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he wielding of official might by Western governments to
influence developing country private debt restructuring
is nothing new in the modern age. From the proverbial
gunboats to the Brady Plan,! this exercise of power has ranged
from armed conflict to the sponsorship of “quasi-voluntary”
sovereign debt restructurings? and the enactment of incentives
to spur debt reduction among private creditors.” Central to the
history of sovereign debt defaults and restructuring has been the
transformation of sovereign immunity® from an absolute immu-
nity to a qualified immunity, which prevails today in the United
States and the United Kingdom.? This change has had a signifi-
cant impact on sovereign debt litigation and consequently on the
sovereign debt market. Consistent with this history, the United
States has been active in exerting its foreign policy machinery
to influence the disposition of sovereign debt litigation in U.S.
courts.5
The erosion of sovereign immunity in the United King-
dom and the United States, combined with the diversification
of sovereign debt-holders from bank syndicates (which were the
standard during the 1980s) to bondholders today, have created
what are pejoratively referred to as “vulture funds.”” Official
U.S. reaction toward these funds has been muted in comparison
with that of the British government.® The historical reasons for
official involvement in private sovereign debt restructuring, par-
ticulatly the attempt to manipulate the viability of sovereign debt
litigation, are varied, complex, and disputed.9 Regardless of one’s
viewpoint, it is clear that the post-Cold War consensus among
the industrialized world has been to implement, via international
financial institutions, debt relief initiatives for the most economi-
cally deprived nations, which are largely located in Sub-Saharan
Africa. 1% These debt relief initiatives have collided with the rise of
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sovereign debt enforcement through litigation in American and
British courts.!! Official participation in sovereign debt crises
has been characterized by the pushing and prodding of relevant
parties in order to reach desired outcomes. Despite restricted
sovereign immunity, until recently bright-line prohibitions on

- the enforcement of sovereign debt by secondary market actors

have been resisted.'?
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relief initiatives for the most economically

deprived nations, which are largely located
in Sub-Saharan Africa.
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In the UK., enactment of the Debt Relief (Developing
Countries) Act 2010'3 (Debt Relief Act) emerged as a result of
the confluence of the forces described above. The swift passage
of the Debt Relief Act was the product of a sustained campaign
by non-governmental organizations (NGOs) directed toward
Members of Parliament (MPs) in the British govem.lnent.m
Prior to the introduction of the Debt Relief Act in Parliament,
several pieces of legislation, including a bill in the U.S. House
of Representatives,' a (now defuncr) bill in the U.K. House of
Commons,'® and a public consultation!? issued by Her Majesty’s
(HM) Treasury'®—the precursor to the Debt Relief Act?—rep-
resented the continuum of solutions to the perceived problem.
Generally, all three proposals and the Debt Relief Act limit the
amount creditors are permitted to recover defaulted “poor” coun-
try debt in national courts. However, the scope of applicability
and potential impact of each piece of legislation—notably what

A

level of poverty qualifies a country for protection and the mon-
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etary limits on recovery—vary dramatically. The growing urge
to curtail vulture funds, as manifested in these legislative acts,
came to the surface after Donegal International Ltd. v. Republic
of Zambia,®® where a hedge fund purchased Zambian trade debt
owed to Romania since 1979 and sued to enforce the debt in
UK. courts.?!

Donegal and the introduction of these legislative proposals
have paralleled an outery from government officials and civil
soclety over vulture fund “profiteering” from debt enforcement
against the poorest countries.”? The overarching public policy
aim of these legislative proposals is to support multilateral debt
relief programs, such as the Heavily Indebted Poor Countries
(HIPC) initiative, a debt relief initiative that received broad sup-
pott from the international community and that is designed to
minimize the impact of excessive public sector debt on domestic
poverty reduction programs.?? But in the wake of the Donegal
case, little attention has been paid to anti-valture fund legisla-
tive proposals that ignore any adverse impact some imbalanced
provisions may have on the same countries purported to benefit
from the legislation. Many international actors continue to frame
the issue in terms of morality®® and have not considered whether
such radical apptoaches to curtailing low-income sovercign
debt enforcement could increase the cost of borrowing for such
countries or eliminate the market. More fundamentally, these
entities either ignore a country’s #bifizy to pay or conflate it with
the country’s willingness to pay.®® In addressing the problems
unveiled by Donegal, do these legislative proposals go too far
and perhaps impair multilateral initiatives to aid impoverished,
highly-indebted countries? And will these legislative proposals
really contribute to the ability of low-income countries to cope
in the current economic climate?

