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A.

I.

General Remarks and the development

Insolvency of States

The phenomenon that states might become insolvent has been ignored if
not outright negated for a long period of time in which all stakeholders
have made repeatedly painful experiences of what it means when a state
becomes incapable to service its debts. The scenes – made visible to the
entire world through TV – when the Argentinians tried to withdraw their
money from the banks and could not do so due to the closure of all those
banks confer a vivid impression of the cynicism by which the possibility
of a state insolvency was denied: It was said that a state cannot be
insolvent unless every single citizen is him- or herself insolvent and the
money printing machines do not work anymore; before these two
preconditions are not fulfilled the state could still increase the tax
obligations and could print fresh money in order to generate the money
necessary for repayment of the existing debts.
II.

Recent developments

Despite this cynicism, various tools had been established to solve the
problems related with insolvent states. Suffice it to mention here the
Brady bonds or the HIPC initiative of the International Monetary Fund.
However, the probably most important one of those tools had been the
foundation of the Paris Club – and some time thereafter followed by the
London Club. These two clubs provided fora on which the lender states
and banks respectively could – and still can until today – negotiate with
the borrowing states about a potential debt relief. However, even though
these two clubs have achieved more often than not decisive breakthroughs in desperate situations – their procedure lacks the clarity,
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predictability, and the binding force of a legal concept. It has never lost
its appearance of something like a gracious act rather than a remedy to
which the debtor states could refer.
It had been primarily the civil society – the non-governmental
organisations (NGOs) – which opposed this sort of dominating the
problems unilaterally and – more or less – by fiat or a wilful act and
which demanded instead fair procedure which distributes rights and
duties equally on both sides. This movement received quite a strong
support through the then Pope John-Paul II who acclaimed the year 2000
in his speach on January 1 to be the Jubilee Year in which all debts of the
third world should be forgiven. This reference to the third book of Moses
(25,8) and to a Christian tradition reaching back to the Middle Ages
(1300) had an enormous impact on the civil society.
Despite this powerful movement, however, it came as a huge surprise to
all those concerned and interested when in November 2001, the Deputy
Managing Director of the IMF, Anne Krueger, presented in a speech in
Washington a concept of an insolvency proceeding for states – called by
her „Sovereign Debt Restructuring Mechanism“ (SDRM). All of the
sudden, this topic had left the circles of NGOs and entered the stage of,
i.a., political as well as academic discussions. The IMF itself adjusted in
the following months its own concept to the criticisms and proposals
brought forward by various institutions, politicians, academics and NGOs
– thereby minimizing increasingly its own involvement into such SDRM.
However, probably for political reasons this discussion was brought to an
end by claiming that the so called „Collective Action Clauses“ (CACs)
would do the job much more adequately than a full-fledged type of
insolvency proceeding. This claim was valid insofar as states had
changed their borrowing policy within the previous 10 or 15 years
dramatically: Instead of borrowing money primarily from other states or
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from banks, they acceded to the capital markets directly by issuing
bonds. Therefore, CACs as clauses to be inserted into such issuances
could justifiably be seen as a sufficient remedy.
At about the same time when the CACs had been pushed forward,
another tool for debt relief became sudden prominence: As a
consequence of the Iraq war in 2003, the NGOs strongly advocated the
application of the concept of odious debts. Details will be given below;
suffice it here to conclude that in case of such application, Iraq would
have been quite debt-free since most of the debts had been incurred by
the well-know dictator Saddam Hussein. Ever since, the idea of odious
debts (increasingly also called: illegitimate debts) inspires numerous
writers primarily in the U.S. The litterature on this topic is almost
endless; the practical application – in contrast – is close to non-existant.
B.

The tools

After this historical overview over how the debate has developed in the
last decades, it is now the place to introduce the various tools in
somewhat more details. I will begin with a type of insolvency proceeding,
will then turn to an explanation of the CACs, before I mention a further
proposal which is known as „Code of Good Conduct“. Then I will
elaborate a bit more on the odious debt discussion before I, finally,
introduce a proposal by which the discussion about an insolvency
proceeding will hopefully become re-vitalized.
I.

