised countries.
As a reaction to rapidly unfolding inflation in the
United States, global interest rates were increased.
Worldwide, the total debt of developing countries
increased by 1,500 percent between 1965 and
1980.°

According to the WB and the UN Office on Drugs
and Crime (UNODC), Jean-Claude Duvalier may
have stolen the equivalent of 1.7 to 4.5 percent of
Haiti’s GDP every year he was in office.” While the

country’s debt amounted to approximately USD
40 million in 1970, by 1987, the first full fiscal
year after Jean-Claude Duvalier’s departure, it was
USD 844 million, or 6o percent of the amount
owed in 2004. Although estimates vary, it is al-
leged that the Duvalier family took USD goo mil-
lion in multinational and bilateral loans for their
own purposes.”

The people of Haiti have neither benefited from
these funds nor received them back, despite advo-
cacy efforts. On the contrary, they have directly suf-
fered from the ill-use of these loans, which helped
fund the brutal regime put in place by Jean-Claude
Duvalier to support his luxurious lifestyle through,
for example, (1) the financing of repression forces
and (2) the looting of the treasury’s coffers.

1. Financing of the Paramilitary Forces

On 5 December 1980, the IMF gave Jean Claude
Duvalier USD 22 million in aid. Within weeks,
USD 20 million were withdrawn from the Hai-
tian government’s account. According to the IMF,
USD 4 million went directly to fund the Milice de
Volontaires de la Sécurité Nationale (MVSN) - a
militia force, also known as Tontons Macoutes, re-
sponsible for as many as 30,000 killings during
the Duvalier years. The remaining USD 16 million
seemingly disappeared into Duvalier’s numerous
personal accounts. In a report, the IMF almost
euphemistically defined “excessive unbudgeted
spending as the most important cause of Haiti’s
financial crises.”

2. Looting of the Treasury’s Coffers
From at least 1975 onward, Jean-Claude Duvalier
set up a system of extra-budgetary accounts pro-
vided with funds from the Public Treasury and
revenues from public institutions. By doing this,
Duvalier and his family allegedly misappropriated
up to USD 70 million from the state.™
Additionally, it is attested that Haiti’s budget
contained several items that, despite their mis-
leading names, were headed toward Jean-Claude
Duvalier’s pockets. This system provided Duvalier
with allowances amounting to approximately USD
8 million, coming from contributions to “Social
Assistance,” the item named “Without Justifica-
tion,” and other budget items."s

B. Odious Debts

When analysing potential defences available to
annul part or all of the “odious” debts contracted
by Duvalier with multinational institutions (i.e.,
the WB and the IMF), we need to consider: (1) the
forum available to address this issue; (2) the legal
nature of the relationship from which the debts
arose, and, finally, (3) the existing legal arguments
that support debt cancellation.

1. Available Forum

In their Articles of Agreement, both the WB and
the IMF have provisions concerning the ability
to institute legal proceedings and have legal pro-
ceedings brought against them.** However, both
institutions enjoy general immunities from adju-



dication in national courts.” Therefore, litigation
before domestic courts seems improbable.

Itis very likely, though, that the loan agreements
contain an arbitration clause.® In that case, Haiti
could bring its case before an arbitral tribunal
constituted by arbitrators chosen by the WB or the
IMF, respectively, and Haiti itself.

The WB Inspection Panel (WBIP) could also,
though only to a very limited extent, constitute an
appropriate forum for claims brought by a claim-
antregarding “an act or omission by the Bank [con-
cerning] its operational policies and procedures.”°
It is the first body established before which parties
can seek to hold an international organisation ac-
countable for its actions. Nevertheless, consid-
ering the limited references to human rights in
the WB’s operational policies, the scope of action
possible within the WBIP appears to be very nar-
row, and perhaps even inexistent when it comes
to questioning the “odious” character of the loans
contracted by Haiti.>'

2. Nature of the WB and IMF Loans
Any loan agreement entered into by the WB and its
members must be made in accordance with the Ar-
ticles of Agreement and the Bank’s Loan and Guar-
antee Regulations. Such agreements usually con-
tain a so-called de-nationalisation clause. The WB’s
official view (also shared by most commentators)?>
is that, therefore, such agreements are governed
by international law.® This conclusion is also sup-
ported by the status of the WB as a subject of inter-
national law.24 The same conclusions hold true for
IMF loans.>

Due to the international law nature of the loan
agreements concluded by Haiti with the WB and
the IMF, any argument in support of cancelling
part or all of the debts contracted under these
agreements must be found in international law.

3. Available Defences

a. The Traditional Odious Debts Defence

In international public law, there exists a widely
accepted presumption that debts incurred by a
state pass on to the succeeding state.?® This as-
sumption, however, may lead to morally unjustifi-
able results. Scholars and practitioners have long
tried to come up with creative solutions to solve
this dilemma, which burdens the future of new
states. The traditional doctrine of odious debt is
one of these proposed solutions.?”

From a purely legal point of view, the doctrine of
odious debt does not rest on a stable foundation.?®
The absence of international instruments, lack of
recent state practice, inconsistent opinio iuris, and
controversy among scholars all shed doubt on the
doctrine’s existence under international law, all
the more so in cases dealing with a change of gov-
ernment and not with state succession.?® Never-
theless, the debate is still very much alive, as dis-
cussions on the cancellation of the debts incurred
under Saddam Hussein’s dictatorship show.°

As stated by Bryan Thomas, “[t]here is little doubt
that some portion of developing country debt con-

The Duvalier Foundation in Port-au-Prince, Haiti on 14™ April 2007. As a rule, former
dictatorial clans can preserve their political and economic influence beyond
regime changes. Picture: Keystone
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tracted with the World Bank is odious. Because
World Bank officials were often well aware of the
end-uses of their loans, subjective awareness of
odious lending may be relatively easy to establish.
World Bank officials have, in recent years, essen-
tially confessed that much of the post-war lending
was odious.”" This case, however, seems more dif-
ficult to make regarding IMF loans 3>

Under the doctrine of odious debt, debts that are
incurred by an undemocratic regime, without the
consent of the population, and against its inter-
ests cannot be reclaimed if the lender was aware
of these deficiencies. This is even truer when the
money borrowed was used to commit serious hu-
man rights violations. Inlight of the facts described
above, the doctrine of odious debt undoubtedly ap-
plies to the debts incurred by Jean-Claude Duvalier
when he was in power.» Nevertheless, taking into
consideration the controversial nature of this doc
trine, this defence strategy appears rather weak.

b. The Private Law Defence

Some scholars and practitioners have tried to come
up with defences that originate in private law.s+
Private law defences, however, are confronted with
one major obstacle: they require that the legal re-
lationship that created the “odious” debt, i.e., the
loan agreement, be subject to private law, i.e., do-
mestic law. But, multinational loan agreements
— such as those contracted by Duvalier — or bilat-
eral state-to-state agreements are international law
agreements against which private law defences are
useless, absent the existence of an equivalent de-
fence in international law.»

It is true that precedents exist in international
law that provide justification for the non-perform-
ance of treaty obligations, freeing the debtor state of
its responsibility, such as state of necessity, impos-
sibility, force majeure, or similar concepts3® These
grounds, however, only refer to ex-post events that
justify the termination of a binding agreement,
and do not refer to the “odious” nature of the debt
at the time the agreement was concluded.

It should be noted that ideas have been ex-
pressed regarding the application of agency law to
the relationship between a government, a popula-
tion, and a third party (i.e., the lender).” Again,
this would amount to an application by analogy of
a theory arising from domestic law, which has not
yet proven convincing under international public
law.

c. The Vienna Convention Defence
The 1969 Vienna Convention on the Law of Trea-
ties (Vienna Convention) provides certain grounds
for the invalidation of a treaty, but none of the
grounds mentioned from Article 46 to 52 (invalid-
ity of treaties) of the Vienna Convention apply to
the debts contracted by Jean-Claude Duvalier.®
Furthermore, it is worth noting that the Vien-
na Convention only applies to states and that the
1986 Vienna Convention on the Law of Treaties
between states and international organitations or
between international organisations, which pro-
vides the same grounds for invaliding treaties, is



not yet in force3 Therefore, any defence arising
out of the Vienna Convention regarding the in-
validity of a loan agreement must be recognised
under other sources of international law, such as
customary international law.

The principle stating that the violation of a norm
of ius cogens invalidates a treaty, such as that pro-
vided in Article 53 of the Vienna Convention, ar-
guably forms part of customary international law
and, as such, extends beyond the Vienna Conven-
tion.+° Thus, Article 53 seems to offer a valid de-
fence against the obligation to repay the loan debts
contracted under Duvalier’s presidency, as will be
explained below.

d. The lus Cogens Defence

Based on the principles contained in the Vienna
Convention, particularly Article 53, some scholars
and practitioners have argued that loan agree-
ments that contribute to a ius cogens violation are
invalid.# This echoes the position taken by Special
Rapporteur Mohammed Bedjaoui, who suggested
that debts that are not contracted in conformity
with international law should be considered odi-
ous and thus invalid.+*> To meet this test, however,
one has to establish a causal link between the loan
and the ius cogens violation at the time the loan was
contracted.

Although the boundaries of the ius cogens con-
cept are debated, the current consensus seems to
include the outlawing of wars of aggression, the
prohibition of crimes against humanity, genocide,
torture, slaveryand apartheid, and the protection of
the right to self-determination.® Accordingly, the
numerous gross violations of human rights com-
mitted under Duvalier’s regime (murders, sum-
mary executions, torture, forced disappearances,
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etc.) should be considered violations of the rules of
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loans shows that such loans directly contributed to
the persecution of the Haitian population and, as
such, amounted to ius cogens violations.*

Based on the above, the ius cogens defence ap-
pears to be the most convincing argument in sup-
port of not repaying the loans contracted during
Jean-Claude Duvalier’s regime.

Conclusion

Jean-Claude Duvalier’s dictatorial regime caused
much suffering to the Haitian population. For
the most part, the debt constituting the heavy eco-
nomic burden resting on Haiti today originated
from the many loans Jean-Claude Duvalier con-
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Jean-Claude Duvalier while he was in power ought
to be considered “odious debts,” and hence obtain
a judgment that these loans are invalid.
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9.9 Repudiation of Debts with Several Banks
by the State of Paraguay

Sabine Michalowski

1. Summary of the Facts

From 6 November 1979 to 7 February 1989, i.e.
during the period of the Stroessner dictatorship in
Paraguay, Gustavo Gramont Berres, a Paraguayan
career consul, held the position of consul at the
Consulate of Paraguay in Geneva. A presidential
decree, Decree No. 39 808 of 27 May 1983 signed
by Stroessner, granted him the rank of Ambassa-
dor on a special mission at the Paraguayan Con-
sulate in Geneva.

Based on the presidential decree of 27 May 1983,
the Minister of Finance in Paraguay by letter of 22
May 1986 addressed to all interested parties, con-
firmed that the Ambassador Gramont Berres was
an authorised representative of the Paraguayan
Government entrusted with large powers to carry
out measures and to assume and sign documents
related to the carrying out of development projects
in Paraguay. To that effect, the Minister asked
every person, institution and organisation to give
Gramont Berres the largest possible cooperation
in the course of his mission. This special delega-
tion of powers to Gramont Berres was confirmed
by Resolution No.1205 of 10 October 1986, signed
again by the Minister of Finance. By the tenor
of that Resolution, Gramont Berres was charged
with the gestation, presentation and negotiation
of financial operations destined to finance invest-
ment projects related to the social and economic
development of the country, and had the power to
sign on behalf of the Minister of Finance and/or
his government all documents that were neces-
sary in the context of these operations.