This article aims to provide a framework in which to discuss
these issues. In addition, it analyzes che three proposals and the
enacted Debt Relief Act. Part T explains the facts of the Donegal
case. Part II discusses how the original legislative proposals incot-
porate and seek to address the problems revealed by Donegal.
Part IIT begins by explaining the international aid programs that
provide the country classifications used by these proposals to
determine which countries receive protection, then analyzes each
legislative proposal and the enacted Debt Relief Act. Part IV
offers a general critique of overly broad anti-vulture fund legisla-
tion that is motivated more by populist sentiment than by efforts
to guard the integrity of multinational debt relief programs.

I. DONEGAL INTERNATIONAL LID. V. REPUBLIC
OF ZAMBIA

In 2007, Donegal International Ltd., a special-purpose
vehicle based in the British Virgin Islands and incorporated by
Delaware-based Debt Advisory International LLC, sued Zambia
in U.K. court to recover more than $55 million?6 in connection
with official debt assigned to Donegal by its original holder,

Romania.?” The debt was owed on a credit agreement originated
in 1979 to finance Zambias acquisition of agricultural machin-
ety from Romania?® Starting in 1992, Romania and Zambia .
began trying to restructure that debt.?® In 1997, Debt Advisory
International offered to purchase the debt from Romania, sug-
gesting a 90% discount.?® After an offer from Zambia to buy
back the debt for an 89% discount through the World Bank’s
Debt Reduction Facility,>! Romania assigned the debt to Done-
gal in 1999 for $3.2 million, an 89% discount.’? After failed
negotiations between Zambia and Donegal,?® in 2003 Zambia
concluded a settlement agreement with Donegal, which included
a broad waiver of Zambias sovereign immunity,? and under
which Zambia agreed to pay $15 million plus additional interest
payments.>> The agreement provided that upon default Zambia
would be liable for the full amount of principal and interest
due under the original agreement.3® At the recommendation of
Zambia’s Task Force on Cotruption, established to investigate
misappropriation of public funds under a previous president,
Zambia suspended payment under the settlement agreement.?”
Despite concluding, inter alia, that Donegal provided misleading
information to courts in three countries, that Donegal’s actions
in obtaining confidential information about the validity of the
debt from government officials was unlawful, and thart the inter-
est rate provisions in the settlement agreement were penal, the
English High Court found Zambia liable for the debt.38 How-
ever, in a later decision, a judge reduced Donegal’s $55 million
claim and awarded Donegal a judgment of just over $15 million
plus interest.®® Donegal has been criticized for failing o “set
down clear guidelines for how to assess damages due to default on
sovereign debt purchased on the secondary market,” thus causing
uncertainty as to secondary market holders’ legal entitlement to
repayment. i

Although unusnal partly due to the low proportion of
HIPC debt held by private creditors,*! sovereign debt claims
brought by assignees are not unique.*? Liberia, Republic of the
Congo, Uganda, Honrduras, and Sierra Leone have all been the
target of lawsuits.#? Recently, London’s High Court awarded
two Caribbean-based investment funds over $18 million due to
Liberia’s nonpayment of a $6 million loan issued by U.S.-based
Chemical Bank in 1978.%4 The award was the enforcement of a
2002 New York court $18 million judgment.

II. AFTER DONEGAL—PUBLIC POLICY FIXES

Other than inspiring general distaste for the enforcement of
the debt of a country classified among the world’s poorest coun-
tries, Donegal’s efforts to enforce the full value of the debt was
seen as counteracting multilateral debt relief initiatives available
only to low-income countries, notably the HIPC Initiative.8 Tn
2005, Zambia became eligible for $2.5 billion in debt relief,7
which represented a 62.6% reduction in its public debt.%® The
link between debt relief for low-income counsries and poverty
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reduction and development has been the bedrock of multilateral
debt relief initiatives.2? Debt relief is viewed as crucial to the
freeing-up of resources for health and education that are essential
for development and the end of extreme poverty.”® The after-
math of Donegal generated numerous concerns and policy pre-
scriptions for limiting the ability of vulture creditors to enforce
low-income countries’ sovereign debt through litigation.>! These
public policy goals have been expressed in legislative responses
and the surrounding debate. However, the weight given to each
specific policy consideration has varied considerably among the
proposals.

r A

The link between debt relief for low-

income countries and poverty reduction
and development has been the bedrock of

multilateral debt relief initiatives.