An insolvency proceeding for states

The attempt to establish an insolvency proceeding for states is
sometimes called “statutory approach”; since the basis of such
proceeding is a statute and constitutes, thus, a contrast to the
contractual approach of the CACs. The statutory approach attempts to
solve the problem of an insolvent State on a broader basis than just the
amendment of contracts. It resembles in many respects the insolvency
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proceeding known from the private law – and here, in particular the
reorganisation proceeding or “Planverfahren”, as it is called in German
terminology and as it is modelled after the US chapter 11 proceeding. It
does so by creating a legal framework which offers the stage on which
negotiations can be lead between the stakeholders and results be
achieved in a fair and transparent manner. Such a framework not only
exercises a disciplining impact on both the debtor in its borrowing policy
and the creditor in its lending strategy; it, moreover, enables
predictability by allowing ex ante-calculations, whereas the present way
of handling debt crisis’s offers only ex post-hope (or power respectively)
for debt restructuring.
It has already been said that the most prominent representative of the
statutory approach is the IMF with its SDRM. It is statutory in that it shall
be incorporated into the IMF’s Articles which obliges all members to take
the necessary (legislative) steps to give these rules effect.
In one of its final iterations in early 2003, the SDRM proposal consisted
of several key elements, and among them were the following: First, a
supermajority of creditors would be able to bind a minority with respect
to the terms of a restructuring agreement. Second, existing creditors
could by a supermajority vote agree to give priority to new lenders that
provide fresh private lending to the sovereign borrower, and such new
lenders would be excluded from the terms of the restructuring. Third, a
dispute resolution forum would be established to resolve disputes that
might arise during various votes held by creditors or when creditor
claims are being verified. (Unlike the earlier versions of the SDRM
proposal, the later versions of the proposal did not contain a provision for
an automatic stay – which is remarkable when one looks at the UN
Security Council Resolution 1483, which – as a matter of fact – provided
Iraq with such automatic stay.)
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The present version is the result of a number of essential changes from a
clearly IMF dominated and driven proceeding in the beginning to a now
quite well balanced scheme in which the IMF tries to keep itself out of
the mechanism as much as possible. Suffice it to mention here1 that
much of the procedural control shall be in the hands of a special type of
court, or as it the IMF phrases: a Dispute Resolution Forum (DRF).
Given these facts, it is apparent that the preferable approach is the
statutory one. This, however, does not mean that the IMF’s SDRM were
the golden solution, so to speak. It is not – for a few reasons: The most
important one is perception. Even though the present Managing Director
of the IMF (as well as his predecessors) is working hard on
improvements as to how the Fund is (or should be) seen in the world,
there will always be a bad after-taste when the very institution which, by
means of its regular consultations, accompanies closely a State on its
path into its financial crisis is the one which offers the solution through
the SDRM once the unsustainability of debts has indeed come into
existence.
Moreover, the IMF does exempt itself from the SDRM in order to
guarantee itself full satisfaction of its outstanding claims. This, however,
is completely unbearable only on first sight. A closer look reveals that
such a legislative “self-service” has been (and in many countries still is)
an undisputed feature of private insolvency laws. Here, the State always
was not only a creditor (as to taxes and other public revenues); at the
same time, it was also the law maker which provided for (and paid) the
judges and privileged itself by means of a better status within the
proceeding than the other creditors of equal rank. But a still closer look
shows that this comparison does not carry too far in the case of the IMF:
First of all, it is not the sovereign that rules about subjects; therefore,
1

For the present version see www.imf.org/external/np/pdr/sdrm/2002/112702.htm.
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secondly, this “self-service” invites other multilateral creditors – including
the Paris Club – to claim the same privileged status (which they are in
fact to receive); and this leads, thirdly, to the proceeding’s concentration
on private investors and, thus, shares the flaw of the present contractual
approach.2
If, thereby, inter-creditor equity is undermined, the proceeding breaches
fundamental requirements of the rule of law – which, be it reminded, the
IMF outside the SDRM context is eager to see established and followed in
its member States all over the world. In sight of these fundamental
problems it seems to be the better solution to plea for another type of
statutory approach.3 Here, the procedure is not based on the IMF’s
Articles but in a model law which might be drafted by the UN and which
should be incorporated into national law – and be it through the IMF’S
and the World Bank’s conditionality. The contents of such model law
resemble in many respects those of the IMF’s SDRM.
II.

