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As a result of the debate in the international ecumenical movement on the root causes of poverty
and injustice, Norwegian Church Aid issued in 1989 the first booklet in Norway addressing the
debt crisis of developing countries. Since then, seeking a solution to the debt crisis has been an
integral part of Norwegian Church Aid’s work for global economic justice.

During the last decade the debt crisis has been addressed by millions of people through the
Jubilee 2000 campaign and the Jubilee South platform that together raised 25 million signatures.
The success of the campaign is the global recognition of debt as a crucial element in all strug-
gles against poverty and for justice.

The achievements are significant, but the reality is that the poorest countries still pay US$ 59
million every day to rich creditor countries in the North. The current debt-relief mechanisms, the
most important one being the HIPC-initiative rooted in the World Bank and International Mon-
etary Fund, are cancelling too little debt - too slowly. They have also been linked to questionable
macroeconomic policy conditionalities.

The campaign focus for Jubilee 2000 was the cancellation of unpayable debt. Jubilee South
criticised this focus and argued that major part of the debt should not be paid because it was
illegitimate for historical and contemporary reasons. Classical examples include debts inherited
by democratic governments from dictators and racist governments like the ones in Argentina
and South-Africa.

Norwegian Church Aid as a church based organisation recognises that the question of the legiti-
macy of debt is valid and ethically necessary to address. We also know that the concept is
easier said than implemented. We therefore asked Joseph Hanlon, at the Open University in
UK, to conduct a study on the understanding of illegitimate debt in order to bring the debate
further and eventually the political decisions closer.

The study indeed shows that the concept of illegitimate debt is relevant both in terms of national
and international law and historical practices. It further documents that a major part of the present
debt burden can be classified as illegitimate according to acceptable, national and international
standards, and should therefore be cancelled.

Our hope is that this study will create constructive discussions on the concept of illegitimate
debt. Along side this, dialogue with our partners and all other relevant stakeholders will form the
foundation for the Norwegian Church Aid’s future position on this issue. We also hope that the
study will stimulate political action by key decision-makers on the realities of illegitimate debt.

The issue might seem technical and difficult. But the reality is quite simple: those responsible for
the debt burden must take the responsibility to cancel it. So far the poor people, who had no
influence in the process of taking the loans and who benefited - at the best - marginally from
most of the loans, have carried the burden. It is time for the creditors in the North to take their
responsibility. If not, democratic nations in the west are legitimising political oppressive regimes
and irresponsible creditors. That can not continue.
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SUMMARY AND KEYPOINTS

Campaign groups in the South have been in-
creasingly calling for the cancellation of “ille-
gitimate debt”, and in April 2002 even the In-
ternational Monetary Fund recognised the is-
sue. However, “illegitimate” has no formal
meaning in law. In this paper, we look at na-
tional legislation and practice with respect to
debt and insolvency and try to extend this
thinking to international practice, in combina-
tion with the few existing international doc-
trines such as “odious debt”.

We conclude that international lenders have
made improper loans, which would not have
been acceptable under domestic law, on the
assumption that the international community
would enforce repayment. We also conclude
that lenders must be made liable for their bad
lending, both on the grounds that the people
of poor countries should not be forced to re-
pay loans which the lenders should never have
made, but also on grounds of “moral hazard”
— that lenders will only learn to exercise the
required caution and prudence if they are pe-
nalised for past negligence.

We consider loans to be illegitimate if they
are against the law or would be against na-
tional law; are unfair, improper or objection-
able; orinfringe public policy. We propose that
“illegitimate” loans should be divided into four
categories. We separate the loans themselves
and the purposes for which they were granted
from the conditions attached to those loans.
Thus we consider that the purpose of a loan
can be legitimate but that the conditions, for
example usurious interest rates, can be ille-
gitimate. Second, we distinguish between
loans and conditions which are “unacceptable”
and those which are “inappropriate”. We con-
sider a loan or condition to be “unacceptable”
if it is improper prima facie, that is, at first
sight or obviously. In that case, we follow the
British legislation on “extortionate” debt, and

argue that it is up to the lender to prove that
the loan or condition was not illegitimate. We
consider a loan or condition to be “inappropri-
ate” if it would be acceptable in some circum-
stances but not others. We would require the
borrower to justify the claim of inappropriate-
ness.

Examples of these categories are given. Odi-
ous loans to dictators and apartheid South
Africa are examples of unacceptable loans.
Usury and requirements to violate national law
are unacceptable conditions. Loans to a
poor country for consumption could be argued
to be inappropriate loans on the grounds that
it was imprudent to lend to a country which
had no chance of repaying the loan. Condi-
tions imposed by the IMF could be argued to
be inappropriate conditions if they created
an economic environment which made it
impossible to repay the loan.

Complications are also considered, including
the fungibility of money and the problem that
most countries have borrowed repeatedly,
using new loans to pay off old loans.

In this paper, we have distinguished “illegiti-
mate debt” from “unpayable debt” and from
counter claims. We note that in national
insolvency procedures, there is normally a
neutral court or other arbitrator who considers
all three issues. We argue that such a proce-
dure is necessary internationally, although as
with national insolvency issues we expect this
arbitrator to only be a court of last resort which
sets standards which are then used in finding
a negotiated settlement. Having excluded
illegitimate debt for which the lender has no
right to claim repayment, the arbitrator would
then look at counter claims against the credi-
tors. This would surely include the argument
that flight capital in northern banks should be
attached to pay debts and would include claims
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for reparations for harm done by odious lend-
ing. Only then would the arbitrator look at how
much of the remaining debt the developing
country could afford to pay.

Just as international campaigning has made
the concepts of unpayable debt and an inter-
national insolvency procedure part of the dis-

“The time has come
to invoke the Doctrine
of Odious Debt. The
debts of developing
states which have
arisen

as a result of bad
lending policies

by the developed
world should be
declared odious
and written off.»

The Most

Rev Njongonkulu Ndungane,
Archbishop of Cape Town,
speaking in London 24

April 1997.

INTRODUCTION

As the debt crisis grew in the 1980s, voices in
the developing countries began to argue that
at least some of the debt was illegitimate and
should not be repaid. But it was not until the
end of the century and the growth of the Jubi-
lee movement that there were strong demands
from activists and civil society in the South to
cancel or repudiate “illegitimate debt”.

Jubilee 2000 declared that “All illegitimate
debt, in accordance with the Doctrine of Odi-
ous Debt, and debts resulting from failed de-
velopment projects should be cancelled.” !
Jubilee South goes much further and argues
that “debt steals resources from meeting peo-
ple’s most basic needs.” It cites high interest
rates which mean that new loans are only used
to repay old loans, increasing indebtedness.
Jubilee South goes on to argue that loans were
given to support Apartheid and other dictator-
ships, that loans fuelled corruption, and that
loans for dams and mining projects “resulted
in intense environmental and social damage”.
It argues that the World Bank and International
Monetary Fund use indebtedness to impose
conditions “designed in the interest of the elites
in the North and further impoverish the poor”;
and for these reasons, we argue that the pur-
ported debt of the South to the North is illegiti-
mate.” 2

course on international finance, it is now nec-
essary to define and establish the third side of
the triangle, and allow debtors to argue that
some debt is illegitimate. This is necessary
both to remove the burden of illegitimate debt
from poor countries, but also to avoid moral
hazard and impose discipline on international-
lenders.

The term “illegitimate debt” seems not to have
been used in any law or court ruling until an
Argentine Federal Judge in 2000 ruled that
debt contracted during the period of the mili-
tary dictatorship (1976-1983) was illegitimate.
Patricia Adams, a specialist in “odious debt”,
noted that “The implications of this ruling ex-
tend beyond Argentina and send a clear mes-
sage to the citizens of all the highly indebted
countries that international creditors were re-
sponsible for ensuring that the money loaned
was used for the interests and needs of the
state.”™

Then in March 2002 a paper was presented to
an International Monetary Fund conference
which recognised that a “rationale for debt re-
lief is that some debts were illegitimate in the
first place™ — probably the first time the term
had been used by the international financial
institutions.

In part 1 of this paper, we will attempt to de-
fine and characterise illegitimate debt. In part
2 we will grapple with the difficult concepts of
usury, successor loans, fungibility, and capital
flight. In part 3 we give a series of national
examples of what might be considered illegiti-
mate debt. And in part 4 we will propose a struc-
ture for illegitimate debt.
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DEFINING ILLEGITIMATE DEBT

In all legal and social systems, there are cer-
tain debts which are not expected to be repaid
— either because the debt itself is improper, or
because of the hardship that would be caused
by repaying the debts. Furthermore, it is al-
ways accepted that the lender takes a certain
risk that the loan will not be repaid —itis up to
the lender to determine if the borrower will be
able to repay, and to charge an appropriately
higher interest rate (the risk premium) on more
doubtful loans. And it is accepted that the
lender will not cheat the borrower.

One aspect of the campaign against “illegiti-
mate debt” is the view in the South that lend-
ers no longer shoulder a fair proportion of the
liability and responsibility for the loan, and that
the Bretton Woods Institutions are enforcing
repayment independent of whether or not the
loan should be repaid.

There is relatively little case law on interna-
tional debts, but substantial law and tradition
nationally. In what follows in this part, we
largely draw on national law, and especially
bankruptcy and insolvency, because that leg-
islation defines most clearly what loans are
invalid and what limits can be placed on credi-
tors.

What is ‘illegitimate’?

“lllegitimate debt” has no existing definition in
law, and the term seems almost never to have
been used in legislation or court judgements.
Furthermore, the word “illegitimate” in law
tends only to refer to children. Dictionary defi-
nitions of “illegitimate” include “not authorised
by law; improper”;® “not sanctioned by law; il-
legal™®, “not legal or fair’”, “against the law;
illegal”® and “not legitimate; unlawful™. This
is only partly helpful, because the Oxford Com-
panion to Law notes that “illegal”’ is “a very
general term for what is contrary to law, with
no precise meaning or consequence.”'® But it

goes on to note that the term “illegal contract”
is “sometimes extended to cover contracts
which are objectionable and void as being con-
trary to public policy.” Similarly, Words and
Phrases Legally Defined points out that “ille-
gal” actually means more than “unlawful” and
also means that it “infringes some public
policy”. Thus a court can determine that “a
contract is void or unenforceable for public
policy reasons”." A loan or debt is a contract,
so these definitions apply.

Thus we can conclude that an “illegitimate
debt” is one which satisfies one of the follow-
ing conditions:

1) is against the law or not sanctioned by law,
2) is unfair, improper or objectionable, or

3) infringes some public policy.

Debts which are “null” need
not be repaid

Two specific terms have been defined, “extor-
tionate credit bargains” and “odious debt”, and
a number of specific principals established
about debts which cannot be enforced by a
court, and which must be excluded in a bank-
ruptcy proceeding.

Extortionate debt

Britain’s Consumer Credit Act 1974 says that
“a credit bargain is extortionate if it (a) requires
the debtor ... to make payments ... which are
grossly exorbitant, or (b) otherwise grossly
contravenes ordinary principles of fair deal-
ing.”"? This definition is extremely broad, and
the courts have wide powers to cancel the
debts or change the terms. Perhaps most re-
markably, if a debtor alleges that a credit bar-
gain is extortionate, the burden of proof lies
on the creditor to prove that the bargain is not
extortionate.” The court is expected to take
into account the borrower’s “age, experience,
business capacity and state of health”, the
degree to which the borrower was under
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“The future is paying the price.

Discarded Ethiopian tanks, outside

Asmara, Eritrea, 1991"

“financial pressure and the nature of that pres-
sure”, and “any other relevant consideration”.
British courts have, for example, ruled that a
loan could be considered “extortionate” when
the borrower had no choice in their financial
circumstances but to accept the terms of the
loan, and have also found that failing to as-
sess the credit-worthiness of the potential
debtor contravenes ordinary principles of fair
dealing." (This issue of usury and interest rates
is discussed in Part 2).

Odious debt

The concept of “odious debts” has a long his-
tory, arising initially from the United States
seizure of Cuba from Spain in 1898. Spain
demanded that the US pay Cuba’s debts and
the US refused, on the grounds that the debt
had been “imposed upon the people of Cuba
without their consent and by force of arms.”
Furthermore, the US argued that, in such cir-
cumstances, “the creditors, from the beginning,
took the chances of the investment. The very
pledge of the national credit, while it demon-

strates on the one hand the national character
of the debt, on the other hand proclaims the
notorious risk that attended the debt in its ori-
gin, and has attended it ever since”."® In the
century since, the US has never revised its
view that Cuban debt was odious and not the
liability of the new government.

The name and doctrine of odious debt was for-
malised 30 years later by Alexander Sack, a
former minister in Tsarist Russia who became
a law professor in Paris and an expert on the
obligations of successor governments. He
wrote: “If a despotic power incurs a debt not
for the needs or in the interest of the state, but
to strengthen its despotic regime, to repress
the population that fights against it, etc, this
debt is odious to the population of all the state.
This debt is not an obligation for the nation; it
is a regime’s debt, a personal debt of the power
that has incurred it, consequently it falls with
fall of this power.”"®

Sack continues: “The reason these ‘odious’
debts cannot be considered to encumber the
territory of the state, is that ... the debts of the
state must be incurred and the funds from it
employed for the needs and in the interests of
the state. ‘Odious’ debts, incurred and used
for ends which, to the knowledge of the
creditors, are contrary to the interests of the
nation, do not compromise the latter. ... The
creditors have committed a hostile act with
regards to the people; they can'’t therefore
expect that a nation freed from a despotic
power assume the ‘odious’ debts which are the
personal debts of that power.”

Finally Sack goes on to suggest that “one could
also include in this category of debts the loans
incurred by members of the government or by

Photo: Hakon Lislerud, Norwegian Church Aid.



persons or groups associated with the govern-
ment to serve interests manifestly personal —
interests that are unrelated to the interests of
the state.”

Sack makes four points which we will apply

later:

i) a condition of legality of a loan is that it is
“employed for the needs and in the inter-
ests of the state”;

ii) odious debts fall with the regime and are
not owed by successors;

iii) debts can be considered odious if they are
used for personal rather than state pur-
poses; and

iv) creditors commit a hostile act when they
make an odious loan.

