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BUILDING PROSPERITY IN LATIN AMERICA:
INVESTOR CONFIDENCE IN THE
RULE OF LAW

WEDNESDAY, JULY 30, 2014

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON THE WESTERN HEMISPHERE,
COMMITTEE ON FOREIGN AFFAIRS,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:05 p.m., in room
2200 Rayburn House Office Building, Hon. Matt Salmon (chairman
of the subcommittee) presiding.

Mr. SALMON. A quorum being present, the subcommittee will
come to order. I will start by recognizing myself and the acting
ranking member today, Mr. Connolly, is acting as the ranking
member. Mr. Sires took ill today and we miss him, but we are
thrilled to have Mr. Connolly here today. And without objection,
the members of the subcommittee can present brief remarks if they
choose or they can submit them for the record. And now I will yield
myself as much time as I may consume to present my opening re-
marks.

Good afternoon and welcome to this hearing on Investor Con-
fidence in the Rule of Law in the Western Hemisphere. This hear-
ing is really just a confirmation of our subcommittee’s effort to be
at the forefront of the discussion of how to bring greater growth
and prosperity to our hemisphere. And as I have said countless
times before, the United States should be unapologetic in pro-
moting the principles of entrepreneurship, economic freedom, and
free trade. Indeed, the promotion of these principles is a powerful
foreign policy tool that can bring freedom and democracy to people
all over the world. The crucial element to all of this though is the
rule of law. Unless there is transparency, predictability, and the
clear laws that are not subject to the whim of the executive, inves-
tors will lose confidence and entrepreneurs will look for better mar-
kets in which to launch their innovations and create jobs.

The humanitarian crisis along our border underscores the impor-
tance of policies to promote economic freedom and the rule of law
to bring about opportunity, peace, and prosperity. We are seeing
thousands of children taking a treacherous journey at the mercy of
human smugglers from Central America up to the United States.
It is true that the President’s statements undermining our immi-
gration laws have increased and encouraged this mass migration
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havoc but these children are desperately trying to get away from
countries that lack rule of law and economic opportunity.

Elsewhere in the region, we have seen leftist populist leaders
systematically undermine the rule of law, while enacting policies
that have all but destroyed their economies. Venezuela, a nation
rich in resources continues to face record inflation, scarcity, and in-
security. An economist at Goldman Sachs recently said that the
level of macro economic dysfunction in Venezuela is so deep that
the story is no longer just about oil prices. Meanwhile, Heritage
Foundation’s index of economic freedom described Venezuela as
having perfected the art of the 21st century corruption where gov-
ernment leaders act with complete impunity where their entire for-
mal economy now operates on a black market.

President Maduro combines gross mismanagement of Venezuela’s
economy with undemocratic and heavy-handed tactics to silence his
critics, from the violent crackdown of protesters to the arrest and
imprisonment of opposition leader Leopoldo Lopez, Venezuela con-
tinues to be an embarrassment to our hemisphere’s democratic sen-
sibilities. I must say, I am extremely disappointed with the Obama
administration’s lack of leadership all over the world, including
right here in our own hemisphere. Every day, we see the results
of American disengagement. And of a President more interested in
apologizing for our country than defending our values.

The very clear result is that our friends and allies no longer trust
us and our adversaries no longer fear us. In the Americas, Presi-
dent Obama’s perceived weakness has cleared the way for Russia,
China, and Iran to establish economic and diplomatic influence
right at our doorstep. This reality should give us all great pause.
Just this past week, a Venezuelan general, a close ally of the late
President Hugo Chavez, and known associate of FARC narcotics
traffickers, was arrested on U.S. drug charges on the Dutch island
Aruba. Astonishingly, The Netherlands chose to acquiesce to Ven-
ezuelan pressure, releasing General Carvajal to return to Ven-
ezuela for a hero’s welcome on grounds that he had diplomatic im-
munity on the island. The sad fact is that U.S. credibility world-
wide has been so damaged that a Venezuelan who had been
blacklisted by Treasury for aiding FARC terrorists in
narcotrafficking, was released by our Dutch allies under Ven-
ezuelan pressure. Recall that this body passed a Venezuela sanc-
tions bill in May after President Maduro’s continued violent aggres-
sion and repression of protesters. And we have been pressing the
administration to move forward with some form of punitive meas-
ure to show the Venezuelan Government and the world that we are
not going to stand by as the rights of freedom seekers are trampled
by undemocratic dictators.