Collective action clauses (= contractual approach)

The proponents of this approach try to keep the procedural aspects in
the course of a State’s debt restructuring attempts as minimal as
possible. They do so by relying on the so called “Collective Action
Clauses” (CAC) that are to be inserted in bonds issued by the State in
question. These clauses provide that under given circumstances the
holders of the respective bonds subdue themselves to a majority decision
of all creditors of such bond – primarily with respect to the consent to a
certain percentage of debt reduction. This shall in particular overcome

2

Cf. supra at IV 1.

See Paulus, A Legal Order for Insolvencies of States, available under:
www.iiiglobal.org/committees/committee_e.html; idem, A Statutory Proceeding for
Restructuring Debts of Sovereign States, Recht der Internationalen Wirtschaft (RIW)
2003, 401 ff.
3
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the notorious problem of opposing minorities often referred to as
“holdouts.”
In general terms, these are clauses in bond indentures that permit
changes to terms of bonds, including payment terms, with supermajority
approval of the bondholders (e.g., a 75 percent vote). Such collective
action clauses stand in contrast to clauses in certain indentures that
require unanimous approval of bondholders for any changes in payment
terms.4
The CACs, thus, are targeting that what nowadays usually – e.g. in case
of Argentina – form the biggest block of debts of financially troubled
countries. Due to the abovementioned changes in the lending and
borrowing practices in the last 10 to 15 years, bondholders and other
private investors (such as, e.g., insurance companies) are nowadays the
typical lenders; they are the ones which, according to the proponents of
the contractual approach, apparently are supposed to bear the main
burden of the debt restructuring.
The private investors tend to favour the contractual approach because
the statutory approach would, they argue, exercise too deep a cut into
their existing rights. Of course, thereby they keep quiet about that,
under the present circumstances, such cuts are not less and that they
are by no means calculable. Thus, it appears that the real reason for
opposing the statutory approach is the feared loss of power – as each
holder of rights (and particularly a secured creditor) has and exercises
power over the obliged.
Moreover, the contractual approach has difficulties in guaranteeing intercreditor equity as each CAC applies by definition just to the type of
Unanimous approval requirements are more typical of bonds issued under New York
law, whereas collective action clauses are more typical of bonds issued under UK law.
4
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contract to which it belongs.5 And finally, in its concentration on bonds,
this approach ignores potential changes in lending practices: Who knows
at this point of time whether or not at some future date States and banks
will re-enter the business of lending to foreign sovereigns? The fact that
they have left it some years ago does not mean that they will never
come back again. If they did in fact re-emerge as lenders to sovereigns,
the contractual approach would not have any effect on these sources of
capital because the focus of the contractual approach is on bonds as a
source of capital to sovereigns.6
III.

Code of good conduct

A third approach centers on a voluntary mechanism based on the
adoption of Codes of Conduct by stakeholders in the sovereign lending
arena. For example, the Bank of France, under its [former] Governor
Jean-Claude Trichet, has put forward such a proposal.7 In addition, a
leading industry organization representing international financial services
organizations, the Institute of International Finance, has also proposed
an approach based upon the adoption of a Code of Conduct.
The Bank of France’s Code of Conduct is based upon a group of core
principles, including the following: early and regular dialogue based on
trust among debtors and creditors; transparency of information; fair
representation of creditors; comparable treatment of the different
J.P.Morgan offers for this problem a solution which, however, is rather complicated
and dependent of initial funding which it is not explained where it shall come from.
5