First, some view the enforcement of HIPC debt in national
courts, despite long-established commitment by the international
community to debr relief, as transferring the benefits of debt
relief from its intended beneficiaries, the low-income countries,
to vulture funds. All three original legislative proposals give this
concern considerable weight. For example, the House of Repre-
sentatives Stop VULTURE Funds Act (U.S. Vulture Act)®? has
likened low-income sovereign debt judgments to preferential
payments> from multilateral creditors to vulture creditors.%*

Second, limits on low-income sovereign debt recovery may
perhaps ameliorate the collective action and free-rider problems
(also called holdout problems)® posed by the prospects of litigat-
ing enforcement where the HIPC Initiative and the Debt Reduc-
tion Facility are voluntary and no applicable insolvency regime
exists.”® The Debt Reduction Facility, administered by the World
Bank, provides grant funding to eligible countries—namely those
eligible for assistance from the International Development Asso-
ciation (IDA)>—to buy back, at a deep discount,’® the debts
owed to external commercial creditors.’® The HM Proposal
describes the problem as follows:

Debt relief under the HIPC Initiative is volun-

tary. . . . However, before entering HIPC, the market

value of all creditors’ debts is often much below the

nominal value of the debt: the debtor country is
expected to be unable to meet all of its repayment
commitments and the expected return on holding that

debt is therefore correspondingly low. For companies

in this position, insolvency law generally provides for

all creditors to realise a loss and to be repaid an equal

proportion of the sums owing to them. No binding
insolvency procedures exist for governments that are
unable to pay their debts. This leads to a free-rider
problem: one creditor can refuse to participate in the
necessary debt reduction. Once others have reduced
their claims by the necessary amount, and the debtor
country’s ability to repay recovers, the creditor that
held out can pursue their [sic] debt claims for full
value, at the expense of the debtor country — and,
indirectly, ar the expense of the other creditors.®0

The potential for an international insolvency regime for
sovereign debt has been the subject of several debates. However,
such an insolvency regime would not effectively address the debr
burdens of low-income countries because private creditors rep-
resent a small fraction of these countries’ public debts.®! Most
of the creditors are other governments and public institutions.62
For the same reasons, the inclusion of collective action clauses in
low-income sovereign debt agreements would not address these
problems.

Third, much of what has driven the debate on vulture funds
is the disdain for the secretive nature of the funds, a sentiment.
that has only intensified with the global financial crisis. There
are two strands of this view. One states that profiting off poor
countries is simply immoral.%3 The other frames the issue in
terms of promoting accountability and transparency and fighting
corruption.®® The discomfort with vulture funds’ secrecy per-
vaded the debate surrounding the introduction of the House of
Commons Developing Country Debt (Restriction of Recovery)
bill (Keeble Bill)%% and is cleatly expressed as a finding in the U.S.
Vulture Act.®¢ Low-income countries such as Zambia, with weak
governmental institutions and histories of political and economic
exploitation and corruption, are especially vulnerable to private
actors seeking improper influence. Problems of non-transparency
in the secondary market for sovereign debt are addressed by the
disclosure requirements in the Keeble Bill and U.S. Vulture Act.
Feeding off the current political climate, these disclosure require-
ments have been suggested as a vehicle for financial regulatory
reform.% The facts found by the Donegal court illustrate the
basis for these concerns.®® Lastly, a consideration not examined
in Donegal is the extent to which payment of adverse judgments
in connection with sovereign debt litigation exacerbates the social
and economic conditions of countries such as Zambia. This ques-
tion will be briefly examined in Part IV.