I was gratified to receive a phone call from Assistant Secretary
Jacobson yesterday letting me know that the administration would
announce today that visa denials and prohibitions over 20 Ven-
ezuelan Government officials complicit in violent repression of pro-
testers in opposition. This action on the part of the administration
is so long overdue and merely a step in the right direction. The ad-
ministration must be unrelenting in reaffirming our commitment to
protecting basic democratic rights worldwide.
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Blatant disregard for democratic values and the rule of law have
affected Argentina’s economic outlook. Another country rich in nat-
ural resources and human capital, Argentina has been under the
stranglehold to the leftist populist policies of Cristina Kirchner and
her late husband, Nestor, before her. Plagued by corruption and a
stated policy that flouts the rule of law, Argentina is an economic
basket case. In fact, unless drastic, last minute measures are
taken, Argentina is scheduled to default on billions of dollars to
bond holders today. The consequences of a second default in 13
years will be dire for the Argentinian people and their economy.

I am looking forward to hearing witnesses’ analysis of this loom-
ing default and what long-term impacts will be for Argentina and
for the region.

Ecuador poses another challenge in the region. Insulated to some
degree by a dollarized economy, Correa’s authoritarian approach to
both the economy and governance in general places Ecuador among
the least democratic nations in the Americas. Arbitrary regulations
and media laws that stifled dissent are disappointing, the hallmark
of the Andean country. More important, President Correa has con-
sistently coupled his attacks against democracy and free trade with
open antipathy to the United States and her interests. Meanwhile,
the Obama administration has failed to come up with a strategy to
deal with the ALBA bloc countries, Ecuador, Bolivia, Venezuela,
Cuba, Nicaragua and encourage more market friendly and demo-
cratic values in our region.

It seems clear to me that a commitment to the rule of law cou-
pled with free trade and economic liberty will lead to stronger and
more vibrant democracies. We should all be encouraged by the ex-
citing free trade bloc known as the Pacific Alliance, as well as the
prospect that energy reforms in Mexico, could bring about greater
North American energy independence and security.

The Western Hemisphere is commercially and culturally vibrant
and the United States should do more to encourage the opening of
markets and opportunity to nations currently strangled by popu-
lism. This will do much to empower citizens to make them less de-
pendent on government, thereby making governments less powerful
and less authoritarian. But to realize these goals of a more pros-
perous and free Western Hemisphere, the U.S. has got to do the
leading.

As we are seeing around the globe today, the unraveling of U.S.
leadership is not just embarrassing, it threatens peace and sta-
bility. You cannot turn on the news on any station without seeing
our failed leadership completely across the globe. Now it is time to
turn the tide and reengage to inspire regional laborers to seek free-
dom and economic prosperity through open markets that are pro-
tected by the rule of law. And I am eager to hear from witnesses
about how the United States can work constructively to improve
transparency in the rule of law in our hemisphere.

And I would now recognize Mr. Connolly.

Mr. CoNNOLLY. Mr. Chairman, thank you, and thank you on be-
half of our mutual friend, Albio Sires, who is under the weather
and cannot be here. He has asked me to read his statement into
the record. If I may, and before I do that, I am taking advantage
of your graciousness and hospitality. I could not disagree with you



4

more and I completely disassociate myself from most of what you
just said.

’Il‘he rhetoric coming out of my friend on the other side of the
aisle——

Mr. DUFFY. I am glad the record notes that.

Mr. ConNOLLY. Thank you. I know it will come as a shock to you,
but this notion that we are retreating from leadership and oh, my
God, any problem in the world is somehow the fault of this Presi-
dent, we might as well blame him for hurricanes in the Caribbean,
too. The unraveling if there was such of American leadership traces
directly to the cowboy diplomacy, go it alone policies of the previous
administration, George W. Bush, who did incalculable damage to
the standing of the United States, all over the world.

And I can tell you that someone who has been in foreign policy
for a long time, the notion that somehow people are worried about
us retreating, they may be worried about whether you are going to
stay, but they are not worried about our retreating. In fact, the de-
mands on us continue to grow and that is why things like the
Trans-Pacific Partnership are so important and why there is so
much excitement about it in the region that once again the United
States is exercising leadership and providing a counterbalance with
China, but that is just an editorial comment.

Mr. SALMON. That is welcome.