The concept of “odious debt” was further rec-
ognised by the British House of Commons In-
ternational Development Committee in 1998
when it wrote that “the bulk of Rwanda’s ex-
ternal debt was incurred by the genocidal re-
gime which preceded the current administra-
tion. ... Some argue that loans were used by
the genocidal regime to purchase weapons and
that the current administration and, ultimately,
the people of Rwanda, should not have to re-
pay these ‘odious’ debts. ... We further rec-
ommend that the [UK] government urge all
bilateral creditors, in particular France, to can-
cel the debt incurred by the previous regime.”"’

Other exclusions

Bankruptcy administrators or trustees are also
allowed to look into the background of debts,
and are expected to exclude as void debts
which involve fraud, undue pressure or vic-
timisation, or usury, or which arise out of an
illegal act. In Britain and Australia, gambling
debts cannot be enforced.®
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There has been little in international law in this
area, except for a landmark arbitration ruling
in 1923 by US Supreme Court Chief Justice
Taft. A Costa Rican dictator, Frederico Tinoco,
was overthrown and the new government re-
fused to repay loans made by the Royal Bank
of Canada to the Tinoco government. Taft
ruled: “The payments made by the bank were
either in favour of Frederico Tinoco himself
‘for expenses of representation of the Chief of
State in his approaching trip abroad,’ or to his
brother as salary and expenses in respect of a
diplomatic post to which that latter was ap-
pointed by Tinoco. The case of the Royal Bank
depends ... upon the good faith of the bank in
the payment of money for the real use of the
Costa Rican government under the Tinoco
regime. It must make out its case of actual
furnishing of money to the government for its
legitimate use. It has not done so. The bank
knew that this money was to be used by the
retiring president, F Tinoco, for his personal
support after he had taken refuge in a foreign
country. It could not hold his own government
for the money paid to him for this purpose.
The position was essentially the same in re-
spect to the payments made to Tinoco’s
brother. The Royal Bank of Canada cannot be
deemed to have proved that the payments
were made for legitimate governmental use.
Its claim must fail.”*°

Patricia Adams and others?® have noted the
tendency in the second half of the 20" century
to give more weight to the need to repay the
creditor and less weight to lender negligence.
This, however, helped promote loan pushing
(see p.11) and undue risk taking. So there is a
need to restore proper responsibility to the
lenders.
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Rights of the debtor

“In order to protect the individual from being
thrown on to the streets with nothing to keep
him alive, insolvency laws invariably exempt
some assets from seizure. ... Commonly the
law may exempt pensions and salaries from
seizure ... Tools of the trade are usually ex-
empt so that the bankrupt may continue to earn
his living.”?' In the US, most states have a
‘homestead exemption” in which the family
home cannot be seized (unless it is mort-
gaged). In Britain, “the court must leave the
bankrupt with the amount of money necessary
to meet the reasonable domestic needs of the
bankrupt and his family.”??

US bankruptcy codes go further than most
other countries to protect corporate and mu-
nicipal debtors. Chapter 11, which applies to
companies, leaves the debtor in possession
for 120 days and gives the debtor exclusive
right to propose a settlement in that time. If
the company can continue to operate without
loss if it does not pay past debts, then the court
will cancel those debts and allow the company
to continue to operate. Chapter 9 applies to
municipalities, and has strong protections of
residents and workers of the municipality: “the
court may not ... interfere with (1) any of the
political or governmental powers of the debtor;
(2) any of the property or revenues of the
debtor; or (3) the debtor’s use or enjoyment of
any income-producing property.” Furthermore,
any plan requires whatever approval would be
normal under “nonbankruptcy law”, including
electoral approval. Kunibert Raffer and in-
creasingly others have been advocating Chap-
ter 9 as a model for an international insolvency
process which could apply to poor countries.
Raffer notes that under Chapter 9 “a munici-
pality is not expected to stop providing basic
social services essential to the health, safety
and welfare of its inhabitants in order to pay
its creditors.”? Raffer also notes that employ-

ees and taxpayers have a right to be heard by
the court and to object to the confirmation of
the plan, and that the court has the right to
permit any interested party to intervene.

A moral philosopher’s view

A decade ago, a US moral philosopher James
Child wrote what remains a unique article “The
limits of creditors’ rights: the case of Third
World debt”.?* He stresses that he starts from
“a thorough-going moral commitment to capi-
talism” and “that the lending of money for in-
terest, as a species of capitalist transactions,
is a morally permissible activity.” Child first
looks at borrowing by individuals, and notes
that in US or English contract law, a lender
has no right of repayment if the borrower does
not have the capacity to borrow — for exam-
ple, if the borrower is a minor, is insane or is a
severe drug addict. The lender needs to show
prudence and good faith and not lend to some-
one who lacks the competence to borrow.

Similarly, Child continues, consider an extreme
case where a mother who lacks capacity (say
because she is a drug addict) borrows money.
“Suppose further that if she is forced to repay
the loan, deprivation will be visited not only
upon her but upon her minor children. Moreo-
ver assume [the lender] could have predicted
this but, believing that the loan plus interest
will ultimately be collectable, even while im-
posing severe deprivation, he perseveres in
making the loan.” Child concludes: “It is safe
to say that in an Anglo-American legal
system, repayment of such a loan could not
be compelled at law or in equity. Further, it is
certainly an immoral transaction.”

Now suppose a government wants to borrow
money for a development project, but that the
government “is generally too inept, corrupt,
disorganised, etc to bring off projects like this.”



In that case, the government is clearly incom-
petent to borrow.?® Suppose also that it is un-
able to repay the debt without imposing priva-
tion and suffering on its people. In that case,
like the mother in the previous paragraph, it
lacks the competence to act as a fiduciary
(trustee) for its people. If the lender knew that
the government lacked competence in these
two ways, then the lender’s “knowledge has
vitiated any prima facie creditor’s right,” Child
argues. And if the lender did not know, it surely
should have, and its failure is “contributory
negligence” and “surely [the lender’s] right to
require repayment is compromised.”

Child also looks at coercion and at what might
be seen as “odious debt”, where a dictator who
maintains his position by terror borrows money.
Child sites the analogy of a kidnapper invad-
ing a house and holding the family hostage,
and a banker is called in to negotiate a mort-
gage on the house and give the money to the
kidnapper. In “a domestic court in any lawful
society” the lender would not only fail to
recover the loan and not be allowed to fore-
close on the house, but would also “end up in
jail for conspiracy to extort and defraud.”

Special consideration is given to loans for con-
sumption, which are now common. World Bank
balance of payments support and lending for
salaries are examples. Borrowing for invest-
ment is obviously reasonable because the
borrower hopes that the profits of the expanded
enterprise will repay the loans. Borrowing for
consumption means that to survive today, fu-
ture consumption has to be reduced to repay
the loan. Child argues that a government lacks
capacity if it borrows for consumption and can
only repay by imposing privation on its citi-
zens. Lenders who lend into this environment
are acting in bad faith, and lose the right to
collect the loan. The British term “extortionate
debt” includes the same concept, because in
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deciding if a debt is extortionate, the court must
take into account the degree to which the bor-
rower was under financial pressure — in other
words, if you lend money to a starving man,
you cannot expect to collect on the loan.

Child concludes that although a borrower has
a duty to repay debts, the creditor must show
due diligence to know about the prospective
borrower. In the end, “it is not the fault of the
people in Third World countries governed by
incompetent and corrupt politicians or
kleptocratic dictators that the banks behaved
in a negligent and heedless way.”

Loan pushing

After each economic cycle, there are retro-
spective complaints of reckless lending and
of “loan pushing” — banks and other lending
agencies encouraging foreign governments to
take loans they do not need and encouraging
borrowers to live beyond their means. When
they cannot repay, they are encouraged to take
out new loans to repay the old ones. Frances
White, the US Assistant Secretary of State for
Latin America, commented that “in the carni-
val days from 1922 to 1929, when money was
easy, many American bankers forsook the dig-
nified, aloof attitude traditional of bankers and
became, in reality, high pressure salesmen of
money, carrying on a cut-throat competition
against their fellow bankers, and once they
obtained the business, endeavoured to urge
larger loans on the borrowing countries.”

In 1973, quite early in the lending boom that
led to the current debt crisis, the US Federal
Reserve Governor Andrew Brimmer noted that
“the main explanation” for the sharp rise in
lending to less developed countries was the
“failure in demand for loans from borrowers in
developed countries to keep pace with the
expansion of credit availability.” This caused
“the Eurocurrency banks (especially in

11
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London) ...to push loans to the developing
countries with considerable vigour.” Brimmer
cited a form of loan pushing that involved a
drastic softening of terms.?” And in the mid-
1970s, loans actually had a negative real
interest rate (see p. 20) but a variable interest
rate, so that once borrowers were trapped, the
interest rates were increased substantially.

In a prescient book in 1973, economist Paul
Einzig® looked at the boom in variable inter-
est rate “roll-over credits”. He argued that
banks were having trouble using the rapidly
increasing volumes of money they had avail-
able. Combined with the “spectacular increase
in the number of banks”, this led to “fierce com-
petition between banks” and an “incentive for
banks to acquire new clients at almost any
cost.” Banks “went out of their way to take the
initiative to find eligible borrowers” and “many
of them departed from well-established tradi-
tions of prudent banking” and lent to borrow-
ers with lower credit ratings. This “spectacular
expansion” in medium term lending, Einzig
wrote, “recalls the lending boom of the late
twenties, when in large or even medium-sized
German towns it was almost impossible for
visitors to find accommodation in first-class
hotels because they were full of representa-
tives of foreign banks anxious to persuade
municipal authorities ... to borrow through their
respective banks.” Municipalities and public
utilities borrowed more than they needed. “The
end of the story was general default.”

“It is hoped that this history will not repeat it-
self in respect to the roll-over credit boom,”
Einzig noted in 1973, warning that “sooner or
later, major defaults are likely to occur.” As
Brimmer and Einzig warned, borrowers could
not pay and there was a debt crisis — only the
power of the Bretton Woods Institutions and
their link to international aid prevented gov-
ernments from defaulting.

In the 1970s, it was the banks who were loan
pushing, as they tried to recycle the “petrodol-
lars”. In the 1980s and 1990s, the international
financial institutions were pushing new loans
to repay old loans. And in the 1990s, it was the
World Bank which was loan pushing, as suc-
cess was measured only on the amount of
money lent, and task managers found they
were more likely to be promoted if they lent
more money.

Loan pushing increases the argument for ille-
gitimacy, because the lenders were increas-
ingly reckless and encouraging inappropriate
borrowing. It crosses the line from poor busi-
ness judgement to negligence.

Attempts to characterise
“illegitimate debt”

There have been three serious attempts to
define “illegitimate debt”.

Tegucigalpa Declaration

Latin American and Caribbean Jubilee 2000
in the Tegucigalpa Declaration? agreed on 27
January 1999 argued that foreign “debt is ille-
gitimate because, in large measure, it was con-
tracted by dictatorships, governments not
elected by the people, as well as by govern-
ments which were formally democratic, but
corrupt. Most of the money was not used to
benefit the people who are now being required
to pay it back.

“The debt is also illegitimate because it swelled
as a result of interest rates and negotiating
conditions imposed by creditor governments
and banks, who persistently and outrageously
denied debtor countries the right of associa-
tion, while the creditor groups joined together
in veritable creditor syndicates (Club of Paris,
Management Committee), backed by the eco-
nomic coercion of the International Monetary



Fund and the World Bank. Their strategy was
clear: you negotiate on your own; we negoti-
ate as a bloc.

“In addition, it is immoral to pay the debt,
because in order to do so, the governments of
our countries would have to allocate an
extremely high percentage of public spending,
which mainly affects the delivery of social pro-
grams and the wages of working men and
women, generates unemployment and seri-
ously hurts the economy.”

Canadian Ecumenical Jubilee
Initiative

The Canadian Ecumenical Jubilee Initiative,
at a policy forum 15-16 November 2000 in
Toronto,* proposed the following four-part defi-
nition of illegitimate debt:

Debts which are illegitimate to repay:

debts which cannot be serviced without caus-
ing harm to people and communities (e.g.
when the state fails to meet the basic needs of
people, causing a violation of their fundamen-
tal human rights)

Debt incurred by illegitimate debtors and

creditors acting illegitimately:

i) odious debt or debt incurred not for the
needs or interests of the state but to
strengthen a despotic regime and repress
the population that fights against it;

ii) loans which were stolen through corruption.

Debts incurred for illegitimate uses:

i) debts for projects which did not happen or
did not benefit the people as they were in-
tended,;

ii) debt for projects that were destructive to
the community or its environment;

iii) debt contracted for fraudulent purposes.
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Debts incurred through illegitimate terms:

i) debt incurred with usurious interest rates;

ii) debts that became unpayable as a result
of external factors over which debtors had
no control (e.g. after Northern countries uni-
laterally raised interest rates, or following
dramatic falls in commodity prices);

iii) private loans converted to public debt un-
der duress, in order to bail out lenders.

AFRODAD

AFRODAD, the African Forum and Network
on Debt and Development, based in Zimba-
bwe, issued a policy brief at the beginning of
this year.®' The brief says illegitimate debts “in-
clude the following:

i) debts that cannot be serviced without caus-
ing harm to people and communities. It is
a violation of human rights to repay debt at
the expense of meeting human develop-
ment needs;

ii) debts incurred by illegitimate debtors and
creditors acting illegitimately which includes
odious debts and loans stolen through cor-
ruption;

iii) debts incurred from illegitimate uses such
as projects that did not benefit the people
as were intended;

iv) debt incurred through wrong policy advice
or a result of external factors over which
debtors have no control;

v) debt in which the money was actually sto-
len and banked in the North.

Later in the same paper, AFRODAD gives a
slightly different list:

i) debts contracted by dictatorships or repres-
sive regimes, and used to strengthen the
hold of these regimes;

ii) debts contracted by corrupt governments,
which were stolen by leaders and senior
public officials;
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“Members of the Jubilee South
delegation in a demonstration
during the World Social Forum in
Porto Alegre, 2002.”

iii) debts used for improperly designed projects
and programs;

iv) debts that swelled because of high interest
rates and other conditions imposed by
creditor governments and banks;

v) debts which cannot be serviced without im-
poverishing a country’s people.

Finally, AFRODAD mentions, cautiously, that
“all debts owed by the South to the North can
be considered illegitimate, as Jubilee South
maintains that the countries of the South are
in fact creditors of an historical, social and
ecological debt which Northern countries
refuse to recognize.”