On 23 May 1986, a Paraguayan company, Rosi
SA (R SA), concluded with MAT, an Italian com-
pany, a contract for the construction of a fruit con-
servation factory in Paraguay. By letter of 30 April
1986 emanating from the Paraguayan Ministry of
Finance and Ministry of Commerce, the directors
of R SA were assured that their project was regard-
ed as high priority in the context of the governmen-
tal policy to invest in the agro-industrial domain.
On 20 January 1987, Lapachos de San Isidro SA
(L SA), another Paraguayan company, concluded a
contract with PH, another Italian company, for the
construction of a pharmaceutical factory in Para-
guay. To finance the two projects, syndicates of sev-
eral banks were created, the Overland Trust Bank
(OTB) acting as agent of the banks in both cases.!

Notes Financing Agreements were signed be-
tween R SA and Overland Trust Bank (OTB) on
31 May 1986, and between L SA and OTB on 23
March 1987. The Agreements made the payment
of the loans subject, inter alia, to the receipt of a
guarantee, duly signed by the Government of Par-
aguay. Gramont Berres signed said guarantees,
for R SA on 5 June 1986 and for L SA on 1 Septem-

ber 1987. Both guarantees stipulated that he was
duly authorised to bind the state of Paraguay with
regard to guaranteeing the loans, made Swiss law
applicable, contained a jurisdiction clause in fa-
vour of Swiss courts; and a waiver of Paraguay’s
sovereign immunity. Gramont Berres showed the
president of OTB the decree that made him Am-
bassador on a special mission as well as the note
of the Finance Minister of 22 May 1986.

Regarding the project of L SA, the Minister of
Finance of Paraguay issued a note on 6 April 1987
which referred to the Notes Financing Agreement
signed on 23 March 1987 to confirm that L SA could
export all the currency necessary in order to make
payment to the banks. This note was confirmed
by a note of 18 October 1988 signed by a different
Minister.

On 22 August 1986, OTB and several other
banks signed a Supplementary Agency Agreement
regarding the financing of the loan to R SA and on
25 June 1987 regarding the loan to L SA.

For both projects, the contracts were amended to
reflect an increase in costs, which resulted in ad-
ditional loans and made amendments necessary to
the guarantees issued by Paraguay. On 8 April 1987,
Gramont Berres signed a document called Adden-
dum to the Guarantee issued by Paraguay on 5 June
1986 (regarding loans made to R SA). This docu-
ment states that Gramont Berres acted as an agent
of Paraguay pursuant to Decree 39 808 and Resolu-
tion 1205 of the Minister of Finance. That Resolu-
tion had been presented to the director of OTB. On
10 March, Gramont Berres signed an Addendum to
the Guarantee given by Paraguay (regarding loans
made to L SA). In a letter of 18 October 1988, the
Minister of Finance made reference to the guaran-
tee contained in the addendum of 12 February.

In a contract between R SA and MAT of 14 June
1988, the latter agreed to deliver various raw mate-
rials and equipment to R SA. As form of payment,
on 14 June 1988, R SA emitted two promissory notes,
one for the capital and one for the interest payments.
The surety on those notes stated that the Republic
of Paraguay guaranteed their payment. This was
signed by Gramont Berres and the notes had the
stamp of the Paraguayan Embassy in Switzerland.

The R SA project came off the ground, but the
factory never started to operate. The L SA project
was never carried out. While parts of the materi-
als were delivered, they were blocked for obscure
reasons in different Paraguayan ports. Both R SA
and L SA did not meet their repayment obliga-
tions. The banks turned to the Paraguayan state
to demand repayment of the loans, based on the
guarantees signed by Gramont Berres.

Stroessner was ousted in 1989. In September
1990, Paraguay expressed the view that the state
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was not bound by the agreements signed by Gra-
mont Berres as he had not been duly authorised to
bind the state. When the banks initiated proceed-
ings in Swiss courts against Paraguay, the Gov-
ernment of Paraguay argued that Swiss courts did
not have jurisdiction in Paraguay. The main is-
sues before the Swiss courts were thus the validity
of the guarantees issued by Gramont Berres in the
name of the Republic of Paraguay, and whether
Swiss courts had jurisdiction over the matter.

2. Validity of the Guarantees Issued by Gramont Berres
In order to determine whether or not the guaran-
tees signed by Gramont Berres bind the Republic
of Paraguay, it is essential to determine whether or
not he either acted as a duly authorised agent of the
country, or at least with apparent authority. In this
respect, two questions arise. First, to what extent
was it relevant to the validity of said guarantees that
Gramont Berres’ activities in relation to the guar-
antees were later regarded as criminal and fraudu-
lent by a Paraguayan criminal court? Second, were
the guarantees invalidated by the fact that the pre-
requisites of Paraguayan law concerning financial
operations by the state were not complied with?

2.1. Did the Acts of Gramont Berres Bind
the Republic of Paraguay?

2.1.1. Arguments of the Republic of Paraguay

In December 1992, a criminal court convicted Gra-
mont Berres to seven years’ imprisonment for em-
bezzlement, and the falsification and abusive use
of public instruments. Gramont Berres was also
held civilly liable for the harm caused by his abuse
of office. These convictions were confirmed by the
Paraguayan Supreme Court.

At the time when the guarantees were signed,
Gramont Berres was the president of R SA and L
SA; his wife (and niece of President Stroessner),
was vice-president of R SA. Almost all the shares
of both companies belonged to the couple. Accord-
ing to the Paraguayan Supreme Court, Gramont
Berres had falsified the documents and fraudu-
lently obtained guarantees in order to mislead the
banks so that they would make loans to the two
companies controlled by him. The Supreme Court
came to the conclusion that the Paraguayan state
had not issued any valid guarantees regarding the
loans made to R SA and L SA. In the light of Gra-
mont Berres’ criminal conviction, the Paraguayan
Government accused the banks of a violation of
their duty to exercise due diligence.

The Attorney General of Paraguay indicated that
the note of the Minister of Finance of 6 April 1987
had been falsified. As proof, he produced a copy
of the same note from the Paraguayan archives
which did not contain the words “guaranteed by
the Republic of Paraguay,” leading him to con-
clude that those words must have later been added
by Gramont Berres himself.

2.1.2. Position of the Swiss Courts?
The Federal Tribunal first of all relied on the fact
that Gramont Berres had been recognised as consul



of Paraguay in Geneva by the Swiss Foreign Office.
This presupposes that the formalities of Articles 11
and 12 of the Vienna Convention on Consular Af-
fairs had been complied with. For the Tribunal, it
followed that those who came in contact with Gra-
mont Berres could legitimately assume that he was
duly authorised to deal with them.

From the perspective of consular law, even the
designation of Gramont Berres of 27 May 1983
by the President of Paraguay as Ambassador on
a special mission and the precisions given by the
Minister of Finance on 22 May 1986 regarding
the nature of his functions were not of a nature to
cause a priori the distrust of the Europeans deal-
ing with him. Article 177(1) of the Vienna Conven-
tion on Consular Relations envisages that under
certain circumstances a consular official can, in
a state in which the sending state does not have a
diplomatic mission, be charged with carrying out
certain diplomatic acts.

The Swiss Federal Tribunal came to the conclu-
sion that even if Gramont Berres had not acted
with actual authority, Paraguay at least had to as-
sume the apparent authority with which he signed
the guarantees. As apparent authority is based on
trust, the Tribunal stressed that it requires that
the third party, i.e. the banks, could in good faith
rely on the existence of authority. According to the
Tribunal, this was the case because of the note is-
sued by Paraguay’s Minister of Finance on 6 April
1987 with regard to L SA’s project, which was is-
sued a few days after the signing of the Notes Fi-
nancing Agreement and of the guarantee by Gra-
mont Berres. As the Notes Financing Agreement
specifically referred to the need of a guarantee by
the Republic of Paraguay, the Minister of Finance
cannot be said to have been ignorant of the exist-
ence of such a guarantee. The note was accord-
ingly held to confirm without ambiguity that the
guarantee was assumed by Paraguay.

The allegation of falsification of the note made by
the Attorney General of Paraguay was not regarded
as proven. The First Instance Tribunal of Geneva
stressed that the note alleged to be authentic ends
with a comma, while the one alleged to be falsified
ends with a full stop, which made it more likely
that the latter was the original and unchanged ver-
sion of the note. It also suggested that it is easier
to falsify a document by suppressing a part than
by adding it, thereby implying that it is more likely
that the note submitted by the Attorney General,
rather than that used by Gramont Berres, was falsi-
fied. Even if the note of 6 April 1987 had been falsi-
fied, according to the Tribunal this would not have
any particular relevance, as the note of 10 October
1988, which confirmed the earlier note, contains
the same formulation regarding the guarantee by
Paraguay. The authenticity of that note had not
been questioned by the Republic of Paraguay.

While the above only expressly applies to the
project entered into by L SA, the First Instance
Court of Geneva, when reconsidering the issue,
argued that the two projects had been designed
according to the same financing scheme and
that there were no reasons to believe that what

applied to one of them did not also apply to the
other. Based on these observations, the Tribunal
concluded that Gramont Berres had acted as an
authorised agent of the Paraguayan Government.
As the projects which formed part of the guaran-
tees fit into the government’s policy of developing
industries in the national territory, the state had
an interest in their realisation. The Tribunal took
Paraguay’s argument that the special powers vest-
ed in Gramont Berres by the past government are
not valid, as internal law had been disregarded,
to mean that Paraguay impliedly accepted that the
then government had, in fact, vested these powers
in him.

2.2. Non-compliance with Internal Paraguayan Law
According to Paraguayan law, the state cannot give
a guarantee unless strict procedural requirements
are adhered to: The Committee of the National
Economic Council consisting of the President, the
Minister of Finance, the President of the Central
Bank, the Minister of Agriculture and the Secre-
tary of Economic Planning decides whether and
for which purpose to issue a guarantee. A decree
of executive power determines the official who is
authorised to sign the guarantee after the adoption
of an ad hoc law by the national Congress. To car-
ry out the operation, an economic opinion by the
Central Bank is necessary, again after the adoption
of an ad hoc law by the national Congress. Lastly,
it is necessary to receive the legal opinion of the
Prosecution Office of the Republic about the ex-
equatur of the contract on Paraguayan territory. It
seems uncontroversial that this procedure was not
followed.

2.2.1. Arguments of the Republic of Paraguay
Paraguay argued that Gramont Berres could not
validly bind the country, as its internal laws had not
been complied with. The banks were accused of
a violation of their duty to exercise due diligence,
as they could or should have known that the state
could not bind itself financially on the basis of a
presidential decree and a resolution of the Minis-
ter of Finance.

2.2.2. Position of the Swiss Courts

The Swiss courts rejected these arguments. In
analogy with Article 1777 of the Conflict of Law Act
(Loi fédérale sur le droit international privé), if one
of the parties to an arbitration convention is a state
or a state-controlled enterprise, that party cannot
invoke its own internal law to call into question
whether a case can be subject to arbitration, or to
challenge its own capacity to be a party to an ar-
bitration. Abundant jurisprudence in the context
of international arbitration shows that arguments
based on violations of internal law are systemati-
cally rejected and that in the international context,
contractual relations are governed by the princi-
ples of good faith and pacta sunt servanda. The
agreements signed by Gramont Berres therefore
bind the state of Paraguay according to Article
32(1) of the Law of Obligations (Code des Obliga-
tions), even though they did not comply with the



prerequisites that the Constitution of Paraguay
requires in such cases.

3. Sovereign Immunity and the Jurisdiction of
Swiss Courts over the State of Paraguay

3.1. Arguments of the Republic of Paraguay

Paraguay argued that Swiss courts had no juris-
diction over the Republic of Paraguay and could
therefore not make the state party to judicial pro-
ceedings or issue decisions against the state with-
out the state’s consent. While the guarantees at
issue contained a foreign jurisdiction clause in
favour of the jurisdiction of Swiss courts and fur-
thermore a waiver of sovereign immunity on the
part of Paraguay, these guarantees were not valid.
The clauses that relate to jurisdictional issues were
thus equally void and could not give Swiss courts
jurisdiction over the Republic of Paraguay.