Mr. CoNNOLLY. Thank you, Mr. Chairman. I thank you. Now on
behalf of Mr. Sires:

“Thank you, Mr. Chairman. This hearing comes at a
time when the United States and its closest neighbors face
the daunting task of addressing the needs of thousands of
Central American child migrants escaping one of the most
impoverished and violent regions of the world. Elsewhere,
we see the benefits of decades long democratic consolida-
tion and economic prosperity in Brazil, Mexico, and Colom-
bia, for example, alongside political and social unrest in
Venezuela, as you said, Mr. Chairman, and economic un-
certainty in Argentina.

“We have also borne witness to a dictatorship in Cuba
that after 50 years continues to act with impunity restrict-
ing basic human rights, freedoms of expression, and eco-
nomic opportunity. Indeed, the road to democracy in our
hemisphere has been long and fraught and challenging.
The lack of inclusive participation by all members of soci-
ety and the growing economic prosperity of the region has
made the Americas vulnerable to anti-democratic forces.
Additionally, weak state presence and corrupt governance
has allowed drug traffickers to act within impunity in
many of these countries while economic and fiscal insecu-
rity has hampered sustainable progress and further en-
couraged immigration aborad. Without a doubt, respect for
and application of the rule of law of today is central to the
stability and economic prosperity of our neighbors.

“While all nations in the hemisphere other than Cuba
are now ruled by elected leaders, democratic progress has
been beset by the inability to ensure political account-
ability, public goods and safety and uphold the rule of law.
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In Mexico and Central America, drug-related crime and vi-
olence have set back democracy and public security. While
in Venezuela, Bolivia, Ecuador, and Nicaragua, elected
leaders have abused executive office to consolidate power,
limit the rights of freedoms of political dissent, and dis-
mantle institutional checks and balances. We have learned
that elections do not make a democracy alone, nor do they
guarantee legitimacy. In the same vein, a country’s laws
mean little if they are arbitrarily imposed, inefficient, cor-
rupt, or unenforced. In part, these points reinforce the im-
portance of the rule of law.

“The rule of law ensures political rights, civil rights, civil
liberties, mechanisms of accountability. They, in turn, af-
firm political equality of citizens and constrain potential
abuses of the state. In this fashion, the rule of law works
in tandem with other pillars of democracy. Without a ro-
bust rule of law, defended by an independent judiciary,
rights are not safe, and equality and dignity of all citizens
at risk. In fact, for some time now, we have witnessed a
breakdown of the judicial system in some countries in the
region, whereby Supreme Courts have been dismissed and
Judges are being appointed heavily in favor of one party
over another.

“With respect to economic prosperity, a rule of law
framework that encompasses government effectiveness,
regulatory and judicial accountability, and anti-corruption,
has been shown to have a significant impact in making
countries more attractive to foreign investment. On the
one hand, while the rule of law provides the institutional
framework to protect basic political and human rights, it
also on the other provides the private sector the confidence
it needs to operate within a formal economy and contribute
to the country’s economic growth.

“A business owner or a corporation is more likely to suc-
ceed in an environment whereby laws are public, trans-
parent, and applied neutrally without prejudice. Addition-
ally, a rule of law framework that provides clear and con-
sistent legal rules for the formation and preservation of
contracts, investments, and settlement disputes, encour-
ages competitiveness and provides assurances to firms that
contracts will, in fact, be upheld and honored in a rule of
law.

“Whether or not the rule of law is a prerequisite for eco-
nomic growth or vice versa is maybe a matter of debate.
The economic success of China comes to mind in that re-
gard. What is not uncertain is the vital role that the rule
of law ultimately plays in fostering sustained economic
growth and development.

“I look forward to hearing from our panelists regarding
the rule of law in Latin America and how it has impacted
economic growth and investor confidence and welcome our
witnesses here today. Thank you, Mr. Chairman, for your
graciousness.”
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Mr. SALMON. I thank the gentleman. Pursuant to Committee
Rule 7, the members of the subcommittee will be permitted to sub-
mit written statements to be included in the official hearing record.
Without objection, the hearing record will be open for 7 days to
allow statements, questions, and extraneous materials for the
record, subject to the length limitation in the rules.

I would like to introduce the panel now. First, we would like to
introduce Ambassador Glassman. James K. Glassman served as
the U.S. Undersecretary of State for Public Diplomacy and Public
Affairs and chairman for the Broadcasting Board of Governors.
Currently, he is a Visiting Fellow at the American Enterprise Insti-
tute. He holds a B.A. degree from Harvard University.