Further disadvantages or even deficits of the contractual approach is its lacking
capability to cope with a rogue debtor state; and this approach does not generate
liquidity.
6

The Bank of France, for instance, has proposed such an approach. See, e.g., Bertrand
Couillault and Pierre-Francois Weber, “Towards a Voluntary Code of Good Conduct for
Sovereign Debt Restructuring,” Banque de France, FSR, June 2003. For a recent
version of such an approach, see Institute for International Finance et al., “Principles for
Stable Capital Flows and Fair Debt Restructuring in Emerging Markets,” November 2004
(available at www.iif.com/data/public/principles-final_0305.pdf). Additionally, cf. the so
called Equator Principles, available at: www.equator-principles.com.
7

9
creditors; and fair burden sharing between the different stakeholders.
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Similarly, the Institute of International Finance’s proposal centers on four
basic principles: transparency and timely flow of information; close
debtor-creditor dialogue and cooperation to avoid restructuring; good
faith actions; and fair treatment, including avoiding unfair discrimination
among affected classes.9
IV.

Odious (or: illegitimate) debts

Depending on the stance one is taking, lawyers do appear to the outside
world repeatedly as the cold and immoral guys who ignore basic ethical
demands in their professionality. One example is the claim of one of the
NGOs in Iran after the fall of Saddam Hussein: It cannot be just and
justifiably that the survivors of the despotic regime are bound to pay
back all those loans entered into by Saddam in the name of Iraq – loans
which were used by the despotic ruler to buy weapons through which he
had killed the families of those survivors. The almost self-imposing
answer is: No, this cannot be just and therefore the loans must be
treated as null and void. The seemingly perfectly fitting tool for this
result is the concept of „odious debts“.
However, the world as it is is more complicated than to fit into a simple
„good – bad“ scheme. Thus, over the last several years, as throughout
its history, the concept of odious debts has generated heated debates –
not the least important one about its legally binding force.10 The
discussion is insofar irritating and confusing as there are different ideas

Bank of France, Toward a Code of Good Conduct for Enhanced Prevention and
Resolution of International Financial Crises, Banque de France Bulletin Digest, No. 111,
March 2003.
8

Institute of International Finance, Principles for Stable Capital Flows and Fair Debt
Restructuring in Emerging Markets, p. 4.
9

See just Paulus, „Odious Debts“ vs. Debt Trap: A Realistic Help?, 31 Brooklyn Journal
of International Law, 2005, S. 83 ff.
10
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of the contents of what is unisonously called „odious debts“.11 Alexander
Sack coined this term in 1927 and provided elements for this concept
which form the starting point for most modern discussions among the
NGOs. In contrast, the International Law Commission (a subsidiary organ
of the United Nations General Assembly entrusted with the task of
codifying and developing international law) used the same expression
with a different understanding of it. In textbooks of modern public
international law when and if reference is given at all, this points at this
ILC understanding.
The commonality of both argumentation strands are cases when a
successor state has refused to honor certain debts contracted by its
predecessor state. Depending on the reason for the repudiation, such
cases have been classified under the labels of “war debts”, “subjugation
debts” or “regime debts”. But all attempts at defining the expression
“odious debts” beyond these few categories have met with
insurmountable difficulties, so much so that even the ILC, while
discussing the issue in its work on state succession, for various reasons
ended up not including the concept in the final text of the Convention on
succession to property, archives and debts.
Nor have later attempts found any greater success. To the contrary, the
very extension of the debate to cases of governmental (rather than
state) succession, and the application of the concept to such diverse
categories as those of “illegitimate”, “criminal”, “illegal” and “ineffective”
debts, have further confused an already vague concept and diminishing
its practical value in answering real problems. It is, thus, fair to conclude
that there is no legally binding concept of „odious debts“.12
For this cf. Paulus, The Concept of „Odious Debts“: A Historical Survey:
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1077688.
11

This is true even and despite the almost countless literature in recent years (primarily
in the U.S.): See e.g. Choi and Posner, A Critique of the Odious Debt Doctrine
(University of Virginia Law School. Public Law and Legal Theory Working Paper 58,
12
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V.