Some preliminary conclusions

and proposals

In the last section of this part, we test the
Tegucigalpa, Canadian and AFRODAD char-
acterisations against the legal and moral defi-
nitions presented above, look at outstanding
questions, and put forward our initial sugges-
tions, to be refined in the rest of this paper.
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Our discussion is based on a division which is
explicit in law but only implicit in Child,
Tegucigalpa, AFRODAD and the Canadian
initiative — that national law always distin-
guishes and treats differently the liability of the
creditor for odious or extortionate loans and
protection of a debtor who cannot pay. This
distinction is important. The first question is
about creditor liability and debts which are null
or where the creditor has no right to claim re-
payment. The second question is about not
imposing hardship on the debtor, and on rul-
ing that all or part of loans granted in good
faith need not be repaid. Both involve creditor
risk and responsibility, but the fundamental
basis for decision is very different. And in a
bankruptcy or insolvency process, the court
or the administrator is expected to first exclude
those debts which should not be repaid, and
then decide what proportion of the remaining
debts can be repaid. In what follows, this dis-
tinction between “should not” and “cannot”?
will be maintained, and we will concentrate on
“should not”.
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Can’t pay: debtor rights and

inability to pay

Tegucigalpa, Canada and AFRODAD all say
that debts are illegitimate if they cannot be
serviced without impoverishing a country’s
people. This is obvious and we accept this point
totally. This is confirmed in all national bank-
ruptcy and insolvency laws, which require that
people retain an income sufficient to maintain
a reasonable standard of living as well as the
tools of their trade and, often, a house.

This part of illegitimate debt was the original
target of the Jubilee 2000 movement, which
called for the cancellation of “unpayable debt”,
and it has been the subject of most discus-
sion. We have dealt with this subject in exten-
sive detail in another paper.* That paper uses
a rights-based approach built on the Univer-
sal Declaration of Human Rights which in arti-
cles 25 and 26 states that “Everyone has the
right to a standard of living adequate for the
health and well being of himself and his fam-
ily, including food, clothing, housing and medi-
cal care and necessary social services. Eve-
ryone has the right to education. Education
shall be free, at least in the elementary and
fundamental stages. Elementary education
shall be compulsory.” The targets adopted in
1996 by the OECD Development Assistance
Committee3* are often seen as appropriate to
reaching these human rights goals. These in-
clude universal primary education by 2015, a
reduction by two-thirds of infant and child
mortality by 2015, and a reduction by one-half
of the proportion of people living in “extreme
poverty” by 2015.3°

A rights-based approach requires that $600
billion of debt be cancelled, according to our
study. The paper also looks at recent historic
precedents of debt cancellation (Peru, Ger-
many, Indonesia) which took into account how
much money the countries needed to spend
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before paying debt service. Following these
precedents would mean that at least $1 trillion
in debt would be cancelled.

Shouldn’t pay: creditor
responsibility and culpability

In many ways, the issue of creditor liability and
misconduct is much more contentious, and is
at the heart of what is considered “illegitimate
debt”.

The Tegucigalpa declaration argues that “most
of the money was not used to benefit the peo-
ple who are now being required to pay it back.”
If lenders can be held responsible for this, then
the original loan can be considered “illegiti-
mate”.

The Canadian definition talks of “illegitimate
debtors”. Child argues that the lender must
assess the capacity and competence of the
borrower, and cannot participate in criminal
activities of the borrower. British law requires
the court to consider the capacity of the bor-
rower. Thus it seems clear that certain loans
must be considered uncollectable because the
borrower had no right or competence to enter
into the loan contract. The Tegucigalpa, Ca-
nadian and AFRODAD characterisations of
illegitimate debt all refer to dictators and cor-
rupt borrowers; Canada and AFRODAD spe-
cifically cite odious debts. AFRODAD specifi-
cally cites “debt in which money was actually
stolen and banked in the north”, raising the
issue of complicity with capital flight, which we
deal with in more detail in the next section.

Both the Canadian and AFRODAD characteri-
sations cite projects “that did not benefit the
people as they were intended” to do. Canada
cites environmentally damaging projects and
AFRODAD cites improperly designed projects.
Clearly the lender has some responsibility for
project loans, and in most cases the lender is
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connected with the project design — directly in
the case of World Bank loans — and therefore
must accept responsibility for badly designed
projects.

In this context, the United Nations Institute for
Training and Research Debt and Financial
Management (Legal Aspects) Training Pack-
age® has some useful views: “Developing
countries rely on external expertise because
they lack the technical know-how and assist-
ance to plan infrastructure policies and to im-
plement projects. Consequently, developing
countries should not bear the burden of ... bad
planning and bad implementation performed
by external sources. ... comparative law stud-
ies indicate that modern civil and commercial
law has broadened contractual obligations in
complex business transactions beyond the
strict delivery of goods ... to include dissemi-
nation of professional information, exchange
of motivated opinions, discovery of special
risks, and instructions and consultations, es-
pecially if one party is less knowledgeable than
the other and therefore must trust the other’s
superior skills. Neglecting these accessory
obligations may be considered a breach of
contract ... and should be all the more appli-
cable if the lender is an official donor with the
statutory obligation to finance and assist in the
execution of development projects.”

AFRODAD also cites “debts incurred through
wrong policy advice”, and this is clearly a key
issue since much of World Bank and IMF lend-
ing in recent years has been policy-linked, and
dependent on the acceptance of neo-liberal,
free market and structural adjustment policies.
These institutions have never been held liable
for bad policy advice, but the economic col-
lapse in Argentina has clearly put this on the
agenda.

In terms of the conditions of the loans, the
Tegucigalpa, Canadian and AFRODAD char-
acterisations of illegitimate debt all refer to high
interest rates, and there is no question that in
national laws, usury voids a loan. We discuss
this in more detail in Part 2.

All of the preceding issues seem arguably to
lead to “illegitimate debts.” However all three
groups put forward candidates for illegitimate
debt which are less obvious, and need further
discussion.

The Tegucigalpa Declaration complains of “ne-
gotiating conditions imposed by creditor gov-
ernments and banks” under which creditors
negotiated in blocs but debtors were required
to negotiate individually. Since these negotia-
tions are always over rescheduling of loans,
they cannot be used to argue that the original
loans were illegitimate. We can see three ways
in which illegitimacy might enter, however.
First, we have already shown that in all na-
tional laws demands for repayment are con-
sidered illegitimate if they force the debtor into
poverty, so these rescheduled loans would
need to be treated with all other debts when
considering what is unpayable. Second, debt
rescheduling that involves additional policy
conditions might be considered unacceptable,
as is the case now where HIPC debt cancella-
tion requires the adoption of a Poverty Reduc-
tion Strategy Paper largely mandated by the
Bretton Woods Institutions. The addition of new
conditions not in the original loan agreement
could make the loan illegitimate. Third is where
a new loan must be taken out to pay off an old
loan, which is discussed in more detail in Part
2. For the second and third areas, the issue of
“coercion” raised by Child is important. British
law says that “financial pressure” must be taken
into account when a court decides if a person



has agreed to an “extortionate” credit contract.
Thus the creditor has less right to demand re-
payment if it has used the financial crisis of
the debtor to impose unacceptable conditions
or unacceptable new borrowing.

The Canadian Ecumenical Jubilee Initiative
introduces two new causes of illegitimacy. One
is “debts that became unpayable as the result
of external factors over which the debtors had
no control” such as unilaterally raised interest
rates or dramatic falls in commodity prices.
We discuss this more in Part 2 under usury,
but note that this should be governed by a dis-
cussion of unpayability rather than by illegiti-
macy of the terms of the debt itself. The sec-
ond issue is “private loans converted to public
debt under duress, in order to bail out lend-
ers”. We have already mentioned this in con-
nection with the Tegucigalpa Declaration, and
in Part 2 we set out an argument as to when
successor loans ought to be treated as illegiti-
mate.

Finally AFRODAD mentions “Debts incurred
[as] a result of external factors over which
debtors had no control.” We take this to mean
in particular “apartheid-caused debt”’, which is
built up of the loans the neighbours of the then
apartheid-ruled South Africa took out in the
1980s to defend against the attacks and sanc-
tions of the apartheid state. We noted above
(see p. 7) that “illegitimate” can mean “illegal”
and that in Words and Phrases Legally De-
fined “illegal” means more than “unlawful” and
also means that it “infringes some public
policy”. In all of the nations that lent to South
Africa’s neighbours, apartheid was accepted
as a crime against humanity and it was public
policy to help the neighbouring states. They
were forced to borrow because of the depre-
dations of the apartheid state, and loans were
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granted out of solidarity. With the benefit of
hindsight, it is clear that the loans could not be
repaid and the money should have been
grants. Asking people to pay such loans now
goes against the original public policy goal of
defending these countries against apartheid,
so it can surely be argued that these debts are
illegitimate, if only with the benefit of hindsight.

Setting off other debts

AFRODAD cites the Jubilee South view that
“countries of the South are in fact creditors of
an historical, social and ecological debt” and
thus loans from the north are illegitimate. All
insolvency and bankruptcy laws call for a pro-
cedure to set off money owed to the debtor
against money owned by the debtor. Indeed,
in the United States chapters 9 and 11 can be
used by a company or municipality which is
owed more than it owes to force a repayment
standstill until it receives money owed which
can then be used to pay debts. Clearly, it is
reasonable for Jubilee South to ask that debts
owed by the north be set off against debts owed
to the north.

But asking for such an offset is very different
from claiming that the loans granted by the
north were illegitimate. Of course, it can be
argued that if the north had paid its debts, the
south would not have been forced to borrow.
Nevertheless, we are moved to make the
somewhat pedantic point the offsettable debts
are not necessarily illegitimate.

While supporting the argument that debts must
be offset, we reject the argument that this
makes loans illegitimate, and we exclude this
from our definition of illegitimacy.
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Initial proposals

We argue that where a debtor cannot pay, it is
“lllegitimate” to demand repayment. This is
clear in all national laws and was the subject
of the Jubilee 2000 campaign to cancel “un-
payable debt”. Defining what levels of debt are
“unpayable” is not the subject of this exercise.
But whatever criteria are used, they must in-
clude human rights and the 2015 targets. We
take this as already debated and agreed, and
do not consider it further here.

Turning the spotlight on the creditor rather than
the debtor is important for two reasons. First,
although for many poorer countries this will
make no difference because all of their debt is
unpayable, for many middle income countries
the cancellation of illegitimate debt may be
larger than simply cancelling unpayable debt.
But probably more important is to discipline
lenders, who have come to assume that they
will be repaid no matter how outrageous and
improper a loan is. The IMF in its World Eco-
nomic Outlook 1998 noted that “Moral hazard
exists when the provision of insurance against
a risk encourages behaviour that makes the
risk more likely to occur. In the case of IMF
lending, the concern about moral hazard stems
from perceptions that the availability of finan-
cial assistance may weaken policy disclipline,
encourage international investors to take on
greater risks in the belief that they will only
partially suffer the consequences, or both.” In
other words, if lenders, including the IMF it-
self, can lend to the most corrupt and brutal
dictator and be sure of getting their money
back, that is moral hazard. This can only be
prevented if lenders are penalised for past il-
legitimate loans. Prevention of a future debt
crisis requires a change in debtor-creditor re-
lations so that lenders can no longer make risk-
free loans.

The IMF actually considered this issue for the
first time when two Harvard economists pre-
sented a paper to an IMF conference in March
2002.%" Michael Kremer and Seema
Jayachandran stress the moral hazard argu-
ment, noting that “preventing illegitimate re-
gimes from borrowing to enrich their leaders
is a self-enforcing sanction, since banks would
have little incentive to lend to an odious re-
gime if the successor regimes could refuse to
repay without hurting their reputation. ... In fact,
this sanction works precisely by eliminating the
existing incentive of creditors to collude with
dictators.” They go on to cite the other “moral
hazard argument [under which] the expecta-
tion of World Bank or IMF bailouts leads com-
mercial banks and bondholders to make loans
that governments could not reasonably repay
on their own.”

In terms of creditor liability and responsibility,
we propose to make two distinctions — be-
tween the real purpose of the loan and the
conditions attached to it, and between “unac-
ceptable” and “inappropriate” loans and con-
ditions. We will argue that a loan or condition
is “unacceptable” if it is manifestly, or prima
facie, null and should not be repaid because
the original loans violated lending rules in na-
tional laws, involved obvious misconduct by
the lender, or in the words of the British Con-
sumer Credit Act “grossly contravenes ordi-
nary principles of fair dealing”. This would in-
clude odious debt and usurious interest rates.

We propose to use the word “inappropriate”
for loans or conditions which might be accept-
able in other circumstances but which are not
acceptable for the borrower in question. The
lender failed to apply prudence and due dili-
gence, and gave a loan which was inappropri-
ate for the circumstances. Policy lending
clearly comes into this category.



Unacceptable loans and conditions would be
less subject to debate, but claims of inappro-
priateness would surely be contested. We
would argue that we should follow the proce-
dures around “extortionate debt” in British law
— that the debtor can claim a debt is extortion-
ate and it is for the creditor to prove it is not.
Similarly, we would allow the debtor to claim a
debt or condition was unacceptable, and the
onus would be on the lender to justify the loan.
The debtor, however, would have to justify a
claim of inappropriateness.

National bankruptcy laws always have a court,
sitting as a neutral and independent body, to
adjudicate claims as to how much should be
paid and what debts should be excluded. The
claims and justifications on an alleged extor-
tionate debt are debated before a judge. It is
frequently noted that no such body exists for
international debt, and that the IMF cannot play
this role because it is a creditor. In general,
the Jubilee movement has been calling for
some sort of independent arbitration system.
Within our definitions, such a mechanism
would be needed to decide on issues of ac-
ceptability and appropriateness. (As in insol-
vency proceedings, an arbitrator could also
decide on levels of unpayability and on possi-
ble offsetting debts.)
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In this context, then, we suggest four catego-
ries of debt, which would be illegitimate be-
cause of actions by the lender:

i) Unacceptable loans. This would include
loans which were odious, were given to
known corrupt officials, and were for obvi-
ously bad projects.

i) Unacceptable conditions. This would in-
clude usurious interest rates and policy de-
mands which violate national laws.

ii) Inappropriate loans. This would include
consumption loans and loans given where
grants would have been more correct.

iv) Inappropriate conditions. This would in-
clude policy lending linked to unsuitable
policies.
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In Part 1, we have tried to use national law
and practice as well as widely acceptable moral
arguments to show how some categories of
debt can be considered “illegitimate”. In this
part, we grapple with four difficult concepts
where national law and moral philosophy pro-
vides less obvious guidance — usury, succes-
sor loans, fungibility, and capital flight.