Mr. Paul Barrett is the author of Law of the Jungle. That has
got to be about Congress. I feel like I am living in the jungle or
a jungle book. A book that describes his findings of the Chevron
case in Ecuador and is scheduled to be published in September. He
is a graduate of Harvard Law School and is also an adjunct pro-
fessor at New York University Law School.

And then finally, Mr. Jose Fernandez. Mr. Fernandez is a cor-
porate partner in the New York Office of Gibson, Dunn & Crutcher,
and co-chair of the firm’s Latin America Practice Group. He served
as the Assistant Secretary of State for Economic, Energy and Busi-
ness Affairs as well as the State Department’s principal represent-
ative in the Committee on Foreign Investment in the United
States. He received his B.A. in History from Dartmouth College
and holds a J.D. from Columbia University School of Law.

You all understand the lighting system. It is green for the first
4 minutes and when it turns amber, you have got time to wrap up.
And at the end the red light comes on and it is time to be done.
After, we are going to have a series of questions for the panelists.

So let us begin. Mr. Glassman, I would like to recognize you first.
Thank you.

STATEMENT OF THE HONORABLE JAMES K. GLASSMAN, VIS-
ITING FELLOW, AMERICAN ENTERPRISE INSTITUTE
(FORMER UNDER SECRETARY FOR PUBLIC DIPLOMACY AND
PUBLIC AFFAIRS, U.S. DEPARTMENT OF STATE)

Ambassador GLASSMAN. Thank you, Mr. Chairman, members of
the subcommittee. Mr. Chairman, as you said, the recent surge of
undocumented children is just the latest reminder of the absolute
fact that a stable and prosperous Latin America is critical, not just
tso Latin Americans themselves, but to all of us here in the United

tates.

Many Latin American countries have made significant economic
progress in recent years, among them, Chile, Colombia, Costa Rica,
Uruguay, Peru, and Mexico. But the performance of Bolivia, Ecua-
dor, and lately Brazil is disappointing. Their economies suffer in
various degrees from a lack of respect for the rule of law, crucial
to attracting the capital investment that fuels growth.

Aside from the sad cases of Cuba and Venezuela, the worst of-
fender in this regard is Argentina. It ranks 166 out of 178 coun-
tries on the index of economic freedom. Argentina has abundant
natural resources and a workforce that has proven itself in the
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past. In 1908, it was the seventh wealthiest country in the world.
Today, it is 55th.

This very day, the grace period in Argentina’s court-ordered debt
repayments runs out and we shall soon know if it has defaulted for
the eighth time in its history. But default or not, Argentina has
done enormous damage by setting an example for other irrespon-
sible countries to follow. After Argentina missed payments on $100
billion in bonds in 2001, the country bullied creditors into settling
at pennies on the dollar, doctored its economic statistics, expropri-
ated a Spanish energy company, and defied 100 court judgments.
Through it all, the U.S. largely stood on the sidelines. Argentina
even remains a member of the prestigious G20, the group of na-
tions charged with keeping the world economy stable.

Argentina’s success at flouting the financial world order inspired
Ecuador which defaulted in 2008 and Belize, which threatened
creditors with a restructuring offer even worse than Argentina’s.
Now, it is the turn of Puerto Rico, a U.S. territory since 1898.
Puerto Rico’s economy is in shambles. In the eighth year of reces-
sion, its workforce has declined by one third. Meanwhile, the island
has piled up debt of $73 billion. If it were a state, Puerto Rico, pop-
ulation 3.7 million would rank behind only California and New
York as the third most indebted.

Rather than trying to reform a sick economy with a bloated pub-
lic sector and high taxes, the Governor of Puerto Rico, Governor
Alejandro Padilla has chosen the Argentine way.

On June 25th, apparently preparing for default, Puerto Rico
passed a law called the Recovery Act that strips basic rights from
creditors who own about one third of the island’s bonds, including,
I note, many unsuspecting U.S. investors with money in mutual
funds, while protecting other bond holders, many of them hedge
funds. But this Argentine-style ploy does not seem to be making
credit rating agencies wary of what Puerto Rico might do next
quickly downgraded both types of bonds well below the threshold
of junk status. And now Puerto Rico is facing lawsuits from U.S.
investors that could drag on for years.