Sovereign Debt Arbitration Tribunal

A preliminary conclusion of the foregoing discussion is that the time for a
full-fledged insolvency proceeding for overindebted states obviously is
not yet ripe; that the solution of the problems by means of Collective
Action Clauses is – at best – a halfhearted attempt; that the appeal to a
good conduct is welcome but much too uncertain to build solid
expectations and calculations on it; and that the concept of „odious
debts“, for various reasons, is not workable. On the other hand, to the
degree that the picture of the global village becomes more and more
realistic it appears to be irrefutable to strive for better solutions; like in a
village, neighbours have to care for each other.
Given this set of facts and – in particular – given the general desirability
of an insolvency proceeding, it seems to be advisable to start with a
much more humble step – namely the creation of a court-like institution
which has the chance to form the nucleus of what ultimately might turn
into a kind of international insolvency court13 and, ultimately, into a full2007); 32 North Carolina Journal of International Law and Commercial Regulation
(2007), King, Odious Debt: The Terms of the Debate, p. 605 ff.; Shafter, The Due
Diligence Model: An Executive Approach to Odious Debt Reform, p. 669ff.;
Pérez/Weissman, Public Power and Private Purpose: Odious Debt and the Political
Economy of Hegemony, p. 699ff.; Yianni/ Tinkler, Is There a Recognized Legal Doctrine
of Odious Debts?, p. 749ff.; Herman, Doing the Right Thing: Dealing with Developing
Country Sovereign Debt, p. 773ff.; Ramasastry, Odious Debt or Odious Payments?
Using Anti-Corruption Measures to Prevent Odious Debt, p. 819ff.; Gelpern, Odious, Not
Debt, 71 Law & Contemporary Problems, Summer 2007; Rasmussen, Sovereign Debt
Restructuring, Odious Debt, and the Politics of Debt Relief, Vanderbilt Law and
Economics Research Paper No. 07-14; Ginsburg/Ulen, Odious Debt, Odious Credit,
Economic Development, and Democratization, Illinois Law and Economics Research
Paper No. LE07-014; Ochoa, From Odius Debt to Odius Finance: Avoiding the
Externalities of a Functional Odius Debt Dctrine, 49 Harvard Internatinal L.J., 2008,
109; Catà Backer, Odious Debt Wears Two Faces: Systemic Illegitimacy, Problems, and
Opportunities in Traditional Odious Debt Conceptions in Globalized Economic Regimes,
70 Law & Contemporary Problems, 2007, 1. See also Howse, The Concept of Odious
Debt in Public International Law (available at:
www.unctad.org/Templates/Download.asp?docid=8960&lang=1&intItemID=2101).
E.g., Reinisch, Ein Insolvenzrecht für Staaten?, Wirtschaftspolitische Blätter 2003, 28
ff.; Stiglitz, “Odious Rulers, Odious Debts, ” The Atlantic Monthly, Nov. 2003 (available
at: www.odiousdebts.org/odiousdebts/index.cfm?DSP=content&ContentID=8577).
Stiglitz also envisages the involvement of the U.N.
13
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fledged insolvency proceeding. Examples for such institution exist in the
Iran-US Tribunal or in the respective arbitration panel in the context of
the Iraq debt restructuring. And like in those cases, the tribunal should
not be modelled after the type of commercial ad-hoc arbitration but there
should be a limited and fixed amount of arbitrators who develop in the
course of their existence an ever deepening expertise in the relevant
matters.14
1.

The first question to answered is, of course: Arbitration implies

agreement among the parties – how can this be achieved? If an
agreement were to be reached only after a state’s default, it is more than
likely that any attempt to come to an unanimous result would be bound
to fail (unless special political circumstances render this possible 15).
Therefore, generally the parties have to agree ex ante – which is to say
that such agreement must, like in the abovementioned CACs, be included
in the bond indentures as one additional clause.16
2.