3.2. Position of the Swiss Courts

The Swiss Federal Tribunal started its discussion
with some general considerations on its under-
standings of the law on state immunity. In this re-
spect, it referred to its own jurisprudence, which,
since 1918, had adopted a restrictive concept of
state immunity3 It does not regard state immu-
nity as an absolute principle, but rather sees it as
only applicable with regard to issues that involve
acts of foreign states that must be regarded as iuris
imperii. Acts iuris gestionis, on the other hand, do
not benefit from state immunity. Into which of the
two categories a state act falls in an individual case
depends on the nature of the operation and here,
in particular, on whether it can only be carried
out by a public authority exercising its sovereign
powers, or whether it can equally be undertaken
by private parties. According to the Tribunal, acts
such as the taking up of loans by the state or the
Central Bank as well as other commercial activi-
ties have to be regarded as iure gestionis* to which
diplomatic immunity does not attach.

Applying these considerations to the issue at
hand, the Tribunal argued that the guarantees
of the bank loans are commercial activities and
therefore must be classified as iure gestionis. Ac-
cordingly, Paraguay cannot rely on sovereign im-
munity in this respect. The question of whether
Paraguay had validly waived its sovereign immu-
nity was therefore regarded to be irrelevant, given
that Paraguay did not enjoy immunity in this mat-
ter that could be waived. However, this was only a
theoretical issue, given that the Tribunal moreover
considered the guarantees, including the waiver
of sovereign immunity, to be valid and binding.

On 3 September 2004, after proceedings in sev-
eral Swiss courts, the Civil Chamber of the Court
of Justice of the Canton of Geneva issued a judge-
ment against Paraguay, requesting the state to pay
a total of CHF 36.7 million, and EUR 30.7 million
to several banks because of the guarantees issued
by Gramont Berres.

4. Presidential Decree 6295, Repudiating the Debt
On 26 August 2005, Paraguay issued a Decree in
which it postulates its official position with regard

to the Swiss judgments. The Decree rejects the
judgment of the Swiss Court that obliges the state
to pay off the above-mentioned sum. In order to
justify this position, the Decree refers to the state-
ments and reports issued by various public author-
ities in Paraguay which all came to the conclusion
that Paraguay should reject the payment of the
debt. This was because Paraguay never waived its
sovereign immunity;s the Swiss Courts arbitrarily
tried to hold the Republic of Paraguay liable for
the debts of private companies;® the guarantees
could not bind the state, as the internal legal re-
quirements for issuing valid guarantees had not
been met” and Gramont Berres was not author-
ised to represent the Republic of Paraguay and to
issue guarantees in its name;® crimes cannot give
rise to legal obligations;? Gramont Berres acted in
collusion with the banks that now demand pay-
ment from Paraguay;® and the illegitimacy and
illegality of the documentation produced by Gra-
mont Berres makes the documentation unusable
in legal proceedings against the government.”

The Presidential Decree concludes that from all
this it follows that the debt that was the subject
of the decision “constitutes a spurious and ille-
gitimate debt whose recognition is inadmissible
because of its illicit origin. It regards the Swiss
judgement against the state of Paraguay as a clear
case of denial of justice because of its manifest ar-
bitrariness and obvious injustice.”>

5. Legal Analysis

To present a legal analysis of this case is rather dif-
ficult, as the main material that is available both
with regard to the exact facts of the case and the
legal arguments of the various parties involved
stems from the judgments of the Swiss courts.
The Presidential Decree of 2005 and a few news-
paper articles contribute some additional mate-
rial, but contain little information with regard to
the relevant facts of the case. Unfortunately, the
criminal court judgment against Gramont Berres,
which might have shed some light on some of the
important issues, is not available.

5.1. Sovereign Immunity and the Jurisdiction of Swiss
Courts Over the State of Paraguay
The analysis of the Swiss courts in this respect

seems to be without flaws and nothing needs to
be added.

5.2. Did the Acts of Gramont Berres Bind the Republic
of Paraguay?

5.2.1. Actual Authority

If Gramont Berres had acted with actual authority
to sign guarantees on behalf of Paraguay, these
would, in principle, be binding for the state. The
question of whether a state official acted with ac-
tual authority is usually governed by the domestic
law of that state, even if the legal problem at is-
sue is otherwise governed by the law of a different
country. Thus, it would depend on the law of Para-
guay whether or not Gramont Berres had the legal
authority to sign guarantees that bind the state. At



first sight, one could think that such authority could
be based on the Stroessner decree which made him
Ambassador on a special mission, or on the vari-
ous notes issued by Paraguayan Ministers which
authorised him to sign documents on behalf of the
state related to development projects to be carried
out in Paraguay. However, according to the Consti-
tution of the Republic of Paraguay, actual authority
to validly carry out such acts cannot be conferred
on an individual by a Minister, nor even by the
President himself. Instead, several formal require-
ments need to be complied with which, in this case,
were clearly ignored. Gramont Berres therefore did
not have actual authority to bind Paraguay in the
transactions at issue. The lack of compliance with
the internal law of Paraguay resulted in Gramont
Berres not acting with actual authority.

5.2.2. Apparent Authority

The question of whether Gramont Berres acted
with apparent authority is more complex. Appar-
ent authority means that an agent, without being
vested with actual authority, carries out a trans-
action in the name of a principal; that the other
party could and did in good faith rely on the ap-
pearance of authority to act for the principal; and
that the principal has some responsibility for the
fact that it appeared that the agent had authority to
act on its behalf.*

When signing the guarantees, Gramont Berres
acted on behalf of the state of Paraguay, not in his
own name. According to the Swiss tribunals’ find-
ings of fact, he showed the president of OTB the
presidential decree as well as the ministerial notes
that gave him vast powers to represent the state in
the context of development projects, including that
of signing relevant documents. He thus clearly at-
tempted to give the impression that he was duly
authorised to represent the state.

What is more difficult to establish is whether it is
the banks or the Republic of Paraguay who should
bear the consequences of the lack of actual author-
ity. There is fundamental disagreement between
the Republic of Paraguay and the Swiss court on
this issue. To summarise the two positions briefly,
Paraguay was of the view that the banks did not act
with due diligence regarding the lack of authority
and the non-compliance with internal Paraguayan
law. The state also strongly relied on the fact that
the relevant acts of Gramont Berres were later
found to be fraudulent and gave rise to a criminal
conviction.

The Swiss tribunals, on the other hand, argued
that Paraguay contributed to the appearance that
Gramont Berres acted with authority, in that he
was officially recognised as consul of Paraguay in
Switzerland; the President of the State issued a de-
cree making him Ambassador for special affairs;
several notes issued by Paraguayan Ministers
conferred on Gramont Berres the power to sign
documents with regard to developmental projects;
by letter of 30 April 1986 emanating from the
Paraguayan Ministry of Finance and Ministry of
Commerce, the directors of R SA were assured
that their project was granted high priority in the

context of the governmental policy to invest in the
agro-industrial domain; and the note of the Min-
ister of Finance of Paraguay of 6 April 1987 con-
firmed that L SA could export all currency that was
necessary in order to make payment to the banks.
In the light of the foregoing, it is indeed difficult to
argue that Paraguay did not contribute to the crea-
tion of the appearance that Gramont Berres was an
authorised representative of the state.

The Attorney General of Paraguay alleged that
the note of the Minister of Finance of Paraguay of
6 April 1987 had been falsified by Gramont Berres,
in that he was said to have added the words “guar-
anteed by the Republic of Paraguay.” However, as
the First Instance Tribunal of Geneva stressed, a
note of 10 October 1988 whose authenticity had
not been questioned by the Republic of Paraguay,
confirmed the earlier note and contains the same
formulation regarding the guarantee by Paraguay.
Moreover, the falsification of that one note would
not change the conclusion discussed above that
officials of Paraguay created an appearance that
Gramont Berres was authorised to represent the
state concerning the guarantees signed by him.

One question that might nevertheless be raised
is that of the extent to which Gramont Berres ap-
peared to be authorised to carry out the particu-
lar transactions at issue, i.e. to sign guarantees of
loans on behalf of the state. None of the official
documents that conferred powers on him specifi-
cally refers to this matter. However, it could be ar-
gued that Resolution No. 1205 of 10 October 19806,
signed by the Minister of Finance and confirming,
inter alia, that Gramont Berres had the power to
sign, on behalf of the Minister of Finance and/
or his government, all documents that were nec
essary in the context of operations destined to fi-
nance investment projects related to the social and
economic development of the country, might be
understood to create an appearance of the power to
sign guarantees on behalf of the Paraguayan state
with regard to loans that financed such projects.

Nevertheless, a possible way of reaching the con-
clusion that the guarantees did not bind Paraguay
might be to demonstrate that the banks could not
in good faith rely on the appearance of authority.
With regard to the question of whether the banks
failed to apply due diligence with regard to Gra-
mont Berres’ authority to sign the guarantees on
behalf of Paraguay, the answer depends on the due
diligence standards that are applicable to this kind
of transaction.’s The Swiss tribunals were clearly
of the view that the banks could in good faith rely
on the documents that conferred authority on Gra-
mont Berres and had no reason to carry out any fur-
ther inquiries in this respect. Whether this is true
might, to some extent, depend on whether there
were any suspicious elements about the range of
powers vested in him that should have prompted
the creditors to carry out further investigations.

An issue that was not at all considered in the
Swiss judgments and with regard to which it is not
clear whether Paraguay in fact raised it, is to what
extent more stringent due diligence standards
could apply because of the specific circumstances



of the transactions. One could think here, in par-
ticular, of the fact that Gramont Berres was the ma-
jority shareholder of both companies whose debts
he committed the republic of Paraguay to guaran-
tee. Thus, the question is to what extent this fact
should have been detected by the banks and raised
suspicions with regard to his role in the transac
tions, which might have raised the due diligence
standards. Furthermore, one might argue that the
fact that the Stroessner regime was a dictatorship
and as such particularly prone to corruption might
have raised the level of due diligence to be applied
by the banks.*

Another issue to be discussed is the relevance
of non-compliance with internal Paraguayan law
in the context of apparent authority.” The Swiss
courts relied here on the widely applied principle
that a state party cannot invoke its own internal
law to question that an action was invalid, or to
challenge its own capacity to be party to an arbi-
tration. With regard to the former, Article 46(1)
of the Vienna Convention on the Law of Treaties,
though only for the situation of treaties between
states, holds in Article 277 headed “Internal law and
observance of treaties”:

A party may not invoke the provisions of its in-
ternal law as justification for its failure to perform
a treaty.

This rule is without prejudice to article 46. Arti-
cle 46, in turn, stipulates that:

1. A State may not invoke the fact that its consent
to be bound by a treaty has been expressed in vio-
lation of a provision of its internal law regarding
competence to conclude treaties as invalidating
its consent unless that violation was manifest and
concerned a rule of its internal law of fundamen-
tal importance.

2. A violation is manifest if it would be objectively
evident to any State conducting itself in the matter
in accordance with normal practice and in good
faith.