Also, reminiscent of Argentina is Puerto Rican Government’s dis-
regard for the rule of law in dealing with businesses. One visible
case involves a bank called Doral which overpaid its taxes a decade
ago and then entered into a series of agreements with Puerto Rico’s
Treasury Department for refunds. Suddenly, in May, the govern-
ment declared that deal null and void. Rather than imitating Ar-
gentina, Puerto Rico needs to cut its budget, reduce taxes, institute
economic policies that encourage investment, rescind its Recovery
Act, restore the rule of law and negotiate faithfully with creditors.

For the protection of our own taxpayers in the United States who
could end up holding the bag, the U.S. should perform a full audit
and set up a financial control board with authority over borrowing,
hiring, firing, and contracts such as the boards that succeeded in
New York and the District of Columbia. If the United States and
other countries had been tougher with Argentina, its dangerously
seductive model would have been rendered unattractive. Now the
U.S. has a chance to rectify matters by guiding Puerto Rico to the
prosperity that its people deserve.
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Mr. Chairman, when it comes to promoting prosperity and sta-
bility in Latin America by encouraging strict adherence to a just
legal system, the United States should not stand by. We must take
the lead. Our own security and prosperity demand it. Thank you.

[The prepared statement of Ambassador Glassman follows:]



Ambassador James K. Glassman
Visiting Fellow, American Enterprise Institute

Former U.S. Under Secretary of State for Public Diplomacy and Public Affairs

Committee on Foreign Affairs

Subcommittee on the Western Hemisphere

Wednesday, July 30, 2014

A Hearing on

“Building Prosperity in Latin America: Investor Confidence in the Rule of Law”

Mr. Chairman, Members of the Committee:

The surge of undocumented children into the United States in recent months from
Honduras, Guatemala, and EI Salvador is only the latest reminder of the importance
of a stable and prosperous Latin America -- not just to Latin Americans themselves

but to all of us here in the United States.

Overall, Latin America has made significant progress over the past three decades
toward the kind of free-market economic policies that insure both growth and
opportunity at home and robust markets for U.S. businesses. For example, iShares
Latin America 40, a popular exchange-traded fund that owns large-capitalization
stocks from the region, has produced average annual returns of 16.1 percent over
the past 10 years, compared with 8.3 percent for a fund that mimics the U.S. large-
cap benchmark.! There are, however, major differences among nations, and several

have been moving in the precisely the wrong direction.

! http://etfs.morningstar.com/quote?t=ILF&region=usa&culture=en-Us
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For example, the Index of Economic Freedom, published annually by the Wall Street
Journal and the Heritage Foundation, ranks Chile seventh among 178 countries on a
scale that includes 10 metrics, from property rights to entrepreneurship.? (The U.S.
itself ranks 12t.) In South America, Colombia, Uruguay, Peru, and Mexico are all in
the top one-third of countries in the index - rankings that reflect major strides
toward growth-enhancing policies. Many Caribbean and Central American nations

also score well, including Barbados, St. Lucia, and Costa Rica.

It is hardly a surprise that Cuba ranks 177%, just above last-place North Korea, and
that Venezuela is number 175, edging out Zimbabwe. But, more alarming has been
the decline of Bolivia (158%), Ecuador (159%), and Brazil (114t%). While in the recent
past, Brazil has been favorably compared to India and China as a fast-growing
developing market, Brazilian GDP growth this year is expected to be just 1 percent,
compared with 3.2 percent for Chile and 5 percent for Colombia - and 6 percent or
more for both India and China.3 A reflection of the lack of investor confidence in
Brazil is that the country’s 10-year sovereign bonds are yielding 11.7 percent,
compared with 6.5 percent for a similar bond issued by Colombia, 7.8 percent for a

Mexican government bond, and just 2.7 percent for an Italian bond.”