As to the creation of this Tribunal, it should be established under

the auspices of a highly reputed multilateral institution which is not a
lender institution to sovereigns, i.e., an institution that may ultimately be
a creditor in a sovereign debt restructuring exercise. Since the IMF’s and
the World Bank’s perception among certain parties of potential bias and
conflict of interest is fragile, it appears to be the best solution that, at
present, the United Nations is seen as the most appropriate candidate.

The following description is taken to a wide degree from a common paper of the
present author and Steve Kargmann which was already presented in an earlier version
at a U.N. workshop in New York in spring 2008 and which shall be presented again – in
a more elaborated version – at a further U.N.-conference in Doha at the end of 2008.
14

This was the case after the Iran crisis and the Iraq war, for the latter see Deeb,
“Project 688: The Restructuring of Iraq’s Saddam-Era Debt, ” Cleary Gottlieb
Restructuring Newsletter Winter 2007, p. 3 ff.
15

Such clause would stand independently from CACs; the one is not – necessarily –
inflicted by the other.
16
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Thus, if the UN were to be the “creator” of such an arbitral tribunal,
various questions regarding the functioning and operation of such
tribunal need to be addressed in due course – questions such as the
selection process for the pool of arbitrators, the establishment of a
permanent secretariat, the posting of a website, the payment of each
arbitrator, and so forth. However, with respect to the selection process
itself, there is quite an appropriate model for these points in the earlier
attempt of the IMF to set up its SDRM. Accordingly, the Secretary
General would select in the range of ten to twenty arbitrators, or, for the
sake of even greater neutrality, the Secretary General would appoint ten
individuals who in turn would select ten to twenty arbitrators. This
overall group of arbitrators would then elect one of their members as
president of the tribunal.
The selection of arbitrators through such a neutral institution has the
enormous advantage of fostering trust, which is not a minor
consideration given that the whole matter of perception is an important
and delicate issue in the sovereign restructuring context. The elected
president’s task would be to draft the procedural rules for the tribunal,
which would be enacted when and if all arbitrators (or a qualified
majority thereof) give their consent and after the Secretary General has
been informed of the proposed rules.17 Moreover, a further task of the
president of the tribunal would be to appoint the arbitrator(s) for each
particular case.
The details about the panels might be open to the particular needs of
each case. For instance, it might suffice in a given case to appoint just

This special design for the particular needs of this tribunal is what makes the
difference vis-a-vis the concerns expressed by some about using ICSID arbitration for
sovereign debt restructuring, see, e.g., Weibel, “Opening Pandora’s Box: Sovereign
Bonds in International Arbitration, ” 101 Am.J. Intl L. 711 (2007).
17
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one arbitrator or it might be necessary to have three arbitrators. In
addition, depending on the scope of the tribunal’s tasks, the applicable
substantive law might need to be determined.
3.

The tasks and duties of a dispute resolution panel can be manifold,

depending on the individual configuration of the debt restructuring
mechanism in general.18 And this, in turn, depends on the ambition of
how far one wants to extend the influence of the arbitral tribunal. The
details of its range of tasks can (or should) be carefully delineated in the
relevant bond issuance clause or other relevant debt instrument
providing for arbitration. By all indispensable pragamtism and modesty,
the minimum wouöd be that the arbitral tribunal is empowered to
address matters related to the verification of creditor claims as well as
voting issues related to the approval of the restructuring plan and other
similar matters.
As a general observation, however, it should be noted that the extent to
which the tribunal shall be empowered to address specific issues is to be
left to the discretion of the parties. As a practical matter, it may be that
it is the bond-issuing sovereign which will design the respective
arbitration clause and propose such a clause to the investor community,
but then it will be left to the investor community to decide whether or
not to accept the arbitration clause that has been proposed. Depending
on the specific contours and details of any such arbitration clause that is
proposed by the sovereign, this could either create a buying incentive or
disincentive for investors. However, it is not inconceivable that, with the
passage of time and the development of experience in this area, certain
practices may or may not gain acceptance in the market with the result