Thus, in analogy with the provisions of the Vi-
enna Convention on the Law of Treaties, Paraguay
could only rely on the lack of authority under Para-
guayan constitutional law if it could be established
that this violation of internal law was objectively
evident to the banks in line with the requirements
of Article 46(2). In the particular context of the
Vienna Convention, an invalidity of a treaty under
this provision is such a rare occurrence that most
textbooks do not even discuss it. As stated by Aust,
the form in which the provision is drafted (may
not invoke ... unless) emphasises “the exceptional
character of the cases in which this ground might
be invoked.”® In Cameroon v. Nigeria, the Inter-
national Court of Justice had to decide, inter alia,
whether a treaty concluded by the Nigerian Head
of State was invalid on the grounds that Nigeria’s
Supreme Military Council had not ratified it as
required by the Nigerian Constitution. While the
Court accepted that “[t}he rules concerning the
authority to sign treaties for a State are constitu-
tional rules of fundamental importance,”® it did
not regard the violation as manifest. In response
to Nigeria’s argument “that Cameroon knew, or

ought to have known, that the Head of State of Ni-
geria had no power legally to bind Nigeria without
consulting the Nigerian Government”, the Court
noted “that there is no general legal obligation for
States to keep themselves informed of legislative
and constitutional developments in other States
which are or may become important for the in-
ternational relations of these States.” While this
case concerns the specific case of a treaty between
states and of the action of a Head of State to whom
the assumption of being vested with powers to
adopt a treaty applies,* it shows the restrictive ap-
proach of the Court when applying the exception
in Article 46.

Some early arbitration cases that discuss the va-
lidity of obligations that were incurred by state or-
gans acting ultra vires,>> however, might support an
argument that transactions that were not taken up
in compliance with the domestic constitutional law
of the state party could be invalid under interna-
tional law. In one case, for example, the President
of Venezuela had authorized the Venezuelan con-
sul in New York to enter into certain contracts. The
tribunal held that the validity of the contracts de-
pended on whether the President who had issued
an authorization with an “anticipatory all powers
clause,” had himself the power to enter into such
contracts. Given that under the Venezuelan Consti-
tution the legislature had the exclusive competence
to conclude contracts in the particular subject mat-
ter, the contract was found to be ultra vires and the
claim against Venezuela was rejected.”

Similarly, in the Tinoco case,* a cabinet mem-
ber of the Tinoco Government of Costa Rica had
entered into a concessionary contract with a for-
eign corporation. The contract was then author-
ized by the President and approved by the Cham-
ber of Deputies. Taft, the U.S. Chief Justice who
was the arbitrator in that case, argued that the va-
lidity of the contract had to be determined accord-
ing to the law of Costa Rica in existence at the time
of its making. The contract contained provisions
concerning taxes, so that, according to the Costa
Rican Constitution, the approval of both Houses
of Congress, not just that of the Lower Chamber,
was required. As the senate had not approved (or
disapproved) the contract, it was invalid, and Taft
took it for granted that the nullity of the contract
based on domestic constitutional law had the ef-
fect of invalidating the contractual claim of the in-
ternational concessionary.> Based on these cases,
it would seem as if Paraguay might be able to in-
voke Gramont Berres’ lack of authority based on
non-compliance with its own constitutional law.

However, other cases make the prospect of suc-
cessfully relying on such non-compliance rather
unlikely. In a case in which a U.S. Consul in India
had appointed a lawyer to render legal services to
the United States, and in which the U.S. Govern-
ment refused to pay the fees on the grounds that
the Consul had not been authorized to employ the
lawyer on behalf of the government, the tribunal
decided that:

Whatever at the outset was the authority of the
United States Consul to employ an attorney at the



expense of the United States Government, it is
plain from the correspondence referred to above
that that government was perfectly aware ... of
Hemming’s employment in a prosecution initiat-
ed solely for its benefit, that it did not object in any
way whatever during the progress of the case to the
steps taken by its Consul but appeared implicitly
at all events to approve of those steps and of Hem-
ming’s employment. This Tribunal is, therefore,
of the opinion that the United States is bound by
the contract entered into, rightly or wrongly, by its
Consul for its benefit and ratified by it.2°

In another case, Aboilard,* a concessionary con-
tract entered into between a French company and
several Haitian Secretaries of State in the name
of the Haitian Government, was later repudiated
by that government on the grounds that it had not
been submitted to the legislature and was therefore
void under domestic law. The tribunal accepted the
invalidity of the contract under domestic Haitian
law. However, it held that while the contract itself
could therefore not produce any legal effects, Haiti
was internationally liable for the repudiation of the
contract, because the government was responsible
for the legitimate expectations created by govern-
ment officials in the validity of the contract. In a
case in which the Venezuelan government declared

1 In both cases, an Italian insurance company also guaranteed
the loans. While in the cases discussed in this paper, the
banks sued not just the Republic of Paraguay, but also the
insurance company, for the purposes of this paper the role of
the insurance company is not relevant and will therefore not
be taken into account in the analysis.

2 References to the Swiss decisions refer to the decision of
the Swiss Federal Tribunal of 20 August 1998, BGE 124 1II
382; First Instance Court of Geneva of 23 October 2003
(JTP1/12153/2003) (unpublished); the decision of the Court
of Justice of Geneva of 3 September 2004 (C/9970/1995)
(unpublished).

3 BGE 124 111 382, at 388.
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a contract to be void on the ground that it had not
been submitted by the executive for legislative ap-
proval as required by the country’s Constitution, it
was held that this omission should not be ascribed
to the other party to the contract, but rather to the
Venezuelan executive to whom the compliance
with said formality corresponded.?®

Based on these cases it could be argued that
the reasons for the invalidity of the obligations lie
with Paraguay and that the Paraguayan state can
accordingly not escape liability, even if the guaran-
tees were to be regarded as invalid under domestic
law. Indeed, with respect to apparent authority, it
seems to be decisive whether the other party was
acting in good faith with regard to the representa-
tions made by the state. In order to be able to rely
on good faith, the other party must have trusted
in the appearance of original authority or of rati-
fication. It must further have applied reasonable
care in order to ascertain the authority of the state
official, and the amount of care required seems
to depend on the expertise of the creditor and the
importance and the subject matter of the con-
tract.?© The outcome of Paraguay’s challenges to
the validity of the loan agreements based on un-
constitutionality would then depend on the good
faith of the country’s creditors.
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Conclusions by the editors

First, we wish to emphasize that our conclusions
reflect the points of view of civil society campaign-
ers who are not legal experts, but who have been
working for a number of years on the issue of il-
legitimate and odious debt. Moreover, the conclu-
sions primarily reflect the editors’ point of view
which may differ from the individual opinions of
the authors of this book.

As Charles Abrahams states in Chapter 1, the
results of our legal case studies confirm that the
concept of illegitimate debt can be associated with
certain norms and rules in domestic and interna-
tional law, which may be then invoked as a legal
basis for non-payment or debt repudiation. The
expansive concept of illegitimate debt, though it
does include legal considerations, is first and fore-
most a political concept which also relies greatly
on moral considerations. The results demonstrate,
though, that most of the cases here are considered
not only illegitimate and odious, but also illegal,
because they breach contracts and regulations and
violate international treaties, as well as peremptory
norms and general principles of international law.

1. Summary of the legal remedies by the authors

1.1 Medical waste incinerators in the Philippines:
intergenerational responsibility

Luke Espiritu considers the environmental impact
in connection with the debt created by the sale of
Austrian medical waste incinerators to the Phil-
ippines. He refers to a number of international
environment treaties to prove that the sale of this
equipment was made in breach of existing laws and
regulations. He also argues that the Bank of Aus-
tria was in a position to know that the equipment
would not pass international standards for incin-
erator emissions. As a legal remedy for the case he
proposes legal action by citizens, if the state is not
willing to raise claims. In Philippine jurisdiction,
citizens’ suits have been filed and have resulted in
the nullification of government acts, laws or con-
tracts which are contrary to law, the constitution
or public policy. In Philippine case law there also
exists the interesting concept of intergenerational
responsibility which means that people can file
class suits on behalf of the well-being of their own
and succeeding generations.

1.2 Yacyreta in Paraguay:

general principles of international law

Maurizio De Martino points out the lack of due di-
ligence and corruption in the case of the Yacyreta
dam. Better due diligence would have enabled the
creditors to foresee the negative consequences of
the project, especially as dictatorial and authori-
tarian regimes were involved. For his legal argu-

mentation he relies on the general principles of
law, especially good faith, gross disparity, clean
hands and also ‘inadimplenti non est adimplen-
dum’ (one has no need to respect its obligation
if the counter-party has not respected its own).
Moreover, he shows that there exist illegitimate
relationships not only between the North and the
South but also within the South. In the relation-
ship between Paraguay and Argentina, the former
has lost sovereignty over energy resources and is
selling energy at below market price to the latter.

1.3 Inga in the DRC: Lack of due diligence, contractual
imbalance, good faith and unlawful cause

In the case of the Inga dam project in the Demo-
cratic Republic of the Congo, Eve Tessera accuses
the banks involved of a total absence of due dili-
gence, especially with regard to their duty to inform
and advise. According to French case law on unin-
formed customers, a bank has a legal obligation to
caution its customers by reason of their financial
standing and the risks of indebtedness arising
from the granting of the loan in question. Tessera
also observes a patent contractual imbalance, espe-
cially as the construction companies and technical
assistants were released from all liability. Thus, all
the risks involved in the project were transferred
to the former Zairian State and the foreign banks.
In addition, the poor execution of the Inga dam
project constitutes a breach of the duty of good faith
and a failure on the part of the German concession-
aire to comply with the contract. Moreover, Tessera
points out that the validity of a contract requires the
existence of a legal cause which complies with na-
tional or international public order. The cause of a
loan agreement may be understood as the end-use
of the borrowed sums. In the case of the Inga dam
it is undeniable that many contracts contributed to
the personal enrichment of dictator Mobutu and
his entourage. This renders such contracts null
and void.

1.4 Drinking water in Guayaquil/Ecuador:

Breach of UNIDROIT principles

In the case of the modernization of the drinking
water facilities in the Ecuadorian city of Guayag-
uil, Maurizio De Martino argues that Ecuador was
in a state of emergency because Guayaquil was
suffering a water crisis and the lenders (a Spanish
consortium of private companies and the World
Bank [WB]) exploited this situation. For his legal
remedy, he refers to the UNIDROIT principles
of international commercial contracts, where it
is said that one party may avoid a contract if the
other party has taken unfair advantage of the first
party’s dependence, economic distress or urgent
needs. Although the UNIDROIT principles are



not binding rules, they are generally accepted as
a source of law by arbitration tribunals. Moreover,
De Martino is convinced that the conditionalities
of the WB regarding privatisation breached the
constitution of Ecuador. In his eyes, these ele-
ments combine to make the underlying contracts
highly questionable.

1.5 Laniado de Wind in Ecuador:

Breach of UNIDROIT principles and unjust enrichment
De Martino also investigated the case of the Marcel
Laniado de Wind power plant (as part of the Daule
Peripa dam), about 130 km north of Guayaquil. He
believes that the Italian Government did not pro-
ceed in accordance with existing regulations and
did not demonstrate necessary consideration of the
possible environmental and social impacts when it
financed this project. He also points out the exces-
sive increase in costs and the possibility of fraud.
For De Martino, there are a number of possible le-
gal avenues to pursue, which include the breach of
Italian guidelines on development cooperation and
breaches of WB guidelines. Furthermore, it has
been proved that the equipment delivered did not
correspond to the technical features in the original
contract. Besides invoking some general principles
of international law, such as that of good faith, De
Martino believes that the most promising avenue
to pursue is that of possible fraud. Once again he
refers to the UNIDROIT principles of internation-
al commercial contracts, where it is said that one
party may avoid a contract when it has been led to
cancel the contract due to the other party’s fraudu-
lent behaviour. He also refers to the Italian civil
code regarding unjust enrichment.