Backsliding Latin American nations suffer from poor governance, especially the lack
of adherence to the rule of law. And governance is linked to economic performance.
In its 2013 Investment Climate Statement, the U.S. State Department lays out the

problem well with respect to Ecuador, whose “investment climate”

remains uncertain as its economic, commercial and investment policies
continue to change. While some laws and regulations have been enacted to

spur increased domestic and foreign private investment, other legal changes

2 http://www.heritage.org/index/ranking

3 http://www.economist.com/news/econonmic-and-financial-indicators/21608783-output-prices-and-jobs
* http://www.economist.com/news/economic-and-financial-indicators/21608780-trade-exchange-rates-
budget-balances-and-interest-rates
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have reduced private sector participation in so-called strategic sectors, most
notably extractive industries, and negatively affected banking and media
sectors. Freguent changes in Ecuador’s tax code make business planning
difficult.... In general, the legal complexity resulting from the inconsistent
application and interpretation of existing laws complicates enforcement of
contracts and increases the risks and costs of doing business in Ecuador.
According to the National Development Plan {“Plan Nacional el Buen Vivir”),
economic growth is not an end in itself and economic development is led by

the state. Private investment, therefore, does not constitute a policy priority.”

Even more alarming, however, is Argentina, which ranks 166" on the Index of
Economic Freedom, behind such exemplars as the Central African Republic and
Uzbekistan. Argentina has abundant natural resources, European-style
sophistication, and a workforce that has proven itself in the past. Between 1871 and
1914, Argentina’s average annual growth rate was the fastest in the world, at 6
percent.f In 1908, it was the seventh-wealthiest country in the world; today, it is
55th.7 Argentina is a sad case - and a shining example of why good public policies,

including strong rule of law, matter.

With a population of 41 million, Argentina is the fourth-largest Latin American
country, behind Brazil, Mexico, and Colombia. The danger is that its influence
outweighs its size. This hearing addresses “investor confidence in the rule of law.”
Argentina’s actions in defiance of the rule of law since its $100 billion debt default in
2001 - the largest, at the time, in history - have not merely shaken investor
confidence in Argentina, but also have served as a model for other governments to

emulate.

5 http://www.state.gov/e/eb/rls/othr/ics/2013/204634.htm

s http://www.economist.com/news/briefing/21596582-one-hundred-years-ago-argentina-was-future-
what-went-wrong-century-decline

7 http://www.bloomberg.com/news/2014-02-03/argentina-bust-lures-bass-led-investors-in-200-years-of-
defaults.html
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That Argentine model can be described very simply: flout international financial
standards, refuse to follow court rulings, and vilify creditors. [n late 2008, Ecuador
defaulted after Rafael Correa was elected president on a platform of debt
repudiation.8In 2012, Belize, also following the Argentine script, threatened a
default on a “restructuring offer that was worse than what Argentina gave creditors

following its 2001 default.”? In the end, Belize came to its senses.

Now, we are seeing the Argentine disease infect Puerto Rico, a government
intimately tied to the United States. My testimony elaborates on the lessons of the
Argentina default and explores the dangers of the situation in Puerto Rico. I
conclude with some recommendations to policy makers on how to deal with

growing attacks on investor confidence in our hemisphere.

The Argentine Model

On the very day of this hearing, July 30, 2014, the grace period for Argentina to
comply with U.S. courts and make payments to creditors will run out. Barring an
unexpected turn of events, Argentina will either make good on what it owes or

suffer its eighth default since becoming an independent nation in 1816.10

Argentina finds itself in this predicament through its own poor decisions and a
rogue approach to its obligations. Rather than cooperating with international
financial institutions and the courts to restructure its debt, its leadership, under
President Cristina Fernandez de Kirchner, chose a route of defiance - which played
well temporarily at home but led to a end to private credit from abroad and, now,

economic stagnation. Argentina’s GDP is forecast to decline 1.2 percent this year,

8 http://blogs.reuters.com/felix-salmon/2009/05/29/lessons-from-ecuadors-bond-default/

? http://www.bloomberg.com/news/2013-01-14/belize-rejecting-argentine-default-model-spurs-region-
best-rally.html

® http://www.bloomberg.com/news/2014-02-03/argentina-bust-lures-bass-led-investors-in-200-years-of-
defaults.html
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and its inflation rate, according to the State Street PriceStats Inflation Index, is 42
percent.! Argentina managed, over much of the last decade, to keep its economy
going through the sale of agricultural commodities, like soybeans and corn, and
through import and export restrictions, but those makeshift remedies have clearly

failed.