Usury

Usury, or the lending of money at exorbitant
interest rates, has been opposed for millen-
nia. The word itself in English dates back at
least to the early 14™ century, and laws to con-
trol interest rates were passed as early as the
15" century in England and Scotland. Most
countries consider loans at usurious interest
rates to be illegal and thus illegitimate. But
there are wide variations in rulings as to what
interest rates are acceptable. In Britain and
elsewhere, variable or floating interest rates
have been ruled to be acceptable.® We look
more closely at interest rates below, but we
also look at two other issues which relate di-
rectly to international lending.

Interest rates

A central factor in the present loan crisis was
the huge increase in real interest rates at the
end of the 1970s. In the mid-1970s, interna-
tional loans had a negative real interest rate —
that is, interest rates were less than inflation
and so a borrower actually had to repay less
than they borrowed. But this is like a drug
pusher offered free heroin in order to create
addiction. The interest rates were variable, and
they were pushed up to 12% in the early
1980s.%°

Between 1980 and 1984, interest payments by
the low and middle-income countries nearly
doubled, and by 1984 there was a net transfer
of $10 billion per year toward the north. The
table below shows the impact of the interest
rate increase. Argentina is one of the more
extreme cases. All of its debt was at variable
interest rates, and its interest payments jumped
from $1.3 bn in 1980 to $3.3 bn in 1984 and
$4.4 bn in1985. That was a jump from 12% of
export earnings to 43% of export earnings. Is
43% of income a usurious interest rate?

Table 2.1
Impact of higher interest rates, $mn
Middle income Low income
US$ million countries countries
1980 1984 1980 1984
New borrowing 84,645 67,155 20,613 24,049
less 27,817 45,507 4,324 7,325
Interest payments 37,393 37,831 5,493 9,949
Principal repayments
19,435 -16,183 10,796 6,775
Net transfer on debt

Source: World Bank, World Debt Tables 1991-92.




Argentina’s interest rates jumped from 6-8%
in 1979 to as much as 22% in the mid-1980s.
When a debt suffers such an interest rate, it
doubles itself in less than four years. Alfredo
Calcagno and Eric Calcagno calculated that if
Argentina had been consistently paying an in-
terest rate of 1-2% above the inflation in the
USA, Argentina would have paid off its debt
by 1988.4°

Currency

International loans are denominated in hard
currency, typically US dollars, British pounds
or German marks. Most poor countries de-
value, which makes the loans much more ex-
pensive in real terms. Consider Mozambique.
Between 1986 and 1990, its debt in dollars in-
creased from $3.3 bn to $4.7 bn, but its debt
in meticais increased from Mt 132 bn to Mt
4465 bn. Officially most of the loans were
concessional, and the dollar interest rate was
only 2%. But the metical interest rate was
123%. This is a story repeated across the
world. Indeed, just as rising interest rates were
causing problems for borrowers, the interna-
tional financial institutions pressed poor coun-
tries to devalue. The effect was debts escalat-
ing out of control.

Table 2.2
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In an insolvency proceeding, repayment of for-
eign currency debts can be claimed, however
“it would appear to be a near universal rule
that foreign currency debts owing by the insol-
vent ... are converted into local currency on
the relevant insolvency date. ... The effect
therefore is that if the local currency is depre-
ciating, the [amount being claimed] is reduced.
... This has been a serious problem in coun-
tries with runaway inflation.™’

Since there is no “insolvency date” for a coun-
try, the choice of date would be more arbitrary.
But this does suggest, at the very least, that it
is illegitimate to continue to value debts in hard
currency — to keep the debts in hard currency
can be considered a form of usury.

Commodity prices and terms of
trade

Countries pay their foreign debts from export
earnings (and remittances). Since the debt
crisis, most commaodity prices have fallen and
terms of trade have deteriorated badly. By the
end of 2001, non-energy commodity prices
averaged 44% of their 1980 value and 76% of
their 1990 value. In other words, the value of
the commodities that countries use to pay has
been falling at nearly 4% per year for more
than two decades*?. This needs to be added
to any interest rates.

Imputed interest rates for exports of four agricultural commodities

Price per tonne, $

Tonnes to pay $1 mn

Annual “interest”

1980 1990 2000 1980 1990 2000 1980-1990 1990-2000
Cocoa 2604 1267 906 384 789 1104 7.5% 3.4%
Coffee 3243 1182 913 308 846 1095 10.6% 2.6%
Sugar 632 277 180 1582 3610 5556 8.6% 4.4%
Cotton 2062 1819 1302 485 550 768 1.3% 3.4%

Source of average prices: World Bank.

Annual “interest” = %age increase in commodity volume to keep same payment levels.
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What this means is that Ghana, whose main
export is cocoa, which was officially paying an
interest rate of only 3% in the 1980s, was
actually paying over 10% because of the fall-
ing price of cocoa. Suddenly World Bank
“concessional” interest rates do not look so
good. Similarly Rwanda’s debt was almost
entirely from multilateral creditors and its offi-
cial interest rate in the 1980s was only 1.5%,
but in terms of coffee exports, it was paying
12%. (Ghana and Rwanda had little variable
rate debt, so they were not affected by inter-
est rate fluctuations.)

Successor loans and loan
laundering

“The South Korean government reached
agreement January 28 with a group of 13 lead-
ing international banks to extend the maturities
on roughly $24 billion in short-term loans to
local banks. Under the plan, announced in New
York City, banks can exchange debt due in
1998 for loans maturing in one to three years.
In a major victory for lenders, Seoul will guar-
antee the new loans. However, it was able to
win acceptance of below-market interest rates
for the new debt, which will be publicly traded.
... The pact is especially important for Japa-
nese banks, South Korea'’s largest creditors,”
wrote the Japan Economic Institute Report on
6 February 1998 in an article headlined “South
Korean Debt Rollover Boon to Japanese
Banks”.43

United States “Secretary of the Treasury
Robert Rubin had put pressure on both Seoul
and international banks by not releasing any
of the money the United States had promised
to South Korea as part of the International
Monetary Fund-led rescue package until the
loan rescheduling talks were completed. This
pressure may have been an important factor
in forcing the group of international banks to

accept much lower interest rates for the gov-
ernment-guaranteed debt than they were de-
manding when the negotiations began in early
January. The Seoul-backed loans will bear a
floating interest rate of either 2.25, 2.5 or 2.75
percentage points over the six-month London
Interbank Offered Rate,” JEI Report said, com-
pared to the 4% over LIBOR that the banks
had been demanding.

We have quoted this report at length because

it illustrates a number of key points:

i) Bad loans on which Korean banks might
have defaulted were replaced by new bonds
which can be publicly traded and sold by
the original Japanese, German and US
banks. Thus the banks which made the
original bad loans will not retain the bonds
issued to replace those loans.

i) A bad private debt is being replaced by a
new government-guaranteed debt.

iii) The deal was made under heavy pressure
from the IMF and the US Treasury.

It is hardly surprising that the banks consid-
ered the deal a “boon” — converting a bad debt
into government guaranteed bonds at 2.5%
over LIBOR is a good deal.

The Brady plan at the end of the 1980s started
the trend to replace loans given to during the
loan-pushing era of the 1970s with new bonds
guaranteed by governments. Thus during the
1990s most developing country loans were
refinanced in one way or another, with the origi-
nal loans being paid off or replaced by new
loans or bonds.

Who is responsible?

In this paper, we have argued strongly that
lenders must be held liable for their negligence
and misconduct. But international policy in the
1980s and 1990s was just the opposite — that
lenders should be bailed out and not be held



responsible. In part, this was due to a genuine
fear in the early 1980s that banks had made
so many bad and corrupt loans that the bank-
ing system would collapse if they were held
liable. Thus, whereas loan-pushing in the
1920s led to default in the 1930s, loan-push-
ing in the 1970s simply led to new lending.
Just as we talk of money laundering, perhaps
we should also talk of “loan laundering”,
whereby corrupt, negligent or foolish loans
were washed and converted into new good
loans.

But this presents a serious problem for any
attempt to declare loans illegitimate and force
the corrupt lenders to take the hit, because
the thief has fled. Indeed, the whole method
of using bonds to replace loans seemed in-
tended to ensure that the new bondholders are
not the original lenders of the illegitimate loans.
Are these successor loans illegitimate? This
issue seems not to arise in national laws.

We feel here that two cases must be treated
differently. Where a loan is simply rolled over
or the same institution simply grants another
loan to pay back the first, as is done by the
World Bank and IMF, or was done with Ko-
rean debt which was “exchanged” for new
bonds, then it must be clear that any original
illegitimacy carries forward. If the lender was
guilty of misconduct in the first instance, then
its responsibility continues.

But part of the purpose of making the Brady
and Korea bonds publicly tradable is to pre-
vent this taking place. There are two ap-
proaches to this. First, we should argue that
such bonds were issued with the sole purpose
of repaying an illegitimate debt, and that the
buyers of such bonds should have known of
the risk that they would be declared illegiti-
mate and that they accepted the risk. In other
words, the illegitimacy carries forward — even
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if the original loan has been formally paid off,
its successor loan or bond is, in practice, the
same illegitimate loan. And a bank that sell a
bond for an illegitimate debt has the same re-
sponsibility as a dealer which knowingly sells
a stolen car.

The second approach is the one being followed
by organisations in South Africa in their cam-
paign against Swiss banks. They argue that
the Swiss banks profited from the odious loans,
just as they had profited from other odious
transactions during the Second World War, and
that the banks must compensate the victims
of those odious loans. Sack argued that odi-
ous loans were a “hostile act with regard to
the people”, while Child characterised it as
being an accessory to a crime. As with our ar-
gument above on “Setting off other debts”, the
claim seems legitimate and reasonable, and
should be raised in any discussion of offsets
against payments owned — but we also should
exclude this from any discussion of illegitimate
debts which should be cancelled.

That leads us to the following definitions of
what we will call an “illegitimate successor
loan”:

i) If an institution replaces, rolls over or pays
off an illegitimate debt with a new loan, then
the new loan is an illegitimate successor
loan.

ii) If a bond or new loan is issued for the sole
or main purpose of paying off an illegiti-
mate debt, then this is an illegitimate suc-
cessor loan and the creditor has taken the
risk.

iii) A government guarantee of an illegitimate
successor loan does not make the loan any
less illegitimate. Furthermore, it strength-
ens the illegitimacy if international finan-
cial pressure has forced the government
to accept responsibility for a private debt.
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Fungibility

Something is “fungible” if it is interchangeable
or can be substituted.** Electricity and gas are
fungible, and this is being used in Britain to
create multiple suppliers. You pay a company
that puts electricity or gas into the system, but
you have no idea who supplied the electricity
or gas you actually use, because in the pipe
or wire it is all the same. In recent years the
word has been used increasingly to apply to
money, and in particular to aid or loan funds
for poor countries. Aid or a loan can be sup-
plied for a specific beneficial purpose — rural
credit or an electricity supply line for poor peo-
ple — but the aid or loan releases funds which
the government would have used for the rural
credit or the electricity line. Those funds can
be used for another purpose — to buy arms or
put in a foreign bank account.

The Sack discussion of odious debt does not
consider fungibility. He wrote that odious debts
are ones which are “incurred and used for ends
which, to the knowledge of the creditors, are
contrary to the interests of the nation”. But
when the apartheid state in South Africa be-
came desperately short of foreign exchange
because of sanctions in the 1980s, it perfected
the technique of floating bond issues for seem-
ingly acceptable projects such as expansions
of the electricity grid. Many of these projects
did not need foreign currency and could have
been built using local currency, but the bond
issues meant that South Africa obtained scare
dollars despite sanctions. South African cam-
paigners argue that these loans are illegitimate,
even though they were not directly used for
repression, because the lender surely knew
that the loans were breaking sanctions and
were releasing hard currency for sanctions
busting, including arms imports.

We therefore argue that because of fungibility,
all loans to odious regimes and dictators can
be classed as odious, even if the ostensible
purpose was permissible. As with the original
Cuba debt that started the discussion, the debt
was taken by the regime and not by the coun-

try.

As we move away from odious debts, how-
ever, the issue becomes more complicated.
In Mozambique, people close to senior gov-
ernment ministers stole $400 million from the
banking system. This hole was partly plugged
by the government. Balance of payments sup-
port in the form of donor grants and IMF and
World Bank loans were more than this amount.
Just as electricity and gas are fungible, money
is put into the state treasury by donors and
lenders, and money comes out of the state
treasury and into the banks, and money came
out of the banks and into the pockets and for-
eign bank accounts of members of the elite.
But it is a long and tenuous chain, and fungi-
bility means there is no dollar which can be
traced from the IMF to a foreign bank account.
Although the linkage is obvious, we must con-
clude that the IMF and World Bank loans can-
not be considered illegitimate on these
grounds, unless we are prepared to declare
all World Bank and IMF loans to Mozambique
to be illegitimate. (Note that we might be pre-
pared to do this, on the very different ground
that it is illegitimate to give any loan — rather
than a grant — to a country that is so poor that
it manifestly cannot afford to repay the loan.)

Therefore, we are forced to conclude that fun-

gibility means that either

i) all loans to a government are illegitimate,
perhaps due to odiousness or incapacity,
or

i) to be illegitimate, an individual loan must
be clearly linked to an illegitimate purpose
or conduct.



Capital flight

Half of the money lent to the Argentine mili-
tary dictatorship remained abroad, often with
the knowledge of the lending banks because
the money remained in the original account or
was transferred to another account in the same
city or country. Clearly these loans were not
being used for the benefit of the country, and
must be seen as illegitimate. The Costa Rica
Tinoco decision, that a loan is illegitimate if a
bank knowingly diverts the money to the ac-
count of an individual, applies here (see p. 9).

We are likely to see few cases as clearcut as
Argentina which link capital flight to loans. In
Nigeria and Indonesia loans provided money
for the government to work with, and that al-
lowed oil and other revenues to be siphoned
off. Again we return to the setting off problem.

Admitting error through policy

change

Lending policies have changed in the past 30
years; banks, governments and international
financial institutions would not now make some
of the loans which they agreed in the 1970s
and 1980s. In part this reflects a realisation
that there is no point in making loans which
will never be repaid. But in large measure it
reflects the campaigns which have been car-
ried out during the past three decades on en-
vironment, corruption, and other issues.