IIL. LEGISLATION

This section describes the structures and features of the
four pieces of legislation that are the subject of this paper: the
enacted Debr Relief Act, the Keeble Bill, the U.S. Vulture Act,
and the predecessor to the Debt Relief Act, HM Treasury Con-
sultation. Although all four endeavor to limit the amount that
certain creditors may recover on defaulted low-income sovereign
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debt, their scope and potential impact vary substantially. In this
respect, enactment of the Debt Relief Act represents a victosy
for proponents of balanced measures against the threat vulture
funds pose to multilateral debt relief initiatives. Although the
Keeble Bill is now largely irrelevant due to enactment of the Debt
Relief Act, its provisions serve as an analytical counterpoint to the
Debt Relief Act. Furthermore, by revealing its radical provisions,
the Keeble Bill should serve as caution to the anti-vulture fund
debate in other countries.

The core features of the proposals include: (1) indicators
to determine whether a country qualifies for protection; (2) the
height of the recovery ceiling; (3) a determination of whether
the prohibitions apply to new borrowing; and {4) disclosure
requirements. In addition, the proposals each have their own
unique features. All four proposals rely, to different extents, on
World Bank country classifications to determine what sovereign
debt is covered. The World Bank and its branches use these clas-
sifications to determine whether a country qualifies for certain
assistance and debr relief programs.5? The Keeble Bill extended
its protections to IDA-eligible countries and “low and middle
income” countries. The U.S. Valture Act covers a class of IDA-
eligible countries further limited by its own set of criteria.”"
Consistent with its undetlying public policy, the Debt Relief Act
only applies to HIPC-eligible countries.”!

A. World Bank Country Classifications

The IDA provides interest-free, deeply concessional loans
{known as credits) and grants for “programs that boost economic
growth, reduce inequalities, and improve living conditions.””?
Two criteria are used to determine which countries can access
IDA resources: (1} relative povecty, defined as gross national
income (GNI) per capita below an established threshold;”3
and (2) “lack of creditworthiness to borrow on market terms
and therefore a need for concessional resources to finance the
country’s development program.””* “Blend countries” are those
that are eligible for IDA assistance but sufficiently creditworthy
to borrow from the International Bank for Reconstruction and
Development (IBRD).”> Non-blend countries are ineligible for
assistance from the IBRD.7® Currently, seventy-nine countries
are eligible for IDA assistance, including Zambia.”” Notably,
India, a blend country and an emerging global economic power,
is eligible for IDA assistance.”®

The HIPC Initiative, complemented by the Multilat-
eral Debt Relief Tnitiative,”” aims to alleviate the burden that
excessive levels of debt payments impose on the ability of poor
countries to provide poverty reduction programs.® To be avail-
able for debt relief, a country must be IDA-cligible, “face an
unsustainable debt situation even after the full application
of traditional debt relief mechanisms,” and “have a proven
track record in implementing strategies focused on reducing
poverty and building the foundation for sustainable economic

growth.”8 Once a country is eligible for the HIPC Initiative
there are two stages to gaining debe relief-—decision point and
completion point.8? To reach decision point a country must
have a satisfactory record of poverty reduction and must have
achieved macroeconomic stability.3? Once a country reaches
decision point, official creditors begin to provide debt relief,
although they maintain the right ro revoke.® At decision point,
the International Monetary Fund (IMF) and World Bank agree
with the country on triggers that the country must meet to com-
plete the initiative.®> Once the triggers are met, completion point
is reached and the Paris Club and participating creditors cancel
their debt in proportion to the common reduction factor.5¢ The
common reduction factor is the “proportion of a country’s debt
which all creditors will need to cancel in order to bring the debe
to a sustainable level.”®” Currently, twenty-eight countries have
reached completion point, seven countries have reached decision
point, and five countries remain potentially eligible for HIPC
debt relief.38 Lastly, che debt reduction facility complements the
debt reduction goals of IDA and the HIPC Initiative.”

B. The Kecble Bill :

The Keeble Bilf, if enacted, would have had the most
pronounced impact on primary and secondary sovereign debt
markets. The Keeble Bill would have barred courts from award-
ing a “creditor of the defaulted debt of 2 Low or Middle Income
country the fight to recover in excess of the maximum recovery
amount . .. ."%

“Low or Middle Income Country” was defined as “any
country whose income group is classified as low income, lower
middle income, or higher middle income” by the IBRD and
the IDA.?} Consequently, the Keeble Bill was applicable to 144
countries, including the BRIC countries™ and other emerging
economies such as Chile, Argentina, Turkey, and Mexico, and
emerging BEuropean countries like Latvia, Poland, Lithuania,
and Romania.?? Currently, the maximum amounc a creditor can
collect on covered debt is the amount paid for the debt plus the
lower of 8% as calculated from the date the debtor acquired the
interest? and the interest rate under the sovereign debt agree-
ment.?d Moreover, any amount recovered in UK. courts must
have been “reduced by a sum equal to any amounts recovered
from ozher actions related to the same defaulted debt.”?®