For an overview, see Hagan, “Designing a Legal Framework to Restructure Sovereign
Debt, ” 36 Georgetown Journal of International Law 299 ff. (2005); see also Paulus, Die
Rolle des Richters in einem künftigen SDRM, in: Gerhardt/Haarmeyer/Kreft (ed.),
Insolvenzrecht im Wandel der Zeit, Festschrift für Hans-Peter Kirchhof, 2003, p. 421 ff.
18
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that certain standard arbitration clauses may emerge in sovereign bond
issuances.
The issue thus arises as to which disputes shall the tribunal shall be
competent to decide.

Should the tribunal be restricted to deciding

narrow, technical legal issues? For example, would the tribunal be
limited to deciding on the legal validity of each individual creditor claim?
Or, in a broader formulation, should the tribunal be permitted to decide
on the legal validity of the sovereign’s proposal for debt restructuring?
Furhter potential issues are the definition of what constitutes
“sustainable debt” for the sovereign in question (in this context, one
might allow the IMF to make submissions on this matter even though it
is not a party to the arbitration, possibly subject to certain confidentiality
restrictions given the sensitivity of the information); whether the
underlying economic assumptions underpinning any particular
restructuring plan are reasonable or not; satisfaction of the
commencement criteria for invoking the arbitration mechanism; whether
the parties have engaged in good faith negotiations; etc.
4.

A more ambitious approach would be, for instance, to include a rule

setting forth the degree, if any, to which degree a decision of the tribunal
would have a binding effect on other creditors.19 But if the tribunal is
empowered in its decisions to take into account issues of inter-creditor
equity, this necessarily can be done only for those issuances that have
their own respective arbitration clauses. The tribunal could then weigh,
for instance, the different maturities, the risk level (rating) of each
individual issuance, the promised interest rates, and all other relevant
details.

The additional question of enforcability outside of the ICSID rules and the applicability
of the New York Convention needs to be considered separately.
19

16
However, it should be noted that the described binding effect extends
only to those creditors who have agreed to subject themselves to
arbitration by signing the contract by which they have bought their
respective bonds or by which they have otherwise extended credit to the
sovereign such as in the form of bank loans. But other creditors who
have not signed such a contact containing an arbitration clause will not
be bound by the tribunal’s decisions. Therefore, to the extent that
arbitration (as distinct from CACs) can help address the issue of
potentially non-consenting creditors in a debt restructuring, this can only
happen to the degree of such creditors’ inclusion in the contractual
binding force of an arbitration provision contained in the underlying debt
instruments applicable to such creditors.
5.

Another feature that needs to be fixed in a respective clause is the

issue of when (and under which circumstances) the arbitral tribunal’s
task to decide on relevant issues comes into existence. In other words,
what are the triggers for this mechanism and who shall be permitted to
pull these triggers? The advisable answer to the first question seems to
be that it is the announcement of a default – as defined in the respective
issuance contract – constitutes the relevant trigger. Moreover,
depending on the determination of the parties as to how they draft the
specific language of a given arbitration clause, a default might
commence even in something that parallels “imminent insolvency” in the
commercial insolvency regime.
As to the second question, it should also be specified which side shall be
allowed to invoke the arbitration mechanism. The alternatives are either
the sovereign alone or the creditors as well. Even though it would appear
to be preferable – seen from a disciplining perspective – to bestow such
a right on both sides, it might not be acceptable to sovereigns to be
subjected involuntarily to such proceedings. Thus, for political reasons,
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pulling the trigger might be left alone to the sovereign debtor or to the
sovereign debtor and creditors acting in unison.
However, since these are all contractual issues to be addressed in the
respective arbitration clauses, this issue will, as a matter of fact, be left
to the contractual freedom of the parties to decide whether to confer the
right of invoking the arbitration proceeding to the creditors as well
(whether it is each creditor individually, a certain “head”-majority of the
creditors, a certain “sum”-majority of the creditors, etc.).
6.