1.6 Swedish Coast Guard Ships in Liberia:

Lack of due diligence, excessive increase of costs
Charles Abrahams explains that at the time of sale
of three Swedish coast guard vessels to the govern-
ment of Liberia, the Swedish shipbuilding industry
was experiencing a decline, whilst the government
of Liberia had become increasingly unpopular due
to claims of rampant corruption and human rights
violations. He concludes by making the argument
that, based on the notion of illegitimacy, the export
credit guarantee provided by Sweden'’s export credit
agency Eksportkreditnamnden (EKN) was illegiti-
mate. EKN should have foreseen that the political
and economic risk faced by Liberia may hold impli-
cations for its ability to honour payments under the
loan agreement with BK-Banken. A higher degree
of due diligence would have been required by EKN
before providing the loan, which according to Abra-
hams seems not to have been the case. Moreover it
is highly questionable as to whether the interest of
more than USD 22 million that EKN has charged
over the last 30 years is legally legitimate.

1.7 Oil-backed loans in Congo Brazzaville:

Unlawful cause, duty to warn, breach of banking
regulations

In the case of the oil-backed loans of the Repub-
lic of Congo (Congo Brazzaville), Maud Perdriel-
Vaissiere sees two possible civil remedies based

on French law — tort and contract litigation. She
hereby follows the same line of argument as her
Sherpa colleague and co-author, Eve Tessera. Per-
driel-Vaissiere argues that there is nullity of the
oil-backed loan contracts due to the illegitimacy
of the cause. According to French Civil Code, all
agreements must have a lawful cause on pain of
nullity. In this case, the end-use of the borrowed
funds was the personal enrichment of President
Nguesso and his family. In French law, unlawful
cause is a useful remedy, as according to Perdriel-
Vaissiere, it is not necessary to produce evidence
that the private creditor was aware of the end-use of
the funds in order for the contract to be cancelled.
Moreover, legal action is not reserved exclusively
to the parties to the contract. The second possible
legal avenue is the contractual liability of banks in
the granting of abusive loans. Banks must comply
with their duty to warn, which consists of warning
uninformed borrowers about the risks involved in
loans and indebtness and refusing the requested
loan if the risks are deemed too great. According
to French case law, any third party affected by oil-
backed loans is entitled to file a suit, if the breach
committed by the private creditor caused that third
party harm. A third legal avenue concerns the
breaches of banking regulations.

1.8 The Concept of lllicitness and the Case of
Multilateral Loans in Ecuador

Ramiro Chimuris carves out the concept of illicit-
ness as a legal category, distinct from illegitima-
cy, which could serve to mitigate the tension that
exists between the importance of binding legal
instruments and nonbinding legal instruments
within challenges to the legitimacy of foreign pub-
lic debt. He suggests that general legal principles,
such as those that are recognized by major legal
systems and form the basis of international law,
could reach a level of importance similar to that
of binding legal instruments in developing argu-
ments to challenge the legitimacy of debt.

After defining the distinction between illicitness
and illegitimacy, Chimuris writes about the nullity
of contracts under international law and under
the Calvo Doctrine, concluding that an agreement
made in violation of fundamental rights guar-
anteed by the constitution of a country or by the
norms of international human rights law should
be considered null. The author then discusses
when individuals can be subjects of international
law and how investors have become new subjects
of international law within the arbitration system
of the International Centre for the Settlement of
Investment Disputes (ICSID).

Lastly, the author brings some of the abovemen-
tioned theoretical discussions into a practical con-
text through a discussion of Ecuador’s public debt
audit. He explains that auditors found breaches of
internal law and international conventions, inter-
ference with national sovereignty, and acts con-
trary to various legal doctrines in Ecuador’s his-
tory of multilateral foreign debt. The contracted
obligations that served as the basis of Ecuador’s
foreign debt, Chimuris concludes, suffered from



illicitness in the cause (motive to enter into a con-
tract) and in the object (subject matter of the obli-
gations). Thus, they are not enforceable.

1.9 Apartheid in South Africa: Violation of binding
international agreements

In 1977, the United Nations General Assembly de-
clared apartheid a crime against humanity. Nev-
ertheless, in the case of South Africa’s apartheid
debt, Charles Abrahams argues that a broad de-
fence based on the financing of apartheid would
have been difficult based on international law, be-
cause the “International Convention on the Sup-
pression and Punishment of the Crime of Apart-
heid” was not a resolution by the Security Council,
nor was it adopted by Western governments. As
apartheid debt consisted almost exclusively of
foreign commercial loans and sovereign bonds,
Abrahams sees the opportunity to file a claim in
a domestic court, wherever a direct link between
any given loan and the violation of binding inter-
national agreements and regulations can be estab-
lished. He cites several examples, such as that of
the German company Rheinmetall, who presum-
ably violated the United Nations compulsory arms
embargo during that period.

1.10 Multilateral debts in Haiti:

Peremptory norms of international law (ius cogens)
The only legal case study which refers exclusively to
peremptory norms of international law (ius cogens)
concerns the debt accumulated during the regime
of ‘Baby Doc’ Jean-Claude Duvalier in Haiti. San-
drine Giroud provides evidence that Duvalier stole
enormous amounts of public money and that he
financed the ‘Tontons Macoutes’ paramilitary or-
ganization, which killed thousands of people, with
aid credits. As most of the loans came from the
WB and the International Monetary Fund (IMF),
she argues that it is very likely that these loan
agreements included an arbitration clause. If this
be the case, it would be possible for Haiti to bring
its contentions before an arbitral tribunal consist-
ing of arbitrators from the WB, the IMF and Haiti
itself. Giroud holds that the scope of action of the
WB Inspection Panel appears rather narrow, given
its limited references to human rights. For Giroud,
the most promising legal remedy lies in the ius co-
gens approach. It is evident to her that the numer-
ous human rights violations during the regime of
Jean-Claude Duvalier should be considered as ius
cogens violations. The principle stating that the vio-
lation of a norm of ius cogens invalidates a treaty,
such as that provided in Art. 53 of the Vienna Con-
vention, forms part of customary international law
and, as such, extends beyond this Convention that
only refers to states but not to international organi-
sations. Thus, Art. 53 offers a valid defence against
the obligation to repay the debts contracted under
Duvalier’s regime.

1.11 Gramont Berres and the debt of Paraguay:
Possible lack of due diligence

In the case involving several private banks
against the State of Paraguay, Sabine Michalowski

agrees with the Swiss Federal Court that even if
the former consul of Paraguay in Geneva, Gustavo
Gramont Berres, did not act with actual author-
ity, Paraguay at least had to assume the apparent
authority with which he signed the guarantees for
the contracts. A crucial question in the dispute
between Paraguay and the banks, which was arbi-
trated by the Swiss courts, is whether a country or
state may invoke its own internal law to question
whether or not an action was invalid. Paraguay
says yes; the Swiss courts say no. After refering to
different case laws for and against the position of
Paraguay, Michalowski concludes by saying that
with respect to apparent authority the deciding fac-
tor is whether the other party acted in good faith
regarding the representations made by the state.

2. Main points of discussion

The results of the case studies allow us to identify
the following legal avenues for addressing illegiti-
mate and odious debt:

Promising legal avenues

« Lack of due diligence and the duty to inform
and warn.

« Breach of general legal principles such as good
faith.

« Breach of domestic law and constitution.

« Breach of international treaties, principles and
guidelines.

« Violation of ius cogens norms as a part of cus-
tomary international law.

« Fraud and corruption.

Although there is a general consensus among the
legal experts in this book regarding the existence
of legal avenues in the field of illegitimate and odi-
ous debt, they have different opinions as to their
applicability. We have selected and commented
on the most important areas of dissent as well as
other points which have arisen in the authors’ mu-
tual reviews of their respective articles and in their
discussions at a meeting organized by the editors
in June 2009.

2.1 Risk distribution and creditor responsibility
One fundamental question which arises in all the
cases is that of distribution of risk between lender
and borrower. In recent years there have been in-
creasing calls for stronger creditor co-responsibil-
ity. But where does creditor responsibility end and
that of the borrower begin? This question can be
illustrated with the case of the Inga dam in the
DRC and that of Gramont Berres in Paraguay.
The Inga dam case highlights the notion of re-
sponsibility surrounding debt. The duty to inform
and warn as explained by Eve Tessera (and Maud
Perdriel-Vaissiére in Chapter 9.6) was questioned
by other authors, as it could not be expected that
the then dictator Mobutu would have acted any dif-
ferently, had he been informed about the potential
unsustainability of the loan agreement. Of course
this doesn’t mean that these authors believe that
the lenders were therefore under no obligation to
inform. While it is clear that a causal link must be



established between the failure to inform and the
damage caused, the problem remains that there
still exists the possibility that informing could
have prevented the damage. A more basic ques-
tion comes up here: Should we trust a dictator and
should we give loans to such a regime? Many civil
society organizations today agree that all loans to
dictatorial regimes should be considered illegiti-
mate and odious.!

A further question is, under what circumstan-
ces can a creditor be held accountable for an un-
sustainable loan? Is an unsustainable debt au-
tomatically an illegitimate and illegal debt? The
criteria of IMF and WB for assessing debt sustain-
ability under the multilateral debt relief initia-
tives focus almost entirely on the ability of debtor
countries to repay their debts?, whereas Cephas
Lumina defines ‘sustainability’ as the ability of
a country to pay back its debts without violating
basic social and human rights. This broader defi-
nition of “sustainability”, which aims at showing
debt as an impediment to development, has not
yet made its way through the financial world and
into legal regulation. However, we — as part of civil
society — fully support Lumina’s view and consid-
er any debt which is paid back to the detriment
of the poorest as unsustainable. As it is clear that
Lumina’s use of the term ‘sustainability’ differs
from that of IMF and WB, this difference should
be made more explicit in the theoretical debate.
Namely, why should a sustainable loan be defined
as a “loan sustaining development” rather than a
“loan that can be repaid”? And, most importantly,
on what legal grounds should lenders be liable
for the ‘development-friendliness’ of their loans?
These questions can and should also be answered
on the legal level.

In our case studies the authors clearly see a re-
sponsibility of the creditor in cases where there is
a lack of due diligence: if abusive loans have been
granted and damaging conditions imposed on the
borrowers. This does not, however, absolve the bor-
rowers from all responsibility. As sovereign coun-
tries and on the basis of their constitutions they are
obliged to avoid taking out loans which are not sus-
tainable for their populations, i.e. loans which vio-
late social and human rights, as defined by Lumina.
Nevertheless, it is an obligation for every creditor to
make risk assessments which conform to existing
guidelines and rules before granting loans. In the
Mobutu case it must have been obvious for the pri-
vate banks involved that any lending was at the very
least a high risk. However, it is the task of a court or
arbitration tribunal to decide whether or not these
banks behaved with the necessary prudence.

Sabine Michalowski points out that if Paraguay’s
challenges to the validity of the loan agreements
were rejected based on the argument of unconsti-
tutionality, the outcome would then depend on the
good faith of the country’s creditor, i.e. the private
banks. The Swiss tribunals concluded that Berres
had acted, if not with actual authority, at least with
apparent authority, when he signed the guaran-
tees for the contracts in the name of the State of
Paraguay. The banks could therefore, according

to the Swiss courts, rely on the fact that Berres
had acted with the authorisation of the State of
Paraguay. Furthermore, the guarantees for the
contracts in question were signed by Berres on
behalf of the State of Paraguay at a time when due
diligence rules were not widely implemented. The
banks also had no way of knowing that Berres
would later be sentenced and jailed in Paraguay.
On the other hand, it is a fact that Paraguay was a
dictatorial regime at that time and Berres the ma-
jor shareholder in the two Ecuadorian companies
which profited from the contracts with the banks.
It can be argued that the banks must have known
these facts. Should they therefore have abstained
from granting loans? Clearly, there are strong and
valid arguments both for and against the banks.