The World Bank, under constant pressure, has
made policy changes. Happy to back Cold War
objectives and secure in the view that govern-
ments would be liable for repayment no mat-
ter what happened to the money, the World
Bank commissioned no internal studies on
corruption between 1983 and the late 1990s.4°
Now, at least, the Bank pays lip service to its
borrowers’ good governance and anti-corrup-
tion programmes. Similarly the Bank was once
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one of the largest donors for new dam projects.
But faced with corruption, massive cost
overruns and unexpectedly low benefits, and
bitter protests about environmental damage
and inadequate resettlement, the World Bank
sharply cut back its lending for dams. And the
World Bank and IMF has eased off somewhat
on the harsh neo-liberal policies that were im-
posed as conditions of loans granted in the
early 1990s.

Similarly, the British government has cut back
sharply on its lending for arms exports. And
most governments which provided develop-
ment funds in the form of loans in the early
1980s now give grants, at least to the poorest
countries.

Photo: Anna Clopet, CORBIS

Sculpture of the deposed

President of the Philippines,

Ferdinand Marcos in Marcos

Park, Pugo. Builtin 1988.

25



part

26

Lenders trumpet these changes as evidence
that they do listen and are prepared to mend
their ways. But these changes were needed
precisely because previous lending policies
were improper and imprudent. This is an ad-
mission of past error. And it is not acceptable
to say that we should not be penalised for past
mistakes because we have seen the error of
our ways.

Where a lender has changed policy so that it
would not now make an improper or impru-
dent loan that it made a decade or two ago,
this is evidence that the original loan was ille-
gitimate. Therefore we should take policy
changes into account when assessing illegiti-
macy of older loans.

Some final thoughts

In this Part, we have been able to expand
somewhat the conditions under which a debt
can be illegitimate, but we have also faced
some stumbling blocks.

In all legal systems, usurious debts are illegiti-
mate. We conclude that it is important to con-
sider more than the interest rate on the origi-
nal hard currency loan, but rather to look at
the real effective interest rate the country is
paying by considering the cost in local cur-
rency, and by looking at the prices paid for a
country’s exports.

Similarly, we argued that in a wide range of
circumstances, if a loan is illegitimate, then a
successor loan or bonds taken out to pay off
the first loan can also be considered illegiti-
mate. Canada’s definition of “private loans
converted to public debt under duress, in or-
der to bail out lenders” as illegitimate debt is
confirmed, but we feel that we can go a bit
further.

Finally, we argued that any loan given to an
odious or dictatorial government must be con-
sidered illegitimate.

AFRODAD includes in its definition of illegiti-
mate “Debt in which the money was actually
stolen and banked in the North” and AFRODAD
and Canada both talk of “loans which were sto-
len through corruption.” But we recognise the
problems of fungibility, which means that it will
be difficult to identify debts which satisfy this
criteria, and can be very hard to link illegiti-
mate activity to particular debts. The defini-
tions are thus acceptable, but probably cover
few debts.

Thus we feel that, with a few exceptions al-
ready noted, the definitions put forward by
Tegucigalpa, Canada and AFRODAD all form
a reasonable basis for a definitive definition
of illegitimate debt. However, we also find that
the definitions as put forward may cover less
debt than expected. That leads us more firmly
to put on the table the issue of counterclaims
and setting off debts owed by both sides.

Capital flight has been encouraged by the in-
ternational banking system. Yet these are the
same organisations which are demanding debt
repayment. We consider it right and proper that
debtor governments insist that this all-gotten
wealth be identified and used to repay debts.

Similarly, where banks were able to use the
muscle of the IMF to force poor countries to
take on new successor bonds which could then
be sold, it seems reasonable to argue that
those banks’ escape was illegitimate and that
retrospectively they should take some further
losses on those loans. Similarly, the original
lenders of odious loans still owe compensa-
tion.

Because of the problems of identifying some
debt as illegitimate, we argue that any cam-
paign on illegitimate debt should also include
a demand for payment of countervailing debts.



EXAMPLES

Latin America and the debt
treadmill

Latin America’s debt crisis is rooted in the loan
pushing of the 1970s and the subsequent in-
terest rate increase. Since 1982, Latin America
has received no new long-term loan funding,
and has paid $175 bn to its creditors — this is
net, and means that debt service (interest pay-
ments and principal repayments) going out of
Latin America have exceeded new loans com-
ing in by $175 bn. This is shown in table 3.1
and chart 3.1 below. During nearly two dec-
ades, in only one year, 1988, was there a sig-
nificant inflow of new money — and that money
went out again the next year.

Chart 3.1
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Yet the total debt has more than tripled, from
$209 bn to $674 bn. During this same period,
Latin America has made an incredible $574
bn in interest payments — but the debt contin-
ues to increase. (All figures in this section re-
fer to long-term debt for Latin America and the
Caribbean.)

Latin American interest payments and net transfer
(negative transfer means money going north)

$bn

mmm= |nterest

I Net transfer

1977
1980
1983
1986
1989

year
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1995
1998
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Table 3.1

Latin American long term debt, $ bn
Year Total Interest Net

debt transfer

1977 100 6 11
1978 127 8 13
1979 148 13 11
1980 187 18 6
1981 209 22 16
1982 237 27 2
1983 286 26 -10
1984 316 29 -16
1985 331 32 -21
1986 360 26 -20
1987 385 30 -19
1988 364 29 -25
1989 377 29 -22
1990 380 29 -9
1991 387 23 -1
1992 398 22 -9
1993 426 24 3
1994 456 22 -4
1995 497 30 5
1996 527 30 9
1997 557 34 2
1998 648 37 29
1999 673 43 -24
2000 674 47 -34
TOTAL
1977-2000 634 -119
1982-2000 567 -175

Source: World Bank ¢

Notes:

1) This is for long term debt (LDOD in World Bank code),
excluding IMF loans, for Latin America and the Carribean.

2) Interest is interest on long term debt (LINT) plus, for the
period 1985-94, changes in interest arrears (treated as short-
term debt) and capitalised interest.*”

How does this happen? In the 1970s when
banks were anxious to lend, they provided
enough new money to repay old loans and
have money left for development projects. In
1975, for example, Latin America made $7 bn
in principal repayments and $5 bn in interest

payments — $12 bn in total debt service. But it
was given $18 bn in new loans — which cov-
ered all the payments to the banks and left
them with $6 bn to spend. But interest rates
began to rise, from 5% on average in 1970 to
10% in 1979 and 13% in 1982 (see table 3.2
below). At first, the banks continued to lend to
cover the payments — in 1981 Latin America
was lent an incredible $61 bn, of which $45 bn
immediately went back to the banks as repay-
ments, but it still left Latin America with $16
mn to spend. The crunch came in 1982, when
the banks stopped lending. In 1981, the banks
lent $54 bn and governments and the World
Bank lent $7 bn. By 1985, the banks were lend-
ing only $10 bn, while governments and the
World Bank lent $9 bn; by 1989 it was $5 bn
and $9 bn. So from 1983, Latin America was
paying more in debt service than it received in
new loans, and this has continued to the
present day.

But interest payments were vastly more than
the amount which was actually being repaid to
the creditors. Not only did Latin America stop
repaying the principal, it could not even keep
up with the new higher interest payments. So
each year, the unpaid interest was added to
the loan, and the next year interest was
charged on the unpaid interest, and that too
was added to the loan, and interest was
charged on the interest on the interest — and
so it went, as Latin America ran on its debt
treadmill. In the last two decades, Latin
America has, on average, received no new
money. In 1982 it had $209 bn in debt, it paid
its creditors $175 bn, but its debt has mounted
to $674 bn.

This sounds exactly what happens with
crooked moneylenders and loan sharks, when
loans are repaid but keep getting bigger. Is this
usury or extortionate? If so, then the debt is
illegitimate. Chart 3.2 shows what would have



happened if interest rates had remained at their
1970 levels, an average of 5%. Instead of pay-
ing $630 bn in interest during the past 22 years,
Latin American countries would have paid just
over one-third of that, $236 bn. This would
have released $394 bn to make repayments
on debt. It would have meant that present long
term debt was $280 bn instead of $674 bn.
What this data makes clear is that the on-go-
ing debt crisis is largely a result of increased
interest rates on debt resulting from the loan
pushing of the 1970s, in which countries were
encouraged to borrow cheap loans they did
not need — potentially making the debts dou-
bly illegitimate.

Chart 3.2
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The issue of successor debts also arises here,
as many of the original loans of the 1970s have
been refinanced many times, and more than
two-thirds of the debt is, in practice, interest
which has never been paid or was paid through
new loans. What is clear is that all new bor-
rowing after 1982 was, in effect, refinancing
of old loans, and lenders must have been
aware of this, and must therefore accept some
liability if the original loans were illegitimate.

Comparing actual Latin American debt to what it would have been if interest rates

were fixed at 5%
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Source: table 3.1 assuming the net transfer on debt remains unchanged, but that the money saved due to lower interest rates is used

to pay off some of the principal.
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Argentina

As well as being in the headlines in early 2002,
Argentina is an example of most of the issues
related to illegitimate debt: odious debt, cor-
rupt debt, successor loans, nationalisation of
debt, and policy advice. Argentina is perhaps
most important, however, since it is the only
country in which a national court has ruled
some of the foreign debt to be illegal and ille-
gitimate. 48

It is important to put Argentina in the Latin
American context, and consider its debt his-
tory. As with other countries, Argentina took

Chart 3.3
Argentina debt stock

on new debt during the 1970s. But it has two
special periods. As chart 3.3 shows, its debt
grew during the military dictatorship until 1983,
then remained almost constant until the intro-
duction of dollarisation in 1991. Then debt in-
creased substantially. What is apparent from
chart 3.4 is that the banks lent to the military
dictatorship and to the post-1994 dollarised
economy, but not to the Alfonson government
of the 1980s. During the 1982-92 period, there
was a net outflow of money, and total debt lev-
els increased only slowly. But from 1992 the
private banks poured in money, only to pull
out equally quickly when the crunch hitin 1998.
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The debt of the dictators

In a coup on 24 March 1976, a military junta
seized power in Argentina and was only over-
thrown on 10 December 1983, after its failure
to win the Malvinas/Falklands war against Brit-
ain. In those seven years, the military junta
and its allies in right wing militias killed be-
tween 20,000 and 30,000 people. At least
15,000 of those were “disappeared” — ab-
ducted, sent to one of 340 secret detention
centres, tortured and killed. Nothing was ever
heard of them again.*®

In those seven years, foreign debt rose from
$8 bn to $46 bn, most of it owed to banks.
That debt constitutes about 20% of Argenti-
na’s total present debt of an estimated $211
bn. Even before the end of the dictatorship,

Alejandro Olmos began an investigation of that
debt. In 1982, he filed a criminal accusation
against the former Minister of Economy and
other officers of the regime, regarding the ille-
gal origin of the Argentinean external debt.
After 18 years of a complicated procedure,
Federal Judge Dr. Jorge Ballesteros finally
ruled on 13 July 2000 that the debt contracted
during the 1976-83 dictatorship was illegal and
illegitimate.

Olmos found that soon after the military took
power, it began clandestine borrowing, particu-
larly from US and British banks, in ways which
violated Argentine law. Records for this period
are largely missing, so later governments had
to trust the foreign banks to tell them what was
owed. One of the former presidents of the
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Central Bank, Dr. Adolfo Diz, told Judge
Ballesteros that the Central Bank kept no
record of foreign debt, although he admitted
that there was “a black notebook” with some
records.®® Later investigations by Olmos and
others were able to partly piece together what
happened, and atleast 477 loans are involved.

State-owned companies were forced to take
foreign loans and hand the money over to the
central bank; the state oil company
Yacimientos Petroliferos Fiscales, took $6 bn
in loans during that period. Olmos wrote: “In
the late 1970s, when Britain was supporting
the Argentine military dictatorship (before it
attacked the Falklands/Malvinas), British
banks made multi-million dollar loans to Ar-
gentine parastatal companies — knowing that
the money never went to Argentina but re-
mained in accounts in London.” In 1982, over
the opposition of the then Finance Minister,
the Central Bank guaranteed the loans, effec-
tively nationalising them. These debts were
then rolled over and refinanced several times,
most recently with new bonds issued in the
early 1990s.

Mario Caffiero, an Argentinean MP, told a semi-
nar in London that the World Bank calculated
that half of the debt of the military regime was
for capital flight.5" Other experts estimate the
flight capital of that period at $22-38 bn, much
of it borrowed money that remained in the
London and New York banks.5?

Judge Ballesteros found that the increase in
private and public foreign debt between 1976
and 1982 was “excessive, harmful and with
absolutely no justification from an economic,
financial or administrative point of view”. The
debt was contracted under the regime, with-
out parliamentary control as required by the
national constitution.%?

Ballesteros also looked at the Bretton Woods
institutions. “The exact co-responsibility and
eventual guilt of the international financial in-
stitutions (particularly the IMF and the World
Bank) must be established, as well as that of
the creditors, because during the whole pe-
riod under examination (1976 to 1982) many
technical missions sent by the IMF visited our
country and analysed the performance of the
Argentinean economy. ... Additionally, techni-
cal missions from the World Bank came to our
country with identical ends and to discuss the
financial side of different projects. ... The con-
clusion is that the creditor banks, the IMF and
the World Bank acted with imprudence them-
selves, and that they awarded loans with an
overruling urge to somehow place the funds
generated by the apogee of oil industry”,
Ballesteros states.%

Thus Federal Judge Dr. Jorge Ballesteros es-
tablished many of the conditions for the ille-
gitimacy of this debt. He has ruled that it was
taken by the regime, not the country, which
confirms that it is odious. And he has ruled
that the IMF and World Bank acted impru-
dently. We also note the complicity of foreign
banks in the misuse of the funds lent, and in
support of capital flight.

The first post-military government nationalised
more than $10 bn in private debt, freeing the
banks of risk for their corrupt lending. Over
the next decade, continued reschedulings
pushed the debt up from $46 bn to $65 bn, but
as we have shown, this is really just the same
debt that Dr Ballesteros has ruled to be ille-
gitimate.



Dollarisation

In 1991, Domingo Cavallo, who had served
under the military government and is partly
blamed for the odious debt,*® became Finance
Minister. Under pressure from the International
Monetary Fund, in 1991 Cavallo set the ex-
change rate of the Argentine Peso at one US
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dollar, and guaranteed convertibility of pesos
to dollars. Money poured into Argentina; for-
eign debt began to shoot up, but inflation fell
to 7.4% in 1993. Imports tripled in six years,
and there was a massive trade deficit — which
could only be covered by more borrowing.