After the 2001 default, Argentina gave its creditors - including foreign governments,
institutional investors, and individuals - a take-it-or-leave-it 25 cents on the dollar,
far below a conventional settlement offer. Many of those owed money, including
60,000 Italian pensioners, refused the deal. About three-quarters of creditors
accepted, but there were far more holdouts than in a typical restructuring. The

holdout creditors had some strong protections on their side.12

Because of its history of defaults, Argentina was only able to raise debt in the 1990s
by agreeing to a waiver of sovereign immunity, a pledge to adjudicate matters in
New York courts, and a pari passu clause that required the borrower to place
creditors on an equal footing. Partly as a result, the holdout creditors won more
than 100 court judgments, but Argentina refused to honor the rulings. On Oct. 26,
2012, a federal appeals court panel upheld a district court ruling that Argentina
could not repudiate its obligations to holdouts and had to treat holders of all its debt
equally. U.S. District Court Judge Thomas Griesa stated: “There cannot be a payment
to the exchange bondholders [settled creditors] without court-ordered payments to

the plaintiffs [holdout creditors].”

Argentina tried but failed to get the U.S. Supreme Court to overturn the lower court
rulings, all the while mocking and criticizing the U.S. legal system. In February 2013,

for example, Jonathan Blackman, a lawyer for Argentina, said to U.S. Circuit Judge

™ The inflation rate that the Argentine government reports has “not yet proven to be reliable,” according
to the Economist magazine: http://www.economist.com/news/economic-and-financial-
indicators/21608783-output-prices-and-jobs

2 http://online.wsj.com/news/articles/SB10001424127887324660404578197912267848812
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Reena Raggi: “We are representing a government, and governments will not be told

to do things that fundamentally violate their principles.”

“So,” said Judge Raggi, “the answer is you will not obey any order but the one you

propose?”

“We would not voluntarily obey such an order,” Blackman said.13

President Fernandez echoed these sentiments last months: “What I cannot do as

president is submit the country to such extortion,” she said last month."”14

But Argentina’s defiance would not have been nearly so effective in delaying the day
of reckoning if the official international financial community had not displayed so
much tolerance, even encouragement, of its antics. The International Monetary
Fund, for example, censured Argentina for doctoring its economic statistics but took
no more significant action. Argentina refused to abide by the rulings of the World
Bank's International Centre for the Settlement of Investment Disputes, with no
consequences.!s In 2011, to its credit, the U.S. adopted a policy of declining to vote
yes on multilateral development bank loans to Argentina, but few countries
followed its lead. And earlier this year, the Club of Paris, some 13 years after
Argentina’'s default, agreed to a settlement of $10 billion in debt to such
governments as Japan, Germany, and the United States, but acceded to Argentina’s
demand that, contrary to past practice, there would be no oversight by the IMF. The
Club of Paris meekly went along.16 On top of this defiance, Argentina nearly three

years ago expropriated the majority interest that Repsol, a large Spanish company,

2 http://www.businessweek.com/news/2013-02-26/argentina-seeks-relief-from-u-dot-s-dot-court-in-
debt-fight and http://www.finalternatives.com/node/22998

1 http://www.foxnews.com/politics/2014/06/17/argentina-president-defies-us-court-orders-on-
repayment-debts/

** http://www.reuters.com/article/2012/03/26/us-usa-argentina-trade-idUSBRE82P0QX20120326

™€ http://online.wsj.com/articles/james-k-glassman-dont-welch-on-me-argentina-1401826 159
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held in the Argentine energy firm YPF.17In February, Argentina agreed to pay
Repsol $5 billion for the seized stock - about half what it was worth

Perhaps worst of all, Argentina remains a member of the most exclusive economic
club in the world, the Group of 20. Founded 15 years ago in response to the Asian
financial crisis, the G20 was meant to consist of 20 large, systemically important
economies. [t was only in 2008, after President George W. Bush called its heads of
government together in the wake of a far more serious crisis that the G20 rose to
prominence, and it adopted the role of relieving that crisis and establishing

standards to promote growth and prevent another catastrophe.

The G20 never had criteria for members. It was merely the G7 (U.S., UK, Germany,
France, Italy, Canada, and Japan) plus the European Union as a separate member,
China, and 11 others, chosen by the original group. For reasons that defy logic,
Argentina was one of those selected. In June 2012, Alex Brill of the American
Enterprise Institute and I published a study that looked at this question: If the G20
members were chosen by objective criteria, what would those metrics be, and which
countries would be chosen? Our study examined such data as GDP, extent of exports,
systemic financial connections, and rule of law.1® For the last set of measurements,
we relied on three of the World Bank's Governance Indicators: “control of

"o

corruption,” “regulatory quality,” and “rule of law.”1?

