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1. Introduction: history of sovereign debt litigation in the United States
Over the last several decades, there has been a proliferation of sovereign debt litigation
in the United States. A principal cause of this has been US courts’ willingness to enforce
the terms of sovereign debt instruments and the narrow application of the sovereign
debtor’s jurisdictional and substantive defences. Over the last 10 years, sovereign debt
litigation has even expanded to include class action suits, in which numerous creditors
unite to seek the enforcement of their debt. However, creditors’ increasing success in
obtaining judgments against defaulting sovereigns has not always resulted in the
satisfaction of such judgments. Judgment creditors must still navigate laws that limit
and bar them from attaching or executing against certain sovereign assets.

1.1 Early sovereign debt: collective bargaining over litigation
Before the mid-1980s, default of sovereign debt almost always resulted in the
renegotiation of such debt and rarely in litigation.1 This was due to several factors,
most notably that during this period the principal holders of sovereign debt were
large commercial banks.2 It was in their interests to settle disputes with foreign
sovereigns in order to further their business relationships and also to avoid the
accounting liabilities associated with having a large amount of defaulted sovereign
debt on their balance sheets.3 The relatively homogeneous nature of these banks also
limited the occurrence of litigation hold-outs.4

However, since the late 1990s a fundamental shift has taken place leading to
sovereign debt being held by a variety of smaller financial institutions and individual
investors.5 Among the factors enabling this transformation was the US government’s
decision to sponsor debt restructuring. This resulted in the conversion of sovereign
debt from bank loans to securitised instruments,6 increasing the number and types



7 Fisch & Gentile, supra note 2, at 1078-79.
8 Fisch & Gentile, supra note 2, at 1078-79.
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of sovereign debt holders to include a variety of smaller financial institutions, as well
as numerous scattered individual investors. Unlike in the 1980s, defaulting
sovereigns now face collective action problems arising from a large number of
heterogeneous creditors, many of which purchased their interests in the secondary
market.7

This proliferation of holders of securitised sovereign debt has given greater
incentive for smaller stakeholders to prefer litigation in US courts to settlement
negotiations.8 Smaller stakeholders are less likely to have ongoing business
relationships with the defaulting foreign sovereign and are less subject to regulatory
pressure from the US government to accept a proposed renegotiation.9 Another
recent development that has increased the likelihood of litigation in US courts is the
rise of so-called ‘vulture funds’, which base financial strategies on the use of legal
remedies to collect bad debts.10 Vulture funds purchase debt that is either already
defaulted or in danger of defaulting at extremely low prices in the hopes of suing the
debtor to gain a maximum return on the funds‘ investment.11

1.2 Allied II: the sanctity of contracts doctrine
The proliferation of foreign sovereign debt litigation in the United States was also
spurred by a 1985 decision issued by the US Court of Appeals for the Second Circuit.12

In Allied Bank Int‘l v Banco Credito Agricola de Cartago (Allied II), the Second Circuit
rejected a number of defences raised by the defaulting foreign sovereign (discussed
in greater detail in the following sections) and enforced the contractual terms of the
debt instruments.13

The plaintiff in Allied II sued to enforce the contractual terms of bonds issued by
the government of Costa Rica.14 On a motion for rehearing, the Costa Rican
government raised numerous defences, including the act of state doctrine and the
doctrine of comity. However, the Second Circuit found such defences inapplicable,
in part because the Costa Rican government’s unilateral restructuring of its debt
obligations violated US policy and in particular US contract law. Therefore, the court
found that the Costa Rican regulations forbidding payment on the defaulted bonds
should not be recognised by US courts and the bonds were thus effectively enforced.15

This holding is particularly significant because it promotes the sanctity of
contracts doctrine. Commentators have observed that this decision “tilted sovereign
debt litigation favorably towards creditors“ by enforcing the terms of the bonds and
refusing to allow Costa Rica to defend against the suits of its creditors by invoking
the comity or act of state doctrines.16 The Second Circuit’s emphasis was thus
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squarely placed on the importance of: “ensuring that creditors entitled to payment
in the United States... may assume that, except under the most extraordinary
circumstances, their rights will be determined... [by] recognized principles of
contract law.”17

In so holding, the court asserted a general US policy against permitting sovereign
debtors unilaterally to restructure debts held by private individuals and thus
increased the likelihood that hold-out creditors will resort to litigation against
sovereigns which are otherwise engaging in cooperative debt adjustment.18 Allied II
also refocused the judicial inquiry in such cases on the language and terms of the
contract rather than the circumstances of the sovereign debtor.