Table 3.2
Argentina’s Trade
$bn 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Exports 1 12 17 16 17 19 23 30 33 37 37 34
Imports 13 13 13 18 23 28 34 35 40 49 52 47
Trade balance =2 -1 -4 -2 -6 -9 -1 -5 -7 -12 -15 -13
Chart 3.5
Argentina’s trade balance
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The convertibility of the peso also encouraged
capital flight. Argentinean MP Mario Caffiero
said that “wealthy individual Argentines, helped
by foreign banks like HSBC and Lloyds, have
been able over ten years, to export $130bn of
wealth through the capital flight mechanisms
that both foreign and local banks provided.”
Some of these foreign bank accounts were
then used as collateral for domestic loans,
which were increasingly denominated in dol-
lars.%®

IMF support in the early 1990s had been con-
tingent on privatisation, convertibility of the
peso and the free flow of capital, which was
supposed to stimulate the economy. But tying
the peso to the dollar made Argentina’s ex-
ports prohibitively expensive, while the flood
of cheap foreign imports destroyed the coun-
try’s industrial base. Factories closed and un-
employment spread.

In 1999 Argentina slipped into recession, and
as chart 3.4 shows, the foreign private sector
was already pulling its money out. In May 1999,
IMF Managing Director Stanley Fischer, de-
clared that “Argentina is to be commended for
its continued prudent policies [and] sound
macroeconomic management.”™’” But the cri-
sis worsened, with growing impoverishment
and unemployment and a deepening reces-
sion. The IMF told the government that aus-
terity was the only answer and it would have
to reduce spending, which only made the cri-
sis worse. By September 2001, foreign debt
stood at $211 bn % but IMF spokesperson Tom
Dawson said that “Argentina’s recipe for re-
form is the right one, well deserving of strong
international support.”®

We have argued that the first $65 bn of Ar-
gentina’s debt dates from the military regime
and is manifestly odious and illegitimate. For
the remaining $145 bn, however, the issue is

less clear. The government was democratically
elected and some people, particularly in the
upper and middle classes, did gain — at least
initially. But to what extent is the IMF liable for
the failure of its imposed economic policy?
Economist Paul Krugman in the New York
Times® wrote “Argentina’s economic policies
had ‘made in Washington’ stamped all over
them. ... Wall Street cheered, and money
poured in; for a while, free-market economics
seemed vindicated, and its advocates weren’t
shy about claiming credit.” But “when the
economy went sour, the International Monetary
Fund ... was utterly unhelpful. IMF staffers
have known for months, perhaps years, that
the one-peso-one-dollar policy could not be
sustained. ... However, IMF officials — like
medieval doctors who insisted on bleeding
their patients, and repeated the procedure
when the bleeding made them sicker — pre-
scribed austerity and still more austerity, right
to the end. ...The people who encouraged Ar-
gentinain its disastrous policy course are now
busily rewriting history, blaming the victims.”

There are two ways in which the 1990s lend-
ing would have to be seen mainly as “unac-
ceptable”. First and foremost, the entire 1990s
borrowing was a gigantic pyramid scheme.®"
Pyramid schemes such as chain letters involve
a promise of a high return, such as double your
money in six months. People put in money
and the scheme operators use the money from
the new investors to pay off the old ones. If
the scheme expands rapidly enough, many of
the early investors do reap large profits, which
in turn gains publicity and encourages new
investors. But eventually the promoters run out
of suckers, money stops coming in, and the
scheme collapses with most investors losing
their money. In most countries, pyramid
schemes are considered fraudulent and ille-
gal. We first argue that peso-dollar convert-
ibility was always dependent on borrowing



enough dollars to pay those who demanded
dollars in exchange for pesos —in other words,
a classic pyramid scheme. Next, we argue that
the IMF was promoting a pyramid scheme,
even if it was doing so in good faith and be-
lieved that the debts could eventually be re-
paid; its guilt is underlined by Krugman'’s point
that even when it realised its error, the IMF
did nothing. Similarly, then, the banks that lent
were guilty of lending money in a pyramid
scheme. Here we also go back to James Child,
whose reasoning can be used to argue that
Argentina had no “capacity” to repay, and the
banks lent knowing that fact. If | go into my
bank and ask to borrow money to send to the
top name on the chain letter, because | be-
lieve | will make 16 times as much when my
name comes up, and thus be able to repay
the loan, my bank manager will laugh me out
of the bank — and if he was stupid enough to
lend it to me, it would be his fault. Similarly,
lending money to Argentina to participate in a
pyramid scheme must be unacceptable.

The second area of unacceptability is capital
flight. As the Costa Rica Tinoco ruling makes
clear, if the lender knows that the money is
being diverted for capital flight, then the loan
is unacceptable and the debt cannot be col-
lected. This was clearly the case with the loans
to the state petroleum company during the
military dictatorship, and as Argentineans in-
creasingly opened accounts in foreign banks,
it must also have been obvious in the late
1990s.

The reality, however, is more complex. Al-
though much of the lending was to fund the
pyramid schemes, a substantial part must also
have been used for imports of real goods,
which were then used by Argentineans. But
the lender is expected to show prudence and
make loans which can reasonably be expected
to be repaid. At least by 1994, and surely by
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1997, no prudent lender could have provided
more money for the Argentina pyramid scheme
— even if the IMF was backing it.

Therefore, we reach the following conclusions:

i) IMF lending was unacceptable, particularly
because of the conditions imposed, which
created the pyramid scheme.

i) Any banks which lent knowing that the
money would be used for capital flight, as
some must have done, made unacceptable
loans.

iii) Any loans after 1997 should be seen as in-
appropriate, because they were helping to
fund a pyramid scheme and capital flight;
a prudent lender should have seen that the
loans could not be repaid. Chart 3.5 shows
clearly the massive trade deficit which had
arisen by 1997. We note in passing that
the banks and other lenders should have a
claim against the IMF, as the organiser of
the pyramid scheme.

iv) There was no significant new lending, ex-
cept by the IMF, until 1994. In the three
year 1994-96, debt increased by $45 bn and
there was a real flow of $27 bn into Argen-
tina. The legitimacy of this debt would need
to be analysed in more detail, with consid-
erations of good faith by lenders backing a
new economic project set against the huge
trade deficit of 1994 which should have
made clear to all lenders that this was a
pyramid scheme.

Yacyreta dam

The Yacyreta hydroelectricity project on the
border of Argentina and Paraguay includes an
incredible 70 km earth dam®? and is one of the
biggest civil engineering works in the world.
The project started in 1973 and has been par-
ticularly troubled; electricity generation only
started in 2000 and the project is still not com-
pleted. The initial estimated cost of $1.6 bn
was mainly provided by the World Bank
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($510 mn) and the Inter-American Develop-
ment Bank. But the cost has now escalated to
an estimated $8-12 bn; as much as half of the
cost escalation is due to corruption.®® In 1990
the Argentine president Carlos Menem called
the dam a “monument to corruption”. Some
money went into foreign bank accounts and
some to the Argentine military. Some World
Bank staff call Yacyreta “the dam that financed
the Falklands war.”

The project has also been dogged by techni-
cal, social and environmental problems, which
reduced the amount of electricity that could
be generated. The dam will displace 300,000-
500,000 people, and this was not adequately
dealt with. A second World Bank loan was ex-
plicitly to “bring about tighter environmental
protection and appropriate handling of social
aspects in Yacyreta”.® Local groups brought a
complaint to the World Bank Inspection Panel,
which in 1997 found violations of the World
Bank’s own social and environmental policies,
and that resettlement and environmental miti-
gation costs had been under-estimated.5®

SoArgentina is entangled in debts dating back
to the 1970s, an era of loan pushing, World
Bank enthusiasm to provide backing to pro-
United States dictators in Latin America, a
general willingness to overlook corruption, dam
mania, and a blindness to environmental and
social issues. Taken together, there seems no
question that the original loans must be seen
as illegitimate, and that this illegitimacy is
proven rather than reduced by later attempts
by the World Bank to clean up its act.

South Africa

When Nelson Mandela walked out of prison in
1990, the international banks handed him a
bill for $21 bn. In effect, the bankers told

Mandela: “In 1985 we told the white govern-
ment that we understood that they had finan-
cial problems and that it was expensive to keep
you in jail and attack the neighbouring states.
So we told P W Botha that he could defer pay-
ments on his debt. But now that you are out of
jail, and we have majority rule, so it is time for
you to pay the cost of keeping you in jail.”

And Mandela was told by the international com-
munity to pay up, because if he didn’t, there
would be no foreign investment. So he did. In
1997, South Africa paid an incredible $6.5 bil-
lion in debt service — more than four times what
the banks demanded of the apartheid state.
Nevertheless, South Africa did not attract for-
eign investment.

Apartheid as a crime against
humanity

Because of apartheid, South Africa was forced
to leave the Commonwealth in 1961. In 1973
the United Nations began to describe apart-
heid as a crime against humanity and in 1977
the UN imposed a mandatory arms embargo
on South Africa. In 1982 two lawyers from the
First National Bank of Chicago wrote an arti-
cle in the University of lllinois Law Review®” in
which they warned their employers and other
banks of “the consequences of a change of
sovereignty [in South Africa] for loan agree-
ments. They noted that “if the debt of the pred-
ecessor is deemed to be ‘odious’, i.e. the debt
proceeds are used against the interests of the
populace, then the debt may not be charge-
able to the successor.” And they noted that the
use of the money described in loan documents
was often too general to ensure that the loan
benefited the people, and thus to ensure re-
payment. The banks did not listen, however,
and debt jumped from $16.9 bn in 1980 to
$24.3 bn by the end of 1984.5¢



Protest was growing inside South Africa. On
20 July 1985 a state of emergency was pro-
claimed and on 1 September, South Africa
defaulted and stopped paying its creditors.
Negotiations with the banks continued over two
years. Archbishop Desmond Tutu called on the
banks not to reschedule the debts, and instead
confiscate South African assets abroad.®® In
fact, the banks not only made a deal, but gave
the apartheid state a very soft ride. In four years
South Africa had to repay only $4.8 bn of capi-
tal — $1.2 bn per year. As Table 3.3 shows, the
majority rule government has consistently had
to pay more than double that. Despite the grow-
ing international sanctions campaign in the late
1980s, some banks actually began to lend to
South Africa again.

With apartheid officially a crime against hu-
manity, there is no question that the apartheid
state satisfies Alexander Sack’s description of
“a despotic state [which] incurs a debt not for
the needs or in the interests of the state, but to
strengthen its despotic regime.” And, in 1997
the South African Institute for Financial Policy
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Options™ argued that “it is not necessary to
prove that any one loan was used by the apart-
heid government for a purpose contrary to the
wishes or interests of the majority of the popu-
lation. The purpose of the apartheid state was
to ensure and perpetuate the economic and
social advancement of a racial minority at the
expense of the majority. ... Any loan incurred
by the apartheid state perpetuated its he-
gemony, whether it was spent on roads or
schools or the military or the expansion of a
parastatal. Since government policy had the
specific aim of disadvantaging the majority, it
can therefore be argued that the first condi-
tion of the doctrine of odious debt applies —
that the purpose of the loan was against the
wishes of the majority.”

Post-apartheid repayments

Majority rule finally began in 1994 when Nel-
son Mandela was elected president. Published
debt data only starts from then, and is set out
in table 3.3 but a Swiss and German study
argued that some apartheid foreign debts are
not listed in the official statistics.”

Table 3.3
South African debt after 1994, $ bn
1994 1995 1996 1997 1998 1999 6 year
totals
Total debt 21.7 254  26.1 25.2 247 242
of which
long term 13.0 148 143 139 13.3 104
IMF 0.9 0.9 0.9 0.4 0.0 0.0
short term 7.7 9.7 10.8 10.9 11.4 138
Debt servic 2.9 3.4 4.2 6.5 4.4 4.8 26.2
of which
principal repayments 2.0 2.1 2.8 5.1 29 3.4 18.3
Net transfer on long ter 0.9 0.6 -1.4 -1.0 -13 15 -3.7
Foreign direct investment (FDI) 0.4 1.2 0.8 3.8 0.6 1.4 8.2
Profit remittances on FDI 3.0 2.6 2.4 2.0 2.2 2.3 14.5

Source: World Bank Global
Development Finance 2001
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Except for a symbolic IMF loan granted in 1993
and repaid in 1997 and 1998, all South Afri-
can debt is with the private sector. Of long-
term debt, 60% was government guaranteed
in 1994, while by 1999, 88% was guaranteed,
as the banks and bondholders who had lent to
the private sector during apartheid were slowly
paid off.

Two important points to be drawn from this
table. First, except for a small amount of new
lending ($1.5 bn) in the first two years of ma-
jority rule, there has been little change in the
total volume of debt. This suggests that at least
long-term debt is simply being rolled over.
However, principal repayments exceed the
amount of long term debt inherited from the
apartheid era, which suggests that much of the
original debt has been paid off and refinanced.

Therefore it seems likely that we are dealing
almost entirely with successor debt. We will
argue that this debt is not simply inappropri-
ate, but is actually unacceptable. The loans
themselves are unacceptable because they are
obviously refinancing apartheid debt, which is
odious debt.

But we also argue that the terms are unac-
ceptable, and in two very different ways are
extortionate debt in that the payments are
“grossly exorbitant” and the terms were im-
posed incorrectly and unfairly.

First, we note the usury is necessarily defined
in context. Over the objections of black South
African leaders such as Bishop Tutu, in 1987
the international banks reached an agreement
with the apartheid state to limit the amount
South Africa would be required to pay. The
majority rule government clearly should have
diverted resources into redressing the herit-
age of apartheid. Thus any requirement that
majority-ruled South Africa should pay more
than apartheid South Africa must, prima facie,

be grossly exorbitant. Thus the repayment re-
quirements and the refinancing of the apart-
heid debt are unacceptable and illegitimate.