Under the Keeble Bill, before commencing an action in
the U.K. to. recover “any amount of defaulted sovereign debt,” a
creditor “must make an application to, and receive the consent”
of a UK. court.”” The disclosure requirements needed in the

9

consent applications®® would therefore have imposed additional

costs on creditors seeking payment of defaulted sovereign debt
thar fell outside the Keeble Bill’s coverage.”?

The Keeble Bilfs limit on recovery was intended to apply
to “a business carrying on business in the United Kingdom”
and to British citizens who successfully recover in foreign courts
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or through some dispute resolution procedure in excess of the
maximum recovery amount.!% In such a case, the debtor coun-
try or interested party would have standing to force the crediror
to “repay to the debtor country the amount that exceeds the

101 Tastly, there is no indication

maximum recovery amount.
from the text of the Keeble Bili that its provisions would not
have‘applied to debt originated after its enactment, i.e., to new
borrowing. In addition, the Keeble Bill did not expressly exclude

original creditors from its provisions.!%?

C. U.S. Vultare Act

The U.S. Vulture Act would make “sovereign debt profi-
teeting,” whether direct or indirect, illegal not only for any U.S.
citizen, but also for anyone operating in the United States. 103
“Sovereign debt profiteering” is defined as:

any act by a vulture creditor seeking, directly or indi-

rectly, the payment of part or all of defaulted sovereign

debt of a gualified poor country, in an amount that

exceeds the total amount paid by the vulture cred-

tor to acquire the interest of the vulture creditor in

the defaulted sovereign debt (excluding any amount

paid for attorneys’ fees or other fees and costs associ-

ated with collection), plus 6 percent simple interest per

year on the total amount, calculated from the date

the defaulted sovereign debt was so acquired, but the

term does not include the purchase or sale of such a

debr, or the acceptance of a payment in satisfaction of

the debt obligation, without threat of, or recourse to,

litig:rcion.m4

Thus, the maximum amount that would be recoverable is
the amount paid by the creditor to acquire an interest in the debt,
plus 6% interest, calculated from the date the debt was acquired.
Furthermore, as is evident from the final clause of the definition,
the U.S. Vulture Act implicitly exempts consensual negotiations
from its prohibitions, unless there is a threat of litigation.1%?
Parties found to willfully engage in sovereign debt profiteering
would be “fined an amount equal to the total amount sought by
the person through sovereign debt proﬁteering.”mé

‘The legislation defines a “vulture creditor” as “any person

who ditectly or indirectly acquires defaulted sovereign debt a2
a discount to the face value of the obligation so acquired . . . "1V
Thus, the U.S. Vulture Act would not apply to original lend-
ers and trade creditors. Furthermore, the U.8. Vulture Act
would not apply when a secondary creditor acquires the debt
at face value.108

The U.S. Vulture Act covers debt of “qualified poor coun-
tries.” Under the Act, a qualified poor country includes those
eligible for assistance from the IDA, but not from the IBRD.!%?
Additionally, the county must not be deemed to: “engage in
pattern of gross violations of internationally recognized human

rights” as defined by the Foreign Assistance Act of 1961; have

“an excessive level of military expenditures;” provide support
for acts of international tesrorism; or fail to cooperate with the
United Stazes on international narcotics contro] matters.}*? The
first prong of the definition would extend the qualified poor
country status to approximately forty-seven countries.!! It is
uncertain to what extent the second prong of the definition
would narrow the group of countries covered by the U.S. Vulture
Act. Currently, Sudan is the only IDA-eligible country that has
been designated as a sponsor of international terrorism by the
State Department.!'? In 2010, six IDA-eligible countries were
among those identified by President Barack Obama, pursuant
to requiremnents in the Foreign Relations Authorization Act, as
major drug transit or major illicit drug-producing countries.!?
Several more were highlighted in the State Department’s 2009
Country Reports on Human Rights Practices because of U.S.
concerns about human rights abuses.!14