2. A sovereign‘s defences against debt litigation in US courts
Sovereigns have raised a number of defences to claimed debt defaults, ranging from
those unique to foreign sovereigns (eg, the act of state doctrine), to typical contract
defences (eg, impossibility). While some of these defences have been successful in
past cases, recent case law has increasingly foreclosed their availability.19

2.1 Jurisdictional defences: foreign sovereign immunity
In many circumstances, US courts are barred from exercising jurisdiction over foreign
sovereigns pursuant to the Foreign Sovereign Immunities Act.20 However, a number
of broad exceptions to this immunity exist, which can be used to obtain jurisdiction
over sovereign defendants that have defaulted on their debt.21 Particularly relevant in
this context are the waiver and commercial activity exceptions.22

Sovereign immunity can be waived either explicitly or implicitly.23 Most
sovereign bonds include terms that explicitly waive the sovereign‘s rights to
sovereign immunity and thus subject the sovereign to suit on that bond in a US
court.24 Therefore, in the majority of cases, no obstacle exists to the exercise of
jurisdiction by US courts over a sovereign debtor.

Even if the sovereign has not waived the right to sovereign immunity in the
terms of the bond issuance, creditors can initiate litigation in US federal district
courts against foreign sovereign debtors on claims arising from the issuance of debt
where this qualifies as a commercial activity under the Foreign Sovereign Immunities
Act. The commercial activity exception applies where:

• the foreign sovereign engages in commercial activity in the United States;
• the foreign sovereign takes actions in the United States in connection with



25 28 USC §1605(a)(2); see also Paul L Lee, “Central Banks and Sovereign Immunity”, 41 Colum J Transnat’l
L 327, 340-41 (2003).

26 Argentina v Weltover, 504 US 607, 609 (1992).
27 Id.
28 Id at 610.
29 Id.
30 Id.
31 Id.
32 Id.
33 Id.
34 Id at 614.
35 Id at 615.
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commercial activity elsewhere; or
• the foreign sovereign acts outside the United States in connection with

commercial activity undertaken elsewhere, but that activity has a direct effect
in the United States.25

In Argentina v Weltover, the US Supreme Court ruled that a default on sovereign
debt qualifies under the third prong of the commercial activity test.26 In Weltover,
Argentina issued bonds to the creditors of certain domestic enterprises in an ongoing
effort to stabilise its currency, thereby giving its domestic businesses greater access to
international markets.27 When the bonds began to mature, Argentina found itself
without sufficient foreign currency reserves to retire the debt, which was payable in
US dollars.28 The Argentine government responded to this shortfall by unilaterally
changing the terms of the bonds to extend the time for repayment.29 Two
corporations and a bank, which collectively held $1.3 million of these bonds, refused
to accept the unilateral amendments to the bond terms and sued for enforcement of
the debt contract in the US District Court for the Southern District of New York.30

Argentina moved to dismiss the suit for lack of subject matter jurisdiction, lack
of personal jurisdiction and forum non conveniens.31 The district court denied these
motions and the Second Circuit Court of Appeals affirmed.32 Argentina petitioned for
certiorari to the US Supreme Court; the court granted the petition to consider whether
the Foreign Sovereign Immunities Act was a proper basis for federal courts to assert
jurisdiction over Argentina.33

Construing the Foreign Sovereign Immunities Act consistently with its text and
the understanding of sovereign immunity prevailing at the time it was promulgated,
the Supreme Court determined that the scope of the commercial activity exception
should be determined by reference to the nature rather than the purpose of the acts
claimed to be commercial.34 Therefore, the court held that the issuance and
management of bonds is commercial in nature, as these actions could be undertaken
by a private party in the same manner as they were undertaken by the government
of Argentina.35

Although the court refrained from explicitly creating a per se rule that all issuance
of debt is a commercial activity, it nonetheless virtually eliminated the possibility
that a foreign sovereign could claim that its issuance of sovereign debt was not
commercial. It held that: “it is irrelevant why Argentina participated in the bond
market in the manner of a private actor; it matters only that it did so.“36
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