Second, we note that Nelson Mandela and the
African National Congress came under heavy
pressure not to renounce the apartheid debt.
There was both carrot and stick. The stick was
warnings that Mandela would be denounced
as a leftist and ostracised if he repudiated the
debt. The carrot was the promise of foreign
investment if he paid off the old debt. This
promise has not been kept. As table 3.3 shows
clearly, foreign direct investment (FDI) had
been tiny — only two-thirds of the profits repat-
riated by companies on investments they made
in the apartheid state. And new lending has
not kept up with repayments — over six years
South Africa has paid out $3.7 bn more than it
received. Thus promises have not been kept
and policy advice was wrong. If South Africa
had frozen profits on apartheid-era investments
and simply repudiated the odious apartheid
debt — or even if it had demanded a 10-year
moratorium — it would have been $10 bn bet-
ter off. Foreign aid during this period was only
$1.1 bn, so even if aid had been cut off, South
Africa would have profited by $8.9 bn. That is
a huge amount of money — it would have al-
lowed a 50% increase in the health budget,
for example. Instead, the South African gov-
ernment decided not to spend enough on main-
taining private hospitals, and finally in 2000
turned to the World Bank for a loan to revamp
public hospitals — a loan it would not have
needed it if had repudiated the odious debt.

Taken together, then, there is a very strong
case that loans in the 1990s are illegitimate
because they are successors to odious apart-
heid loans, because they require grossly ex-
orbitant repayments, and because they were
taken under pressure and based on false prom-
ises and wrong policy advice.



Compensation?

In a study of Swiss and German apartheid debt,
Swiss economist Mascha Madoerin found that
German capital was the most important finan-
cier of apartheid’s public sector with 1993
claims against South Africa of DM7.4bn (then
$4.6 bn). She estimated that gains made by
their odious business amount to an estimated
DM8.4bn (over $5 bn) for the period 1971 to
1993 (excluding trade). The Swiss financial
centre was the second most important finan-
cier of Apartheid’s public authorities.™

The Most Reverend Njongonkulu Ndungane,
Archbishop of Cape Town, asked the general
assembly of the Federation of Swiss Protes-
tant Churches in Neuchéatel, Switzerland on 19
June 2001 for support in a campaign to press
western governments and corporations to “ac-
knowledge their culpability in the development
and defence of what came to be called apart-
heid. Itis in this way that western governments
and corporations are liable for reparation. ... |
appeal to you to join me in challenging these
world players, especially the banks and com-
panies worldwide, that financed apartheid and
its legacy of inequality.””®

Archbishop Ndungane went on to say: “We
seek compensation equivalent to the capital
and interest paid in debt servicing by the pre-
vious regime from its rise to power in 1948 to
December 1993. ... We also call on apartheid’s
creditors to return the capital and interest in-
curred since December 1993.

“We call for compensation equivalent to the
profits made by foreign companies and banks
that continued to invest in South Africa after
1973, when the UN declared the apartheid re-
gime a crime against humanity.

“We believe, that in the interest of restorative
justice, at least $78 billion are due to
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Southern Africa in reparation. This is the esti-
mated total economic cost to the region due
to destabilisation and destruction under apart-
heid.”

Archbishop Ndungane continued: “Let me jus-
tify this appeal. Between 1985 and 1989 some
of the world’s major banks were presented with
three unique opportunities to shorten the life
of the apartheid regime. Firstly, a severe for-
eign exchange crisis threatened to bring the
apartheid regime to its knees. Secondly, sanc-
tions were starting to bite and, thirdly, the capi-
tal boycott by some foreign bankers was
provingmore devastating and fast acting than
anything Western governments were planning.
Nonetheless, 14 major banks, from Germany,
Switzerland, the UK, USA and France ... ne-
gotiated three separate accords with the South
African government. Thus enabling it to

Security Police Patrolling a

Township in Gugulety, South

Africa in 1986
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continue its massive abuse of human rights. It
is worth noting that South Africa had such pa-
riah status that none of the banks were pre-
pared to deal directly with its principals. The
problem was resolved by the parties
agreeingthat Fritz Leutwiler, the former Presi-
dent of the Swiss National Bank, would act as
mediator.”

International campaigners as well as “my pred-
ecessor Archbishop Desmond Tutu and a won-
derful Afrikaner called Dr Beyers Naude, who
risked a great deal to go against his own peo-
ple, joined forces. They asked the bankers to
make a rescheduling of South Africa’s debt
conditional on the resignation of the apartheid
regime and its replacement by an interim gov-
ernment responsive to the needs of all South
Africa’s people. Sadly, they were also ignored.
The bank chairmen all agreed on the evils of
apartheid but placed money ahead of morality
and negotiated such lenient and sympathetic
deals that even the South African government

expressed ‘pleasant surprise’.

Since many, perhaps most, of these debts have
been repaid, it will be impractical now to repu-
diate odious debts which have already been
paid off. But any campaign on illegitimate debt
must also look to compensation, and return of
money illegitimately collected.

Zaire/Congo

With US support, General Joseph Mobutu took
power in the Congo in 1965, changing the
country’s name to Zaire and his name to
Mobutu Sese Seko. As part of his loyality to
the United States, he provided a home for the
US-backed Unita forces in Angola in 1970s and
1980s.

Mobutu may have been on the West’s side in
the Cold War, but he was also one of the world’s
most corrupt dictators, and his government was
widely described as a “kleptocracy”.” In 1978
the IMF appointed its own man, Irwin
Blumenthal, to a key post in the central bank
of Zaire. He resigned in less than a year, writ-
ing a memo which said that “the corruptive
system in Zaire with all its wicked manifesta-
tions” is so serious that there is “no (repeat
no) prospect for Zaire’s creditors to get their
money back”.”® The secret memo itself was
first published by Karin Lissakers, who later
became US Executive Director of the IMF, ar-
guably the most important person in the insti-
tution.

As Table 3.4 below shows, when Blumenthal
wrote his report, Zaire’s debt was $4.6 bn.
When Mobutu was overthrown and died in
1998, the debt was $12.9 bn™ and Mobutu had
luxury estates in France and elsewhere and
probably billions of dollars stashed abroad. For
once, the private sector saw that they had no
chance of getting their money back, and
stopped lending from 1981. But shortly after
the Blumenthal memo, the IMF granted Zaire
the largest loan it had ever given an African
country; over the next decade it gave Mobutu
$700 mn, most of which has never been re-
paid. The World Bank was hardly involved in
Zaire when Blumenthal wrote his memo, but
in the next 15 years it lent $2 bn to Zaire — and
was still giving new money to Mobutu as late
as 1993. Western governments were the big-
gest lenders, and continued to pour in new
money until 1990 — even though Zaire had vir-
tually stopped repaying its debts in 1982.

In 1987 when Mobutu made his territory avail-
able for US covert action against neighbour-
ing Angola, the US pushed through yet another
IMF loan to Zaire — this time over the objec-
tions of some IMF officials.””
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Table 3.4

Zaire’s debt, $ bn
Total debt is composed of: Memo:
Total Bilateral World Bank IMF Long Interest Debt Principal
Debt term arrears  service arrears

private paid

1977 3.4 0.8 0.1 0.3 1.8 0.0 0.1 na
1978 4.1 1.1 0.2 0.3 2.1 0.0 0.1 na
1979 4.6 14 0.2 0.3 2.2 0.0 0.2 na
1980 4.8 2.3 0.3 0.4 1.5 0.0 0.4 0.0
1981 4.9 24 0.4 0.4 1.4 0.0 0.2 na
1982 4.7 2.3 0.5 0.4 1.3 0.0 0.1 na
1983 5.8 3.0 0.5 0.6 1.0 0.1 0.1 na
1984 5.3 29 0.5 0.7 0.9 0.1 0.1 na
1985 6.2 3.5 0.6 0.8 0.9 0.1 0.1 na
1986 7.2 4.2 0.8 0.9 0.9 0.1 0.1 na
1987 8.8 5.1 1.2 1.0 0.9 0.1 0.1 na
1988 8.6 4.7 1.4 0.8 0.8 0.3 0.2 0.9
1989 9.2 5.5 1.6 0.6 0.9 0.1 0.2 0.7
1990 10.3 6.2 1.9 0.5 0.9 0.3 0.1 1.0
1991 10.8 6.2 2.2 0.5 0.9 0.7 0.1 1.8
1992 11.0 59 2.2 0.5 0.9 1.3 0.1 2.1
1993 11.3 5.7 2.2 0.5 0.8 1.8 0.0 24
1994 12.3 6.1 2.3 0.5 0.9 2.4 0.0 3.1
1995 13.1 6.3 24 0.5 0.9 2.8 0.0 4.6

Source: World Bank

Note: In World Bank accounting, unpaid interest is tabulated separately and then added to the debt, whereas principal arrears remain
part of the main debt, so the last two columns are simply memo items and not to be added to the debt.

There is perhaps no clearer example of odi-
ous debt. Money was poured into Zaire when
the lenders had already been told there was
“no (repeat no) prospect” of being repaid, sim-
ply to back a Western ally in the Cold War.
The money was stolen or used to oppress the
people. Indeed, Western support for Mobutu
over more than two decades is largely to blame
for the current mess in the now renamed
Democratic Republic of Congo (DRC). Not only
is the debt odious and illegitimate, but a new
government in the DRC surely has a claim

against the lenders, including the IMF and
World Bank, for the damage caused by Mobutu
while they helped to keep him in power.

No other evidence is needed to declare all of
the DRC debt illegitimate. But one other ex-
ample can be given. The US export credit
agency, Ex-Im Bank, helped to fund a useless
$1 bn electricity transmission line. Mobutu is
said to have pocketed a 7% commission,”® and
Ex-Im Bank was left with an unpaid debt.
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Philippines

When the Philippine dictator Ferdinand Marcos
was finally overthrown in 1986 and fled into
exile with his wife Imelda, he had an estimated
$5-13 bn stashed away in foreign banks.” In
other words, up to one-third of the Philippines’
foreign debts had passed into his very large
pockets. Since then there has been an inter-
national campaign to recover some of the
money, with court cases in the United States
and Switzerland, but so far the only success
has been the freezing of $590 mn in

Chart 3.6
Net transfers on total Philippine debt $bn

Switzerland. There is even a website
(www.marcosbillions.com) which is devoted to
the search. The churches are playing a lead-
ing role in trying to recover the money. In 1999
Roman Tiples, bishop in the Philippine Inde-
pendent Church and general secretary of the
National Council of Churches in the Philippines
(NCCP), and Bishop Teodoro Bacani, of the
Catholic Bishops’ Conference, began playing
a leading role in the campaign to have the
Marcos assets returned to the Philippines.&°

Net transfer = new lending — interest — principal repayments
Negative values mean the Philippines gave money to the creditors
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Most of Marcos borrowing was during the
1970s loan-pushing boom. Chart 3.6 shows
that from 1983 there was a net outflow of
money, which continued during subsequent
presidencies of Corazon Aquino (1986-1992)
and Fidel Ramos (1992-1998), except during
the period just before the Asian financial cri-
sis, which we discuss below.

During the Aquino period, there was a net out-
ward transfer (payments to creditors) of $9 bn;
nevertheless, debt grew from $28 bn to $33
bn due to high interest rates and rolling over
of loans — no new money was involved and
there was effectively no new borrowing. In
March 1989 the Aquino government secured
a new IMF loan of $1.3 bn — on the condition
that nearly all of it, $1.1 bn, was to pay off old
debts and that the debts of private corpora-
tions be nationalised and paid off by the gov-
ernment.?’

President Fidel Ramos initiated his Philippines
2000 plan, based on liberalisation, encourag-
ing exports and opening up the country to in-
ternational trade. But the textiles, garments
and other industries were immediately hit by
cheap imports. The trade deficit reached $4
bn in 1996 and 1997 and the Philippines had
to borrow massively to cover the gap. Then it
was hit by the 1997 Asian financial crisis, and
the money poured out again in 1998.

Devaluation also had an impact; in dollars the
debt more than doubled from $24.3 bn in 1982
to $52 bn in 1999, but in Pesos it increased
10-fold from Pesos 207 bn to 2028 bn. The
interest rate in pesos on this debt has been
over 15%, and the debt is still growing faster
than it can be repaid.

Corruption

The largest single debt of the Philippines is
the Bataan nuclear power station. Completed
in 1984 at a cost of $2.3 bn, it was never used
because it was built on an earthquake fault at
the foot of a volcano. “Filipinos have not ben-
efited from a single watt of electricity,” said
the national treasurer, Leonor Briones. “It's a
terrible burden which never fails to elicit feel-
ings of rage, anger and frustration in me. We'’re
talking of money that should have gone to
basic services like schools and hospitals.” The
nuclear power station was financed by the US
export credit agency Ex-Im Bank, Union Bank
of Switzerland (which is accused of holding
some of the Marcos billions), Bank of Tokyo
and Mitsui & Co, all of whom are still being
repaid. The Philippines still pays $170,000 per
day for the power station and the debt will not
be repaid until 2018.82

The nuclear power station was built by the US
multinational Westinghouse, in spite of a much
lower bid by General Electric which was fa-
voured by a technical committee. Marcos over-
ruled his own advisors, and Westinghouse later
admitted that it paid a commission to a Marcos
associate, which the New York Times esti-
mated at $80 mn. Much of the construction
was done by companies in which Marcos had
an interest. Bribes were paid in Switzerland.®

The International Atomic Energy Authority
noted that attempting to build a nuclear power
station in an area of such high seismic activity
was “unique in the atomic industry”. We can
all be grateful that the plant was never put into
operation and never became an Asian
Chernobyl. The mothballed Bataan nuclear
plant sits on a 350-hectare land and the Met-
ropolitan Manila Development Authority said
in October 2001 that it would use part of the
site for garbage disposal.®

«It’s a terrible
burden which never
fails to elicit
feelings of rage,
anger and frus-
tration in me.
We’re talking of
money that should
have gone to basic
services like
schools and hospi -
tals.»

Leonor Briones, Philippines

national treasurer
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Is any Philippine debt legitimate?
Who could argue that the debt for the Bataan
power station is legitimate — in national laws,
such a loan could never be enforced. It is
clearly illegitimate.

But in practice, all of Philippine debt, or at least
the $40 bn before the Asian financial crisis,
must be considered multiply illegitimate.

Marcos was a dictator and the debt was odi-
ous. Marcos was blatantly corrupt yet the banks
lent to him. The IMF alone lent Marcos $1 bn
and the World Bank lent him $4 bn. And a
devaluation forced by IMF openness policies
has imposed a defacto usurious interest rate.

Taken together, we think creditors would have

Chart 3.7
Brazilian long term and IMF debt $bn

difficulty defending any of the Philippine debt
as legitimate.