Like the Keeble Bill, the U.S. Vulture Act would requite
disclosute of specified information before suing in U.S. courts
to recover qualified defaulted debt.!!® The disclosure require-
ments are substantially similar to the disclosure requirements
in the Keeble bill.}1¢ However, these fairly onerous disclosure
requirements are inapplicable unless the sovereign at issue is 2
qualified poor country.!t” _

The U.S. Vulture Act grants standing to “interested parties”
to contest the furcherance of litigation that violates the Act.!®
Lastly, like the Keeble Bill, there is no indication from the lan-
guage of the U.S. Vulture Act that its prohibitions are [imited
to debt originated before the date of enactment.

D. HM Treasury Proposal

Of the three original proposals, the HM Treasury Pro-
posal was the most tailored to advance and protect the goals of
multilateral debt relief embodied in the HIPC Initiative. In its
reburtal to opposition consultation responses, the British govern-
ment concluded that its proposals were “tightly targeted . . . ata
fixed, historical stock of debt” and that “an exrension beyond the
HIPC Initiative would be unjustified and harmful.”!1? Notwith-
standing the uncertainty as to which IDA-eligible, non-blend
countries would be exempted from the U.S. Vulture Act under
that bilfs definition of qualified poor countries,'2” the HM Pro-
posal covered the smallest number of countties out of the three
original legislative proposals. The HM Proposal also relied on
the HIPC Initiative terms to determine the maximum recover-
able amount.!2! The HM proposal favored applying 2 Common
Reduction Factor!?? on “traditional terms,” ie., 67%.123 Thus,
under the HM Proposals preferred method, the maximum
recoverable amount would be 67% of the face value of the debt.
Second, the HM Proposal cautiously disfavored applying recov-
ery limits to original creditors,'** new borrowing,'?® and debts
contracted after decision point.'?8 Furthermore, the proposed
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legislation would have applied only to existing judgments that
had yer to be enforced. 1%’

Additionally, the HM Proposal differed from the Kecble
Bill in two other important respects. First, it opposed the impo-
sition of disclosure requirements as a prerequisite to litigation
because the requirements would impose “additional procedur|al}
and transaction cost{s]” and would be “insufficient to be a robust
deterrent.”* 2% Second, the HM Proposal supported granting
coutts discretion to vary the terms of the law if they consider it

just and equitable to do s0.1%?

E. Debt Relief (Developing Countries) Act of 2010

As noted above, the Debt Relief (Developing Countries)
Act of 2010 (the Act), in general, codifies the HM Proposal. The
Act provides that the amount of a “qualifying debt” or any cause
of action relating to a qualifying debt is the “relevant propor-
tion” of the amount that would otherwise be recoverable under
the terms of the qualifying debr or cause of action.!*® The Act
defines a “qualifying debt” as the debt of a country “to which the
[HPIC] Initiative applies” or of those countries that are poten-
tially eligible for the HIPC Initiative.?! A “potentially eligible
Initiative country” is a country that has been identified by the
IMF and World Bank as eligible for debt relief under the HIPC
Initiative, but has yet to reach decision point.'¥? A country to
which the HIPC Initiative applies is a country currently receiv-
ing HIPC debt relief; i.e., a country categorized as “pose-decision
point” or “post-completion point.”!?> Whether a country is
cligible or potentially eligible may affect the amount recoverable.
The Act excludes from the definition of “qualifying debt” those
debts incurred after commencement of the Act and debts con-
tracted after a country’s decision point has been reached.'?* Once
the Act took effect, forty countries were eligible or potentially
eligible for HIPC debt relief.!3% Furthermore, the Act precisely
defines “debt.”™36 Much of this was included in order for the
Act’s terminology to conform with the terms used by the World
Bank and IMF when determining which debts are covered by the
HIPC Initiative. For example, the Act generally excludes “short-
term” debts and trade debt from coverage.!3”