2.1.1 Due diligence

Many of the case studies in this book mention lack
of due diligence and propose arguments to estab-
lish responsibility on the side of the lenders. As
far as the private sector is concerned, at the begin-
ning of the new millennium a large number of
countries still showed deficiencies in the ‘know-
your-customer’ (KYC) policies for banks. KYC po-
licies in some countries had significant gaps and
in others were non-existent3 Meanwhile, the Basel
Committee on Banking Supervision has formu-
lated broad supervisory standards and guidelines
and recommends statements of best practice in
banking supervision in the expectation that mem-
ber authorities and other nations’ authorities will
take steps to implement them through their own
national systems, whether in statutory form or
otherwise. The purpose of the committee is to en-
courage convergence toward common approaches
and standards. It will then be easier for judges and
arbitrators to decide whether a bank has acted with
the necessary due diligence in a particular case.
However, due diligence regulations regarding
loans should not only refer to the assessment of
risk but also to possible violations of human rights
and social norms.

International Financial Institutions such as the
WB and IMF have often been accused in the past
of having breached statutory duties and of causing
great damage to populations. Furthermore, their
frameworks are still challenged by many develop-
ing countries and NGOs and their arbitration pro-
cedures are criticized for not being independent
and transparent.

2.1.2 No creditor responsibility in

the systemic approach?

When Alexander Sack formulated his doctrine of
odious debt in 1927, one of his criteria for deter-
mining the odiousness of a debt was that the credi-
tor knows that the loans will be used contrary to
the interests of the population. Charles Abrahams
says that today, the expansive concept of illegiti-
mate debt marks a shift away from lender countries
having to take responsibility or co-responsibility.
According to the position of civil society groups, as
Abrahams recalls, an argument based on illegiti-
mate debt in its broadest sense implies that there



is no need for creditor awareness and by implica-
tion creditor responsibility, as the wohle system of
indebtedness is brought into question. However,
it is not clear how this systemic approach can be
practically applied in concrete cases of illegitimate
debt. When a creditor has acted in good faith, it
is hard to see how a country could repudiate its
debt and file a claim. However, if the case studies
in this book are at all representative of cases of
illegitimate and odious debt, it would be rather
naive to believe that creditors are never aware of
anything.

2.2 Sovereign states versus foreign courts

Can a contract between a given sovereign state and
other states, international financial institutions or
foreign private banks be invalidated when this con-
tract contravenes internal laws and the constitution
of this state? Does a sovereign state have the obliga-
tion to accept foreign courts and their rulings?

Ramiro Chimuris follows the line of the Ecua-
dorian Debt Audit Commission in contractual
conflicts by refusing any contract that violates in-
ternal law and by rejecting any judgement from a
foreign court against a sovereign state. Chimuris
elucidates that this apparent disregard for custom-
ary international law is actually historically rooted
in the official Latin American opposition to the
UN convention in 1964 on the settlement of invest-
ment-related disputes between States and nation-
als of other States. According to a public statement
given by a Latin American representative during
these negotiations, the planned International Cen-
tre for the Settlement of Investment Disputes of
the World Bank would institutionalize a structural
lender bias of sovereign debt management.

Not surprisingly, in the case of the private banks
against Paraguay, the Swiss courts relied on the
widely applied principle that a state cannot invoke
its own internal law to question whether an ac
tion was invalid or to challenge its own capacity to
be party to arbitration. These opposing opinions
refer both to articles of the Vienna Convention.
Because these articles are so important in this dis-
cussion we will quote them once again (see also
Sabine Michalowski’s chapter on Paraguay):

Art. 27

“A party may not invoke provisions of its inter-
nal law as justification for its failure to perform
a treaty.”

Art. 46

“I. A State may not invoke the fact that its consent
to be bound by a treaty has been expressed in vio-
lation of a provision of its internal law regarding
competence to conclude treaties as invalidating
its consent unless that violation was manifest and
concerned a rule of its internal law of fundamen-
tal importance.

2. A violation is manifest if it would be objectively
evident to any State conducting itself in the matter
in accordance with normal practice and in good
faith.”

Although not yet in force, the 1986 Vienna Con-
vention on the Law of Treaties between States and
International Organizations or between Interna-

tional Organizations adopts the same formulation
in its Art. 27 and 465

Itseems that Art. 46 leaves a door open for a coun-
try to invalidate a contract which violates internal
law, if there is clear evidence of the violation and if
the violation concerns a very important rule of law.
This, however, is a rare occurrence as Michalowski
points out in her Paraguay chapter. Nevertheless,
it seems that Chimuris and other legal experts in
South America see sufficient legal grounds in the
Vienna Convention to invalidate those contracts
which contradict internal law and constitution.
Moreover, as Michalowski shows, there have been
a number of judicial decisions in the past which
would favour the position of Paraguay. However,
these decisions were made before the Vienna Con-
vention came into effect. The various judicial deci-
sions show that the chance for success of a claim
can differ from one jurisdiction to another.

Chimuris is clear in his position that a country
should not be bound to accept foreign judges and
arbitrators as this would be an interference with
the sovereignty of the state. However, as other
legal experts argue, contracts are made with free
consent. One example is that of the 2012 and 2030
bonds issued by former Ecuadorian president Gus-
tavo Noboa in 2000. He issued these bonds to re-
finance the so-called Brady bonds issued in 1994,
after the country had defaulted on its debt the year
before, and they are governed by New York law,
with Ecuador subject to jurisdiction in New York
courts. In this case, would Ecuador have been free
to choose jurisdiction in its own country? And if
so, why did Ecuador choose not to take that op-
tion? As we don’t know all the facts of this case,
we must leave the answer to those who are better
informed. However, we are convinced that in an
unjust economic and financial system the parties
in a contract, especially if the debtor is located in
the South, are not on equal footing, as explained
later in this chapter. It will be more difficult (and
expensive) for a country in the South to obtain new
loans if it wants the condition that jurisdiction is
not in the creditor’s country.

The sovereignty approach is so far limited to
some doctrines from the South, where some jurists
of debtor countries have intellectual or practical af
filiations to debt repudiation by debtor states. The
merit of Chimuris’ contribution is that he points to
infringement on sovereignty as a third legal source
of debt contestation, a legal source which has been
little discussed internationally.

In our view, it can be argued that the low popu-
larity of the sovereignty approach lies less in any
conceptual flaw than in the political reluctance of
Northern creditor governments to seriously con-
sider this approach within the UN General Assem-
bly. Understandably, this also leads to a reluctance
among Northern legal scholars to oppose those po-
sitions most common among judges, governments
and parliaments regarding ‘free’ contracting of
debts and of repayment or restructuring modali-
ties. One fact that the case studies in this book
clearly show is that there exists a need to develop
the law, giving emphasis to the material aspects of



specific cases, i.e. the need to go beyond identify-
ing the sources of the law and to move towards as-
sessing their applicability. However, this is a very
difficult task because long-term international rela-
tions and geo-strategic interests are, to a noticeable
degree, opposed to such a development of law.°

2.3 Variable contract elements, external jurisdiction

There are, apart from conditionalities such as
privatization, two structural issues within the
sovereignty approach, namely the contracting of
variable elements (floating interest rates) and that
of external jurisdiction. The Calvo doctrine ex-
plained in this book states that sovereignty in its
broadest sense is a prerequisite for the validity of

multilateral, bilateral, or transnational contracts.
Opponents of the concept of systemic illegitimacy
of debt contracts maintain that by virtue of hav-
ing signed a contract Southern governments have
freely agreed to, for example, variable interest rates
and Northern jurisdiction. On the other hand, pro-
moters of the concept claim that there are several
factors which force debtors into disadvantageous
contracts, e.g. crony capitalism, lack of informa-
tion, the pressure to raise capital etc. A number
of pros and contras are summarized in the table
below. At the very least, the counter-arguments
show that purist contractualism in current debt
management is a convenient illusion. Of course,
any of these contra-arguments can be questioned.

Pros

Cons

Trend of interest rates is
unforeseeable for both lender
and borrower (e.g. the rise in
interest rates which occurred
due to Reagan’s arms race
policy)

Floating interest rates

Northern lenders are used to extrapolating trends of
interest rates and can finance the aggregation and
evaluation of large data sets.” Any variable contract
element® produces a highly unstable economic situation
in Southern countries and at the same time a very secure
and convenient income for the North. The contract,
therefore, is highly imbalanced and may be regarded as
legally void.

High interest rates Risk-related market rates
because of the choice
to have jurisdiction in

the South®

Investment environment with highertransaction costs and
lower (but still fair) rates of return on investment due to
lower cost of living. Lenders systematically underestimate
substantial economic risks to investment in the South
and pass them on to Southern debtors, namely the risks
of developing a market system (as opposed to betting on
future returns). Given the high risks, they should either
bear part of them or not invest in the South. However, the
thirst for investment opportunities always wins and there
is also periodically the need to invest in ‘sub prime areas’.
In these instances, lenders then claim a return on their
investment that equals Northern standards, i.e. imposing
abusive terms of trade in lending, and pass on the related
risk-taking to the Southern debtors. Investment behavior
tends towards speculative as opposed to entrepreneurial;
aimed at financial gain rather than implementation of the
projects being financed. The banking crisis has shown
that this behavior leads to socialization of losses and
privatization of proceeds. This is true for the North, but
even more so between North and South.

Jurisdiction in
the North

Agreed condition allowing

for lower interest rates,

as the risk of a Southern
jurisdiction ruling in favour of
debtors is ruled out. Northern
jurisdiction has more
experience and know-how in
case of contractual conflicts.

The creation of further instability, as there is a pluralisation
of jurisdictions the state needs to understand and to
reflect in the contract. Even Northern agents are not
always up to this task. This can force borrower states
to accept unconstitutional contract elements. It makes
debtors convenient prey to abusive contract enforcement
ifthe debts are ‘securitized’ and subsequently speculated
with or bought by a vulture fund and claimed in court.

‘Free’ contracting The official agents acted out
of free will, as equal parties

in a contract.

Pure contractualism deliberately neglects case material
of legal consideration (abusive terms of trade). Crony
capitalism in the South is a reality. Northern lenders
are part of this system, as the giving hand of corruption
they supply the bribe, e.g. commission payments for
public procurement. Southern officials are entangled in
conflicts of interest; they may have public positions and
simultaneously commit passive bribery or own companies
that profit from a contract which is clearly against the
public interest.



One could ask why there should be objection to
floating interest rates when borrowers can profit
from low interest rates just as well as lenders from
high ones. However, the point is that first, any
contractual element which is variable for at least
one party, be that floating interest rates, foreign
currency payments, commodity prices or other,
makes the contract a speculative investment for
the lender and a high risk loan for the borrower.
Second, while the lender has commercial interests
and is able to bear high volatility-related losses on
his investment, the borrower has public interests
and can bear only moderate losses, or stands to
lose the ability to provide public services and in-
frastructure. Consequently, the argument against
floating interest rates and other variable contract
elements is not that a sovereign borrower cannot
profit of slumping interest rates, but that the risk
of soaring interest rates is a sufficient reason to
disapprove of floating interest rates in sovereign
debt contracts.”® It therefore seems pertinent to
ask what real consequences these debated issues
have on development and poverty; fair contrac-
tual symmetry between lender and borrower is
only one part of the story and whether there exists
reasonable symmetry between risk and benefit of
loans is an equally important — but untold — part.