Brazil

Brazil has the world’s largest foreign debt, $245
bn, which is larger even than Argentina and
Russia. Brazil followed the Argentine pattern
shown earlier. During the loan pushing and mili-
tary dictatorship era of the 1970s there was
significant new borrowing and real transfers
of money, This was followed in the 1980s with
a net transfer of money from Brazil to its credi-
tors — Brazil gave $48 bn to the rich north, yet
its debts still increased by $40 bn. Then, as
with Argentina, the late 1990s saw a doubling
of debt.
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Chart 3.8
Brazil: net transfer on long term debt $ bn
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Source: World Bank
Net transfer = new lending — interest — principal repayments

The military dictatorship

A US-backed military coup deposed the
elected government in 1964 and continued,
sometimes with extreme repression, until José
Sarney became president in 1985. New bor-
rowing continued up until the end of the mili-
tary period, but unlike Argentina, there seems
to have been little effort within Brazil to com-
pile details of just what the $100 bn went to.
Some went abroad in capital flight. A lot of the
money was simply used for imports, particu-
larly luxury goods for the growing elite (Brazil
has one of the greatest gaps between rich and
poor in the world). For the six years 1977-82,
imports exceeded exports by $70 bn, which is
enough to account for most of the debt. In
addition, there was substantial borrowing for
big projects including dams and opening up
the Amazon basin. In 1981 the World Bank
lent Brazil $445 mn for the Northwest Brazil
Integrated Development Programme
(PoloNoreste). In 1987 World Bank president

Barber Conable said that PoloNoreste was a
“sobering example of an environmentally
sound project gone wrong” and in 1992 the
Bank launched a new project, known as
Planafloro, to rectify these problems.%

The Sarney years

The end of the military period corresponded
with the global financial crisis and huge rise in
interest rates. Interest on new loans exceeded
15% in 1981 and stayed over 10% through
1985. Interest payments on long-term debt,
which had been $3 bn in 1978, topped $6 bn
in 1980 and $8 bn in 1982 and 1983. In his
book on Brazilian debt, Marcos Arruda argues
that these “unfair, extortionate and impover-
ishing rates of interest” constitute usury.® Be-
tween 1980 and 1983, GNP fell by 15%.

The new Sarney government cut back on im-
ports and brought foreign trade into balance.
In 1986 it declared a foreign debt moratorium,
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and limited total foreign payments to 2.5% of
GDP, about $5-6 bn per year. The policy
brought impressive results — in two years GNP
jumped 35%.%” But the creditors were not
pleased. Foreign investors began withdrawing
capital and Sarney came under heavy pres-
sure from the US and the IMF. By the end of
1986 he had agreed to take new loans in order
to keep up repayments on the old ones. In 1988
Sarney accepted $5.2 bn in loans, all but $600
mn of which was to repay old loans.8

FHC and bankruptcy

Fernando Henrique Cardoso, known as FHC,
became finance minister in 1993 and presi-
dent in 1995. He introduced the Plano Real,
with a new currency and a successful anti-in-
flation policy. The mid-1990s was a period of
great international capital volatility, and the
FHC government decided to follow the advice
of the IMF and open the country’s economy
completely, in the hope that footloose capital
would migrate to Brazil. All controls over fi-
nancial flows and markets were removed. Im-
ports jumped from $55bn in 1994 to $78bn the
next year and kept growing to $99bn in 1998;
exports increased only slowly, and the trade
deficit was $34 bn in 1998. Widespread priva-
tisation attracted substantial foreign money, but
the gap was mostly filled by massive borrow-
ing. During FHC’s first five years as president,
debt jumped from $151 bn to $245 bn, despite
their being zero net transfers on debt. Two-
thirds of the increase in debt was simply new
borrowing to make the $60 bn in interest pay-
ments during that five-year period. As else-
where in Latin America, 1999 was a crisis year,
and Brazil gave an incredible $24 bn (net) to
its creditors. But that only stopped the debt
from increasing; it led to no reduction.

This was a pyramid scheme just like Argen-
tina, and was inherently unstable. To keep at-
tracting foreign capital, interest rates were
pushed up, reaching 46.4% in November 1997,
crippling domestic businesses. By mid-1998
Brazil was effectively bankrupt and the bub-
ble burst. In September and October 1998,
almost $30bn left Brazil.® In January the Real
was devalued; states began to default on the
debts to the federal government. Again the IMF
stepped in, with promises of more funding but
with unusually harsh conditions —privatisation
of energy and banks to raise at least $28bn,
high domestic interest rates, and the operat-
ing revenues of two state enterprises pledged
to debt servicing. The government also agreed
to effectively mortgage the national oil com-
pany Petrobras to the IMF, under an agree-
ment that if the loans were not repaid,
Petrobras would be given to foreign creditors.
This last action was illegal, because the fed-
eral government does not own Petrobras,
which is actually owned by the individual states
of Brazil.*°

So, as with the military government era, a
policy of borrowing to cover unlimited imports
could not continue indefinitely. And protests
began to grow about the debt. One demand is
that the government should actually follow an
article in the 1988 constitution, which requires
an audit of foreign debt, to identify what part
of the debt is illegitimate. In September 2000,
six million voters took part in a “people’s plebi-
scite” (out of a national electorate totalling 109
million); more than 90% said that Brazil should
not pay its foreign debt without the audit re-
quired by the constitution.
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Mozambique

Mozambique presents a difficult example. At
first glance the debt is clearly unpayable, but
does not seem illegitimate. However, we will
argue that it was largely inappropriate.

Cold war battlefield

The Cold War was fought remotely in south-
ern Africa. In the 1970s the West, through
NATO, backed Portugal in its fight to prevent
independence in Mozambique and Angola,
while Britain did nothing to oppose continued
white rule in Rhodesia (now Zimbabwe) and
South Africa. South Africa was allowed to oc-
cupy Namibia, and a brutal pro-Western dic-
tator was kept in power in Malawi. In the 1980s,
as the East-West conflict intensified, south-
ern Africa became a Cold War battlefield, as
the then Soviet Union backed left-leaning gov-
ernments in countries that had just won inde-
pendence and the US backed apartheid South
Africa as a bastion against communism. South
Africa waged war against its neighbours.®" With
the end of the Cold War and the fall of the
Berlin Wall, all the southern African wars came
to a quick end. US-backed forces lost in all
five free and fair elections in the early 1990s.%

Table 3.5

In Mozambique South Africa attacked directly
and created and backed a guerrilla force,
Renamo. During a decade of war, 1 million
people died and 5 million — one third of the
population — were forced to flee their homes.
Damage was estimated at more than $20 bn.%
Mozambique still has not fully recovered. The
international community was nervous about
opposing the US in what was clearly a Cold
War battle, but European countries — espe-
cially the Nordic states and Italy — were anx-
ious to do as much as possible. They could
not stop the war, so they poured aid into Mo-
zambique to bind up its wounds. By the end of
the war, Mozambique had $4.7 bn in long term
debt, of which $3.8 bn was bilateral (govern-
ment to government) and $700 mn was from
the World Bank and African Development
Bank.

These loans were the opposite of odious, in
that they were clearly in the interests of the
population, and helped them to survive the
depredations of the apartheid state. Neverthe-
less, we argue that they are illegitimate. Mo-
zambique could never hope to repay those

Mozambique long-term public and publicly guaranteed debt $bn

Total
debt 2.5

Net
transfer 0.3

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Total

30 37 37 39 42 43 47

03 03 01 02 02 00 0.1

48 52 52 53 52 60 46

01 01 01 01 01 01 01 22

Source: World Bank
Notes:

i) Data only starts in 1985, when Mozambique joined the World Bank.
ii) Data for private and non-guaranteed debt is incomplete and varying, so only public and public guaranteed debt is shown.

iii) Mozambique received its first debt reduction in 1998/99.
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loans; these were just the opposite of invest-
ment loans, in that they were being granted to
patch up damage to infrastructure, to import
food, and, yes, to import arms. To give this
support as loans was for the lending institu-
tions to show a lack of prudence. It may seem
ungenerous, but the money should have been
a grant and not a loan. Lending money to a
starving woman to buy food when she has no
capacity to repay does not create a legitimate
debt. We also noted in part 1 that illegitimate
can also mean “contrary to public policy”.
These loans were to support the struggle
against apartheid; it cannot have been public
policy that such support creates a circum-
stance in which the country would have to be
further impoverished in order to repay. Thus
the loans, although not unacceptable, were
clearly inappropriate. The debt of Mozambique
and others of South Africa’s neighbours has
come to be defined as “apartheid-caused
debt®*, and there are calls for it to be can-
celled because to repay that debt is to ask the
victims to pay for the damage caused by apart-
heid. Thus we consider the debt to be illegiti-
mate.

Conditionality

In 1994 the World Bank agreed a series of new
loans to Mozambique, but the 1995 Country
Assistance Strategy for Mozambique con-
tained seven of what it called “necessary con-
ditions”.%> A total of $665 million in World Bank
loans would only be granted if these condi-
tions were met. One condition was that Mo-
zambique effectively close the cashew nut
processing industry, throwing 10,000 people
(mostly women) out of work. The Bank’s argu-
ment was that trade liberalisation would have
long term benefit, and that since Indian peas-
ant families were prepared to process the
cashew nuts at home for less than
Mozambican factory workers were paid, the
raw nuts should be sent to India and the facto-

ries should close. The Bank argued that the
long term gain to Mozambican peasants
through higher prices would be greater than
the losses due to the factory closures but this
did not happen.®® The government was pub-
licly opposed. In late 1997 Prime Minister
Pascoal Mocumbi said that the World Bank
‘imposes its conditions. But sometimes we
have to accept things which are not in our in-
terest, because there is no other way out.™’

We have already pointed to the definition of
extortionate debt, which includes the situation
when, under extreme financial pressure, a
borrower accepts unfair conditions. Throwing
10,000 people out of work is clearly such a
condition, and the Prime Minister has already
argued that it is not in Mozambique’s interest.
This is an unacceptable loan condition, and
therefore the entire $665 mn World Bank loan
package is illegitimate.

Two other points need to be made. First, the
World Bank and IMF have maintained the con-
dition on cashew nuts, which means all sub-
sequent loans are tainted by the improper con-
dition. The second point is that in late 1999
the IMF proposed to apply the same policy to
sugar, forcing the closure of the sugar indus-
try. But the Washington-based international
financial institutions recognised the error of
their cashew policy and withdrew the sugar
proposal, which can be taken as evidence that
the cashew condition was onerous, making
linked loans illegitimate.



Other examples
Here we consider several specific areas of
what might be considered illegitimate lending.

Dictators

More than $500 bn, 20% of all developing
country debt, can be attributed to dictators in
23 different countries. Most were backed by
the United States and the West, although
Mengistu Haile Mariam was backed by the
Soviet Union and Siad Barre gained support
from both East and West at different times. In
the terms set out by Alexander Sack (see part
1) these are all, arguably, odious debts which
are personal debts of those dictators their re-

Defining illegitimate debt and linking its cancellation to economic justice

gimes and which, in Sack’s words, “fall with
the fall of this power”.

Failed projects and dams

Tanzania owes the World Bank more than $575
mn for 26 failed agricultural projects, accord-
ing to the Tanzania Coalition on Debt and De-
velopment. It cites the World Bank’s own Op-
erations and Evaluations Department, which
in 1998 admitted that the Bank had failed to
involve Tanzanians in appraising projects be-
fore they went ahead, and that “pilot projects
went to the Board as proven undertakings;
early warnings of failings by World Bank tech-
nical staff and co-financers were ignored; and
pricing issues were neglected.”
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Table 3.6

Debts which can be attributed to dictators, $bn
Indonesia Suharto
Brazil military
Argentina military
Philippines Marcos
Syria Assad
South Africa apartheid
Pakistan military
Sudan Nimeiry/al-Mahdi
Thailand military
Nigeria Buhari/Abacha
Chile Pinochet
Zaire/Congo Mobutu
Algeria military
Iran Shah
Kenya Moi
Ethiopia Mengistu
Bolivia military
Somalia Siad Barre
Paraguay Stroessner
Malawi Banda
El Salvador military
Liberia Doe
Haiti Duvalier

= 2 a2 NN BMO

Source: Updated from Joseph Hanlon, "Dictators and debt" ®
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Indeed, the World Bank’s own evaluation of
project performance in the 1990s showed that
in the poorest countries, and in South Asia and
Africa, between 60% and 70% of projects
failed, according to data obtained by the US
Congress’s Meltzer Commission in 2000.

Dams have proved to be one of the largest
groups of failed projects. The use of hydro-
electric resources is widely recommended as
a renewable energy source that causes less
environmental damage. There is, however, no
free lunch, and large dams have proved to
create a whole range of other problems. The
California-based International Rivers Network
(IRN) has been one of the most effective cam-
paigners against large dams. It estimates that
the Bank has provided almost $75 billion for
538 large dams in 92 countries.* World Bank
lending for dams peaked in the late 1970s and
early 1980s at more than $2 billion a year,
declining significantly from the mid-1990s — in
part because of protests by IRN and others,
and because the Bank recognised that many
of its dams were partial or total failures and
had financial, social and environmental costs
far in excess of expectations. IRN argues that
the World Bank has been the largest single
source of funds for large dam construction
worldwide, and that it “played a key strategic
role globally in spreading the technology, lend-
ing legitimacy to emerging dam projects, train-
ing future engineers and government agencies,
and leading financing arrangements.”'® Thus
“the World Bank owes a debt to the many mil-
lions of people whose lives it has destroyed
through the financing and construction of large
dams.” Dams remain a highly contentious sub-
ject, and communities and pressure groups in
the south do not always accept IRN'’s blanket
objection to large dams. However, even the
Bank accepts that some of its dams were un-
successful, so lending for at least some dams
must be considered illegitimate.

The list of failed projects seems endless and
the reasons always seem the same — over-
whelming pressure to lend, corruption, bad
planning, and failure to listen to local experts.
For many countries, the issue is the one raised
by the United Nations Institute for Training and
Research (see p.16), that developing countries
lack technical know-how and are dependent
on institutions such as the World Bank. These
countries “should not bear the burden of bad
planning and bad implementation performed
by external sources”; responsibility and liabil-
ity rest with the lender, not the borrower.

There is often a link between failed projects
and support for dictators. In Nigeria, at least
61 development projects financed by more
than $5 bn in foreign loans have either failed
or never opened, according to a government
commission. '’

In Indonesia, the dictator Suharto moved