The maximum recoverable amount, ie., the “relevant
proportion” under the Act, may turn on whether the debt being
enforced is that of a country “to which the [HIPC] Initiative
applies” or a “potentially eligible [HPIC] Initiative country.” For
countries currently eligible for HIPC debt relief, the “relevant
proportion” is 67%—the traditional commeon reduction factor—
and, if applicable, a “topping up” of assistance to further reduce
the common reduction factor, divided by the amount of the debt
before the reduction.!¥ Accordingly, the maximum a creditor
could recover from covered debt would be 67% of its face value.
The “relevant proportion” for debts of a potentially eligible
HPIC Initiative country is 67%.'%% The amount recoverable
uader agreements that reduce the debtor’s obligations through a

rescheduling or compromise agreement is limited to the amount
that would have been recoverable if no such agreement had been
made, ie., if a compromise or refinancing agreement would
otherwise entitle the creditor to an amount that exceeds the
“relevant proportion” by which the amount recoverable would
be reduced.™ In addition, the limit on recovery only applies to
domestic and foreign judgments and arbicral awards given prior
to the Act taking effect.*4! The Act cxpressly applies the limits
on recavery to those causes of action related to “qualifying debts,”
such as damages claims, 14

‘The Act materially departs from the original HM Proposal
in several ways. First, the Act does not authorize courts to vary
the terms of the law if they consider it just and equitable.!#? In
fact, the government ultimately agreed with the detractors of
such a provision, stating that “it would be difficult for courts to
apply in the absence of precedent . . . and would remove the legal
certainty and clarity provided by [the] legislation.” 44 Second,
in order for sovereign debtors to avail themselves of the Act, the
debtor must “make an offer to compromise the proceedings on
comparable Tnitiative terms.” > This provision does not apply to
proceedings to enforce domestic judgtnents awarded before com-
mencement of the Act.14% Third, the Act includes a sunset clause
whereby the Act would expire one year after commencement
unless it were extended, either for another year or permanently, -
by order of HM Treasury with statutory approval by each House
of Parfiament.'#” The sunset amendment was proposed as a way
to allow the bill to proceed while assessing whether its provi-
sions increased the risk premium on qualifying debt.'4® Fourth,
the Act exempts enforcement of foreign judgments and arbitral
awards if their enforcement would be inconsistent with Eutopean
law or an obligation of the United Kingdom."*? Lastly, and most
significantly, there is no indication in the Act that non-trade,
original creditors are excluded from the Act’s provisions. This
would seem to be an extraordinary provision that would signifi- -
candly increase the risk premium on qualifying debt. This risk is

- mitigated, however, as qualifying debt incurred after the Act takes

effect would not be affected.
E Potential Adverse Side Effects and Design Flaws

1. Moral Hazard—Here We Go Again

When discussing sovereign debt and financial crises, moral
hazard is perennially used to challenge robust government action
to stem the causes and effects of the spread of distressed debt.
The U.S. Vulture Act, by failing to exclude new lending from its
coverage, may be especially vulnerable o attacks on the grounds
that it generates moral hazard among covered sovereign debrors.
It should be noted, however, that the proposals do not simply
seck to enact incentives to influence the substance of low-income
sovereign debr litigation. When forum-shopping for a favorable
litigation environment is limited,!3® often the opsimal choice
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for covered sovereign debtors holding distressed debt may be to
default.'>! When drawing the line between covered and non-
covered countries, failing to make the distinction between the
highly impoverished and indebted, such as Zambia, and devel-
oping countries that are not IDA-eligible would seriously exac-
erbate the moral hazard problem. Ecuador’s recent declaration of
default and subsequent buy-back at a heavy discount illustrates
the potential risk.’>2 The Debt Relief Act expressly addresses the
problem of increasing moral hazard by exempting debts con-
tracted after decision point and those originated after enactment

from the Act’s protections.!?3

r A

Such legislation would increase the risks of
covered debt in the secondary market and may
directly affect the primary market as well in
the case of legislation, such as the U.S. Vulture

~ Act, that does not exclude new lending,

A y

2. The Secondary Market and the Theoretical Costs of Borrowing

Economic reasoning suggests anti-vulture fund legislation
may increase the cost of borrowing for covered sovereign debtors.
An active secondary market in sovereign debt, of which vulture
funds are prominent participants, is “a fundamental feature of
sovereign borrowing and lending.”!** Such legislation would
increase the risks of covered debt in the secondary market and
may directly affect the primary market as well in the case of leg-
islation, such as the U.S. Vulture Act, that does not exclude new
lending,. !> The unnecessary distortion that the U.S. Vulture Act
creates (and any other proposals modeled after it and the Keeble
Bill) does not stop there. Under the U.S. Vulture Act, recovery
on covered debt is capped by the price paid for the debt plus 6%,
rather than by HIPC terms, as in the Debt Relief Act.!>¢ This
means that, under the U.S. Vulture Act and similar proposals,
otherwise identical debts may entitle holders to different repay-
ments simply because the debts were bought and sold at different
times.!” This is an attack on the fair treatment of creditors of
equal seniority, the prevention of which is a core public policy
aim of insolvency law.!%8