It is true for any jurisdiction that obligations as-
sumed under pressure are null and void. There
also exists a small number of legal remedies for
countries which have been forced into disadvan-
tageous and unfair contracts. We mention, for
example, the principles of good faith and equity,
the violation of public order and the UNIDROIT
Principles of International Commercial Contracts.
Some legal experts doubt that sovereign govern-
ments are never able to protect their interests in
contractual relations so loan agreements should
therefore be regarded as void. In our own view, it
is both impossible and imprudent to judge on a
general level; a pure contractualistic view is per-
haps too optimistic and does not take enough con-
sideration of the multiple pre-contractual factors,
or if the borrowers, after unconvincingly mimick-
ing poor inexperienced governments, which have
been cheated, smugly default on their debt, turn-
ing out to be abusive borrowers who eat the cake,
but don’t pay for it. It is of utmost importance to
lead this debate based only on in-depth case ex-
perience, without drawing foregone conclusions;
unfortunately, even Northern NGOs display poor
sensitivity here.

2.4 Partially odious debts?

Another question raised by the authors is how we
should take the eventual benefit of a project funded
by questionable loans into account. Do these loans
remain illegitimate, despite the fact that they have
partly benefited a country and its people? There
is, for example, the impact of the Yacyretd dam at
the border of Paraguay and Argentina. Maurizio
De Martino believes that when a project violates
human rights, any benefit becomes almost irrele-
vant. Jirgen Kaiser, on the other hand, holds that
one should take benefits into account when assess-

ing a debt. He believes that there are debts which
can be considered partially odious, such as the
case of the coast guard ships sold by the former
German Democratic Republic to Indonesia dur-
ing the Suharto regime.

2.5 lus cogens - a promising approach

It has been noted in this book that one legal ave-
nue makes the assessment of creditor responsi-
bility and benefits unnecessary; in cases where
there is a violation of peremptory norms of in-
ternational customary law (ius cogens), the deci-
sion depends on neither creditor responsibility
nor enjoyed benefits. Therefore, notwithstanding
contract law based approaches and some practical
reasons, ius cogens seems a very promising legal
avenue in cases of illegitimate and odious debt.
Both international courts and domestic courts
should take ius cogens violations into account, not
only in conflicts between states but also between
states and international organisations and even
private individuals.

The argument against a ius cogens approach lies
in the fact that there is still an open debate on the
question as to whether or not the protection of hu-
man rights should also be regarded as a peremp-
tory norm. Moreover, protection of the environ-
ment does not currently fall under ius cogens.

2.6 Direct versus indirect impact of loans

In her introductory chapter on international law,
Sabine Michalowski points out that loans which
have at least an indirect effect on human rights
violations committed by regimes should be re-
garded as odious and thus void, unless it can be
proved that the loans did not have such an effect.”
Clearly, this is an important statement because it
is often difficult to prove a direct link between a
specificloan and a human rights violation. Most of
the case studies in this book endeavor to establish
such a link. The link is established when a loan
breaches an embargo or a binding convention, as
Charles Abrahams shows in the chapter on South
Africa. However, according to Michalowski, this
would not even be necessary when it comes to
those (dictatorial) regimes which are corrupt and
violate human rights. But what of those demo-
cratically elected governments which have fallen
prey to disadvantageous and unfair contracts or
contracts which are not sustainable from a human
rights point of view? We believe that regardless of
the nature of a regime, a loan-by-loan debt audit
would be the best solution in order to avoid any
arbitrariness and to give the country or state the
necessary legitimation for any later debt repudia-
tion. Moreover, we believe that the transition to a
democratic regime should not prejudice the right
to question the legitimacy of new debts. It is the
legitimacy of the debt that counts, nothing else.

3 Lessons learned from this book

The broad definition of illegitimacy presented by
Charles Abrahams encompasses most legal and
moral considerations of illegitimate debt, includ-
ing the systemic approach. It was the challenge



of this book to explore how this broad concept
could be put into practice. The legal experts have
shown in their case studies that a number of legal
avenues and forums do exist and that private and
international law approaches can be combined.

From a practical point of view we suggest there-
fore that the focus be more on these legal avenues,
rather than dedicating too much time and energy
on further discussing the whole concept of illegiti-
mate debt.

We also believe, however, that the systemic ap-
proach deserves further research and conceptual
work in order to explore possible avenues. In June
2009, 45 representatives of NGOs from around
thirty countries from both South and North met
in Collevecchio, Italy and developed a new charter,
‘Transforming the International Financial System:
Sovereign, Democratic and Responsible Financ
ing’. This charter points the way for a systemic
change.

We also conclude that the sovereignty approach
deserves further research, especially to raise a bet-
ter understanding of it outside South America. We
fear though, that this nationalistic approach may
never be widely accepted on an international level;
the choice of jurisdiction will almost certainly
always favour either the lender or the borrower.
The solution to this dilemma could be a new Fair
and Transparent Debt Arbitration Process, as pro-
posed by Charles Mutasa in this book. This would
not only be an alternative for the very much criti-
sized arbitration mechanisms of the International
Financial Institutions and the Paris Club but also
for bilateral and commercial conflicts. It would de-

1 At the International Study and Strategy NGO-Meeting on
lllegitimate Debt in Quito/Ecuador in September 2008 the
participants agreed that the illegitimacy of a regime is a suf-
ficent basis to declare loans to such a regime as illegitimate.

2 See endnote 11 of Lumina’s chapter in this book.

3 Bank for International Settlements, Customer due diligence for
banks, October 2001. Available at: www.bis.org/publ/bcbs85.
htm.

4 See endnote 38 in Chimuris’ chapter and subheading 1.8 of
the introduction in this book.

5 Vienna Convention on the Law of Treaties between States and
International Organizations or between International Organiza-
tions of 1986. Available at: untreaty.un.org/ilc/texts/instru-
ments/english/conventions/1_2_1986.pdf

6 In Switzerland on 21 April 2009 Mark Pieth, a well-known profes-
sor for penal law, filed a complaint against the Office of the
Federal Attorney for neglecting its duty to investigate material
aspects in the Mobutu case on stolen assets. He also co-
authored the draft for the amendment bill of the Swiss Act on the
mutual international legal assistance in penal law. In this sense,
he refused to confine himself to doing his academic duties.

7 Bohoslavsky 2009, Sovereign Insolvency, Abusive Lending,
and the Distribution of Losses. The Spanish Yearbook, forth-

pend on both parties of a loan agreeing to adopt
such an arbitration clause.

It is also worth noting that some domestic laws,
such as Philippine and French law, offer possibili-
ties for the population, which is not a party to a
concrete contract, to file a claim when the content
of the contract could harm others (and even future
generations). Further research should therefore
investigate whether the law in other countries also
has such provisions.

The case studies in this book show that there
are quite a number of possible legal avenues which
could be used by debtor countries either to file a
law suit or to negotiate debt restructuring and can-
cellation with the creditors. The question arises
as to why so many countries opt to pay their debts
regardless of possible alternatives. Literature on
illegitimate and odious debt suggests that unilat-
eral debt repudiation may come at a high cost, po-
tentially cutting off future access to international
financial flows, so this is seen as perhaps not the
best way to proceed.

On the other hand, as long as there is a lack of
state practice and a lack of binding regulations re-
garding illegitimate and odious debt it is unlikely
that lenders will accept some kind of common rul-
ing or mechanism. We need more state practice
and case laws if we want the concept of illegitimate
and odious debt to become a generally accepted le-
gal doctrine. We hope therefore that civil society
groups will continue their efforts in organizing (of-
ficial) debt audits and in encouraging their coun-
tries to take political and legal measures against
illegitimate and odious debt.

Max Mader and André Rothenbiihler

For your comments on this book:
afp@aktionfinanzplatz.ch

coming, p. 24 states differences in skills and resources even
among Northern lender groups.

8 Cf. supra Perdriel-Vaissiére’s description of the debt service
with future revenues of raw material, banned by the IMF, yet
still practiced.

9 Bohoslavsky, 2009, at 22.

10 The participants at the global civil society meeting ‘Towards
Sovereign, Democratic, and Responsible Finance’ in Collevec-
chio/Italy in June 2009 agreed that if variable interest rates
are chosen, rates should be given a reasonable and fair upper
limit which must be stated in the contract.

11 Michalowski shows that this legal position has been relevant
since the second half of the 20th century; from the Nuremberg
trials to the apartheid claims. Unfortunately, in July 2009,
the competent New York court abolished this reversal of the
burden of proof of an indirect link in favor of the banks which
had financed the apartheid system and upheld only the charge
against the industry which had supplied security equipment,
because it assessed the link between supply of arms and hu-
man rights violations as sufficiently direct. This abrogation of
indirect links was contrary to the jurisdiction of the Nuremberg
trials which had extended it to the banks, assessing their
behavior as clear aiding and abetting.
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Existing Arbitration Mechanisms

Arbitration belongs to alternative methods of dispute settlement and lies between mediation and public jurisdiction.
Basically all existing arbitration mechanisms, based on their statutes, can also make legally binding decisions regard-
ing debts, be they unpayable or illegitimate. Kunibert Raffer points out that it is important to know what mandate they
have, i.e. to whom they belong (for example to the creditors). There exist many different national and international
arbitration mechanisms. The following chart gives an overview of some of the most important ones:

Permanent Court of Arbitration,
The Hague (PCA)

The PCA is part of the International Court of Justice in the Hague. Its
mediation efforts address disputes between states and disputes be-
tween private and public institutions.

United Nations Commission on
International Trade Law (UNCITRAL)

UNCITRAL has developed a model law that provides uniform rules for
the conciliation process to encourage the use of conciliation and en-
sure greater predictability and certainty in its use. This model law was
adopted by the UN General Assembly in January 2003.

International Centre for the Settlement
of Investment Disputes (ICSID)

The ICSID is part of the World Bank and offers, on the basis of a con-
vention that all member states of the Bank have to comply with, a
wide range of arbitration procedures for disputes between states and
private investors.

World Bank Inspection Panel

The primary purpose of the Inspection Panel is to address the concerns
of people who may be affected by Bank projects and to ensure that
the Bank adheres to its operational policies and procedures during
the design, preparation and implementation phases of projects. The
members of the Inspection Panel are appointed by the Board for non-
renewable periods of five years.

International Chamber of Commerce
(icc)

The ICC offers several services for commercial dispute resolution, one
is the International Court of Arbitration. In the year 2008, ICC arbitra-
tion took place in 50 countries and involved arbitrators of 74 different
nationalities.

London Court of International Arbitration
(LCIA)

The LCIA is one of the longest-established institutions for commercial
dispute resolution. Although based in London, the LCIA is an interna-
tional institution, providing, according to its website, impartial admin-
istration of dispute resolution proceedings for all parties, regardless of
their location, and under any system of law.

American Arbitration Association (AAA)

The AAA provides services to individuals and organizations wishing to
resolve conflicts out of court. Its role in the dispute resolution proc-
ess is to administer cases, from filing to closing. The AAA provides
administrative services in the United States, and abroad through its
International Centre for Dispute Resolution (ICDR).

Dispute settlement within the World Trade
Organization (WTO)

Settling disputes is the responsibility of the Dispute Settlement Body,
which consists of all WTO members. The Dispute Settlement Body has
the sole authority to establish panels of experts to consider cases, and
to accept or reject the panels’ findings or the results of an appeal. It
monitors the implementation of the rulings and recommendations, and
has the power to authorize penalties when a country does not comply
with a ruling.

OSCE Court of Conciliation
and Arbitration

The Court of the Organization for Security and Co-operation (OSCE)
was established in 1995 by the Convention on Conciliation and Arbitra-
tion. It provides a mechanism for the peaceful settlement of disputes
between states. The Court is based in Geneva. Currently, thirty-three
states are party to the Convention.

Cour Commune de Justice et d’Arbitrage
(CCJA)

Part of OHADA, the organization for the harmonisation of African com-
mercial law, the CCJA serves as a court of appeal and organizes and
controls the proper functioning of arbitration processes.



European Court of Arbitration

The European Court of Arbitration is the branch of the European Centre
of Arbitration which promotes arbitration and administers domestic
and international arbitration. Its territory is Europe, including Eastern
Europe, the Mediterranean, the Middle East and the Black Sea coun-
tries.