What shall be the relevant law for a proceeding of the Sovereign

Debt Tribunal? If it is the law of a particular jurisdiction, shall issues of
public international law be neglected, in toto or partially? What about the
eminently important question of inter-creditor equity in cases where
some bondholders, because bonds were issued under the laws of various
jurisdictions, will be judged under English law, whereas other bonds, for
example, will be judged under the laws of New York and yet others under
German law?
Given the complexity and intricacy of these questions, it might be
worthwhile considering whether or not the institution which creates the
arbitral tribunal (e.g., the UN) offers as an additional option available for
all respective bond issuances that the tribunal would (if agreed to by the
parties to the relevant debt instrument) apply specific insolvency rules
and principles. For the sake of gaining the necessary global acceptance,
it may be that this would not simply be the law of a particular jurisdiction
but rather something perhaps along the lines of the “law merchant.”
Such law in this context might be found in the general principles of
insolvency law established by leading international institutions (e.g., the
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principles specified in the relevant texts of the World Bank20,
UNCITRAL21, IMF22, etc.). However, it should be noted that these
international institutions have developed principles of insolvency law that
are to be applied in general to commercial enterprises as to opposed to
sovereigns, and thus some adaptation of such principles would
presumably be required if the sovereign debt tribunal were to look to
these principles for guidance
7.

As a complement to the present proposal for a sovereign debt

international tribunal, one might propose that the parties to a sovereign
debt issuance should seriously consider whether they wish to require
mediation among the parties, which by its nature is non-binding on the
parties, as a precursor to a binding arbitration procedure. In other
words, the parties could specify in their arbitration clause whether or not
mediation is a necessary step to be exhausted before they are permitted
to resort to arbitration. Even if mediation is not specified as a formal
prerequisite to arbitration, the parties could still resort to mediation to
the extent that thought it would help resolve any disputes or otherwise
advance the restructuring process.
In sum, the possibility of mediation of disputes could provide the parties
with a less adversarial forum for resolving their disputes before they turn
to a higher stakes and potentially more protracted and adversarial
arbitration process.

Furthermore, any mediation, whether or not as a

formal prerequisite to binding arbitration, could be seen as a tool to
bridge the differences between the parties on any outstanding
negotiating issues and thereby assist the parties in any ongoing efforts to

20

See World Bank, Principles and Guidelines of an Effective Insolvency System.

See United Nations Commission on International Trade Law (UNCITRAL), UNCITRAL
Legislative Guide on Insolvency Law.
21

22

See International Monetary Fund, Orderly & Effective Insolvency Procedures.
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reach a restructuring agreement. In this light, mediation might be seen
as a useful mechanism for helping the parties reach the necessary
thresholds of creditor support set forth in any applicable collective action
clauses (CACs).
8.

The basic financing and support for the arbitral tribunal should

come from the sponsoring organization, e.g., the United Nations. Such
an organization would provide office space and a small secretariat to
handle general administrative matters, including staying abreast of
current developments in sovereign debt restructurings and defaults as
well as coordinating with the roster of designated arbitrators. However,
in the event of an actual arbitration, the parties involved in the
arbitration would be solely responsible for defraying the costs of the
arbitration, including the fees and expenses of the arbitrators. As in any
complex international arbitration, the costs of such proceedings can
potentially be very significant, so the parties would have to be prepared
to bear such costs.
C.

Summary

What hopefully has been become evident from the foregoing remarks is
that a) there is a need for coping with the overindebtedness of states in
a more predictable and just way than by the hitherto existing ad-hoc
solutions, and b) that the legal instruments can offer such better
solution. What is necessary for realizing it is the respective political will –
which existed when the abovementioned „automatic stay“ was provided
by the U.N. Security Council to Iraq but which seems to be far less visible
with respect to the introduction of a full-fledged type of insolvency
proceeding. The idealistic undertone of this presentation is that smaller
steps towards achieving this overall goal will gradually develop the
political will.