Moreover, the effects on the secondary market are also likely
to indirectly influence the primary market for covered debt.!>?
Limiting the contractual right to recover on defaulted debt would
decrease the amount for which original creditors can sell the
debt on the secondary market—i.e., the recovery value—thereby
potentially increasing interest rates for the debtors. 1% The tesult-

ing reduction in liquidity in the primary and secondary market for
covered debt!®! by potentially increasing the burden of servicing
debt would be contrary to the goals of the HIPC Initiative.162

3. Why It Matters

A fundamental question (perhaps he fundamental ques-
tion) in the debate concerning anti-vulture legislation is the
extent to which payments pursuant to judgments or settlement
agreements affect the economic growth of low-income nations
and direct limired resources away from crucial public services.
Somewhat surprisingly, there is a dearth of economic studies
investigating rthis question. The conditions facilitating Africa’s
“poverty trap,” however, have received constant attention and
study.163 Unlike other developing countries, low-income coun-
tries such as Zambia face overwhelming public health challenges,
such as the high proportion of individuals affected by HIV/
AIDS in African populations.'%* Therefore, the marginal effect
of one dollar redirected from public health programs to paying
sovereign debt judgment is much higher than the effect on other
non-IDA developing countries. Indeed, this rationale is the cor-
nerstone of the HIPC Initiative. A cursory review of the current
picture on sovereign debt litigation suggests that such litigation
does have the potential to be disastrous for low-income countries.
At the end of 2007, awards on sovereign debt claims ranged from
0.5% of the debtor’s GDP to 49% of the debtors GDP as in
the case of Liberia.!®% The recent enforcement in London High
Court by vulture funds of over $18 million in Liberian debt
amounted to 5% of Liberia’s 2009 budget.!%6 Liberia is a country
still reeling from the aftermath of a civil war between 1989 and
2003, a country that ranks 208th in per capita income, above

only Democratic Republic of Congo and Burundi.!®”

IV. CONCLUSION

In light of the existing international commitment to pov-
168 and debt relief, anti-vulture fund legislation
motivated by a desire to punish an amorphous group of “vulture”

erty reduction

investors could contribute little and detract much. Anti-vulture
fund legislation that is not carefully calibrated to advance the
goals of debt relief while minimizing the adverse effects that may
result from tampering with credit markets, such as a reduction in
liquidity, will be counter-productive. The British Parliament suc-
ceeded in striking the right balance: a product of informed and
reasoned debate. If the U.S. Congress decides to move forward
with anti-vulture legislation in the future, the Debt Relief Act
and its surrounding debate should serve as a model.

The Debt Relief Act should provide several guiding prin-
ciples. First, punitive legislation is unproductive. Selecting civil
fines as the remedy, rather than directly empowering defendants,
is at best an inclegant and inefficient solution to the problem
and is at worst disingenuous. Second, legislators should design
anti-vulture fund legislation that aims to accomplish their stated
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Selecting civil fines as the remedy, rather
than directly empowering defendants, is at
best an inelegant and inefficient solution to

the problem and is at worst disingenuous.

goal: to prevent investors from redirecting the benefits of multi-
lateral debr relief programs, principally the HIPC Initiative, away
from recipient countries and toward secondary market investors.
Imposing an arbitrary recovery ceiling, as the U.S. Vulture Act
does, not only seems unfair as it would lead to the same debts
having different values merely based on when they were bought,
but has no relationship with the HIPC Initiative. BLB
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22,916

Y2 Compare Debr Relief Act, ch. 22, with M TrEasury CoNSULTATION ON LEGISLA-
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L36 Of course, the possibility of forum-shopping may influence soverelgn debtar. be:lmv-
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164 Conr. INTELLIGENCE AGENCY, Cowntry Comparison: HIVIAIDS Adult Prevalence
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