Commercial Arbitration and Mediation
Center for the Americas (CAMCA)

CAMCA provides commercial parties in the Americas with a forum for
the resolution of private commercial disputes and is designed to be
consistent with the North American Free Trade Agreement (NAFTA).

Sovereign Debt Restructuring Mechanism
Proposal of the International
Monetary Fund (IMF)

The proposal was rejected during the 2003 World Bank/IMF Spring
meetings. The Sovereign Debt Dispute Resolution Forum (SDDRF) would
have acted as a new dispute resolution forum for disputes among credi-
tors or between creditors and debtors.

Other Types of Alternative
Dispute Resolution

Private judging (A retired judge is appointed by parties in dispute to
preside over a “private trial”)

Rent-a-judge (hiring arbitrators [often retired judges] to hear a case)

Med-Arb (A form of arbitration in which the arbitrator starts as a me-
diator but can impose a binding decision in the event of a failure of
mediation.)

Mini-trial (Each side presents a limited version of the case before an in-
dependent neutral as they would at trial. Once the trial has concluded,
the neutral does not render a decision but instead works with the deci-
sion-makers independently with the aim of facilitating a settlement.)

Summary jury trial (A mock trial is held and a jury is selected and
presented with the evidence that would have been used at a real trial.
The parties are required to attend the proceeding and hear the verdict
of the jury. After the jury delivers its verdict, the parties are required to
once again attempt a settlement before going to a real trial.)

Early neutral evaluation (Early neutral evaluation is a process that of-
ten occurs early in the pre-trial stage. A neutral is retained by the par-
ties and counsel to assess the strengths and weaknesses of their case
and provide assistance in finding common ground in the dispute.)

Neutral expert fact finding (A neutral fact finder conducts an inde-
pendent investigation into the cause of the disagreement. The fact
finder will interview both sides, gather additional information, and then
present findings and possible solutions to the parties.)

For a complete list of ADR institutions see The American Society of
International Law (ASIL):
www.asil.org/arbl.cfm.
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Legal argument
(Case context)

Legal Instruments that can render a loa

Chapters in this hook
or reference texts

Type of loan

Absence of due diligence
(Unlawful cause, foreseeable end use of contracted loan is against
public order)

Tessera (Congo Kinshasa)

Multilateral (EEC, WB), Commercial (several European commercial banks - Société italo-Congolaise
de development industriel SICAI)

Absence of due diligence (Unlawful cause, foreseeable end use of
contracted loan is against public order - personal enrichment of
government agents)

Perdriel-Vaissiére
(Congo Brazzaville)

Commercial (French commercial banks, French and Italian oil companies, Swiss resource brokerage
companies)

Absence of due diligence (negligent technical and economical
assessment of the project, questionable public tender)

De Martino (De Wind)

Bilateral (Ecuador - Italy) / Commercial (Ansaldo-Impregilo-Icis Fiat-Equidor consortium)

Breach of International Treaties and national constitutions

Chimuris (lllicitness)

Multilateral (WB, IDB)

Clean Hands (lender knows about corruption of borrower’s agents) De Martino (Yacyretd) Multilateral (WB, IDB), Bilateral (Argentina - Paraguay), Commercial (Impregilo-Dumez)
Environmental harm as Human Rights violation (linked to forced De Martino (Yacyreta) Multilateral (WB, IDB), Bilateral (Argentina - Paraguay), Commercial (Impregilo-Dumez)
resettlement) De Martino (De Wind) Bilateral (Ecuador - Italy)

Environmental harm as Human Rights violation (right to class
actions or individual complaints sovereigns or international bodies)

Espiritu (Philippines)

Commercial (Department of Finance of the Republic of the Philippines, the Bank of Austria AG,
Vamed)

Fraud and Corruption (as foreseeable element of the performance
of the contract)

Tessera (Congo Kinshasa)

Multilateral (EEC, WB), Commercial (several European commercial banks, Société italo-Congolaise
de development industriel SICAI)

Fraud and Corruption (fraudulent over-equipment, over-pricing)

De Martino (De Wind)

Bilateral (Ecuador - Italy)

Fraud and Corruption (power to act)

Michalowski (Paraguay)

Commercial (Paraguay - Swiss Banks)

Fraud and Corruption (power to act)

De Martino (Yacyreta)

Multilateral (WB, IDB), Bilateral (Argentina - Paraguay), Commercial (Impregilo-Dumez)

Good faith
(of the lender not to lend, if non-performance is foreseeable)

Tessera (Congo Kinshasa)

Multilateral (EEC, WB), Commercial (several European commercial banks, Société italo-Congolaise
de development industriel SICAI)

Good faith
(of the lender not to lend, if non-performance is foreseeable)

De Martino (Guayaquil)

Bilateral (Ecuador - Spain/Argentina), Multilateral (IDB, WB)

Gross disparities / Imbalance of contract

De Martino (Yacyreta)

Multilateral (WB, IDB), Bilateral (Argentina - Paraguay), Commercial (Impregilo-Dumez)

Gross disparities / Imbalance of contract

De Martino (Guayaquil)

Bilateral (Ecuador - Spain/Argentina), Multilateral (IDB, WB)

Gross disparities / Imbalance of contract (Excessive interests)

Abrahams (Liberia)

Bilateral (Liberia - Sweden)

Gross disparities / Imbalance of contract (illegal contractual
exceptions in case of non-performance)

Tessera (Congo Kinshasa)

Multilateral (EEC, WB), Commercial (several European commercial banks, Société italo-Congolaise
de development industriel SICAI)

Gross disparities / Imbalance of contract (Protraction of De Martino (Yacyreta) Multilateral (WB, IDB), Bilateral (Argentina - Paraguay), Commercial (Impregilo-Dumez)
implementation, exorbitant excess costs and interest)
Violations of UN Security Council Resolutions Abrahams (Apartheid) Commercial (South Africa - European commercial banks, German industry)

Violations of jus cogens
(lenders violating jus cogens loose all claims)

Giroud-Roth (Haiti)

Multilateral (WB)

Note: Most modern sovereign debt contracts are issued under US (New York) and UK laws. The importance of Japanese and German

contract law has diminished dramatically since 2001.



contract null and void, in part or as a whole

Binding legal instruments
*Non-binding guidelines

Case Law, legal fora

French Civil Code Art. 1382 (duty to inform and advise)
French Monetary and Financial Code Art. L.563-1, L.563-3

Mixed Chamber of the Court of Cassation, 29 June 2007, n. 05-21.104, Cass ch mixte, 29 June
2007, n. 06-11.673, Cass, com, 8 January 2008: Juris-Data n. 2008-042240, Cass, com, 11
December 2007, Juris Data n. 2007-041922, Cass, ch mixte, 29 June 2007

French Civil Code Art. 1133 (duty to inform and advise)
French Civil Code Art. 1147 (breach of the duty of good faith)
French Civil Code Art. 1142 (compensations)

French Monetary and Financial Code Art. L.563-1, L.563-3

Kensington International Ltd v. SNPC, Bruno Itoua, BNP Paribas S.A., U.S. District Court, Southern
District of New York, March 2006 / Kensington International v. Republic of Congo, High Court of
Justice, 28 Nov 2005 / French First Civil Ch 7 Oct 1998, First Civil Ch Court of Cassation 27 June
1995 (duty to warn) / First Civil Ch Court of Cassation 12 July 2005 (failure to verify financial
standing) / First Civil Ch Court of Cassation 16 July 1998 (part compensations)

Italian law

Vienna Conv. 1969 Art. 46 and 53 / *WB operative guidelines (resp. intl. obligation of states that
extend to intl. financial instituions) / *ICSID Statutes Art. 68

0lmos v. Martinez de Hoz, Criminal and Correctional Federal Court No. 2 no. 14467 2000 / OImos v.
Fernando de la Rda and Domingo Cavallo, Criminal and Correctional Federal Court No. 8 no. 17718.

Inceysa Vallisoletana S.L. v. Republic of El Salvador, 2 August 2006 (ICSID Case No. ARB/03/26)

Covenant on Economic, Social and Cultural Rights
*Article 19 0D 4.01 and Articles 5, 8, 9 of the World Bank 0D 4.30 (consultation, compensation)
Italian Law No. 49 of 26 February 1987 (projects must safeguard basic human needs and rights)

Veldsquez Rodriguez Case, Inter-Am.Ct.H.R., Judgment 29.6.1988 (Ser.C) n. 4.
Request for inspection / WB ICSID and IBD Independent Investigative Mechanism

United Nations Framework Convention on Climate Change (UNFCCC), among others
Republic Act (R.A.) No. 8749 (Clean Air Act)

Oposa v. Factoran, G.R. No. 101083 July 30, 1993
(Intergenerational self-preservation and self-perpetuation)

Vienna Conv. Art. 53 (against the international public order)

Paris Court of Appeal, 10.9. 1993. (embezzlement, money laundering, or corruption invalidates a
contract) / Court of Cassation, 1st Civil Chamber, 7 October 1998 (even if lender did not know)

Italian Law, Vienna Conv. 1969 Art. 49 / Unidroit Article 3.8 (fraud)

Vienna Conv. 1969 Art. 7 (sov. agency)

Swiss Federal Court BGE 124 111 382, at 388 / Supreme Court of Paraguay: Informe NP No.117 of
4 August 2005 / Presidential Decree 6295 / Cameroon v. Nigeria, ICJ decision of 10 October 2002
Beales, Nobles and Garrison (US v. Venezuela) 1957 / Great Britain v. Costa Rica (1923), Reports
of International Arbitral Awards, Vol. 1, 371 and several more

Vienna Conv. 1969 Art. 50 (Invalidation of the contract, if lender has bribed or otherwise corrupted
the borrower’s agent)

French Civil Code Art. 1134 (Good faith) / French Civil Code Art. 1147 (compensation) / Vienna
Conv. Art. 26

Kléckner Industrie-Anlagen GmbH et al. v. United Republic of Cameroon and Société Camerounaise
des Engrais (ICSID Case No. ARB/81/2), 2 ICSID Reports 9

Unidroit Art. 1.7
Principles of European Contract Law Art. 1.201 (good faith as mandatory contract element)

Guayaquil v. International Water Service Guayaquil Interagua C. Ltda. (INTERAGUA), Ombudsman
(Defensorfa del pueblo), Expediente defensorial No. 314-dasl

Vienna Conv. 1969 Art. 60 |11 B (violation of a provision essential to the accomplishment of the
object or purpose of the treaty, inademplenti non est ademplendum)

Unidroit Article 3.10 (prohibition to take unfair advantage)

Swedish Interest Act of 1975 (Prohibition of excessive interests)

French Civil Code Art. 1131 (performance of the contract not as intended by the borrower)

Court of Cassation, Commercial Chamber, 18 December 2007 (illicit contractual exceptions in the
event of non-fulfilment of the contract’s essential obligation)

Italian Civil Code Art. 1467 (excessively burdensome duties)

Security Council Resolution, The Question of South Africa, S/RES/418, 4 November 1977
(arms trade embargo)

Security Council Resolution 402 of 1976 and 407 of 1977

(non-recognition of the TBVC states)

U.S. Comprehensive Anti-Apartheid Act, 22 U.S.C. §§ 5000-5116 1988

*EEC voluntary code of conduct 1974

Sakwe Balintulo et al. v.; Daimler AG, Ford Motor; Company, Fujitsu Ltd, General; Motors
Corporation; International Business

Machines Corporation, And; Rheinmetall Group AG

U.S. District Court; Southern District Of New York

Vienna Conv. 1969 Art. 53

ICSID Phoenix Action v. The Czech Republic No. ARB/06/5 9th April 2009
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