We concluded that four of the 20 countries did not qualify, but of those four,
Argentina was by far the most glaring case. Among the 20, Argentina ranked last in
size, last in financial interconnectedness with the rest of the world, and fourth from
the bottom in rule of law. Recent rule of law data from the World Bank are worse.

Argentina now ranks below the 20t percentile,?® that is, among the bottom one-fifth

v http://www.reuters.com/article/2014/02/25/us-repsol-argentina-idUSBREA101LJ20140225
' http://www.aei.org/files/2012/06/14/-brill-g20-ntu-paper_095940274931.pdf
* http://info.worldbank.org/governance/wgi/index.aspx#home
20 .
Ibid.



16

of all countries. [n addition, Argentina ranked last among the 20 in compliance with

the priority commitments that members made at the 2010 Seoul Summit.21

Argentina never should have been a member of the G20 in the first place, but the
United States and other G20 have had a golden opportunity to use the threat of
expulsion as a incentive for Argentina to comply with its international
commitments. Sen. Richard Lugar, who has since retired, introduced a resolution in
Congress in 2012 to suspend Argentina’s G20 membership because of its activities

involving default, but no action was taken.22

Now there are signs that the Argentine model of rogue behavior has attracted the
attention of a U.S. territory, Puerto Rico. It is hard to overstate the danger if Puerto
Rico decides to become another Argentina. Not only will the territory’s economy
suffer, but, in the end, not only U.S. investors but also U.S. taxpayers would be left

holding the bag.

The Travails of Puerto Rico

The United States acquired the island of Puerto Rico as a result of the Spanish-
American War of 1898. Its inhabitants, who now number 3.7 million, enjoy many of
the benefits of being full-fledged U.S. citizens, including Social Security and
Medicare. Interest on Puerto Rico’s municipal bonds is exempt from U.S. taxes on a
federal, state, and local basis, and, until lately, there has been a ready market for

buying Puerto Rican debt.

Puerto Rico’s economy is a shambles. [t is now in the eighth year of recession. Its

closely watched Economic Activity Index has plunged from 155 in January 2007 to

2 www.g20.utoronto.ca/compliance/2010seoul-final/index.html

2 “p Resolution Expressing the Sense of Congress That the Republic of Argentina’s Membership in the
G20 Should Be Conditioned on Its Adherence to International Norms of Economic Relations and
Commitment to the Rule of Law,” Senate Resolution 457, 112th Congress, 2d Session, May 10, 2012.
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128 in May 201423 unemployment is 13.1 percent, 2 and the labor-force
participation rate is a mere 41 percent.2s In 2007, nearly 1.3 Puerto Ricans had jobs;
today, fewer than 1 million do. Residents are abandoning the island at a rate of 100

a day.

What makes matters worse is that Puerto Rico has total public sector debt of $73
billion.26 The Wall Street Journal called that figure “gigantic compared with the
roughly $18 billion owed by Detroit when it filed in July [2013] for the largest
municipal bankruptcy in U.S. history.”27 If Puerto Rico were a state, it would rank
behind only California and New York as the third most indebted, “despite a smaller
and poorer population.”28 A study by Nuveen, the bond house, points out that net
tax-supported debt as a percentage of personal income is 88 percent in Puerto Rico,
compared with less than 11 percent in Hawaii, which is the highest among all 50

states.??

Puerto Rico not only has a large debt, it also has payments coming due. For example,
“within the next 30 days,” writes Reid Wilson of the Washington Post, “the Puerto
Rico Electric Power Authority (PREPA) will have to pay back more than $650
million to two big banks.”3¢ PREPA is one of Puerto Rico’s “public corporations,”
government-run companies created seven decades ago. PREPA’s debt load is $9.3
billion,3! and it is only one of many government entities on the island whose debt

service is in jeopardy.

% http://www.gdbpr.com/documents/2014-04MayGDBEconomicActivitylndex.pdf

* http://www.bls.gov/eag/eag.pr.htm

= http://www.economist.com/news/finance-and-economics/21588364-heavily-indebted-island-weighs-
americas-municipal-bond-market-puerto-pobre

* http://www.noticel.com/uploads/gallery/documents/275643203a526da79d9252aedffde414.pdf

7 http://online.wsj.com/news/articles/SB10001424052702304441404579119251798925192

% http://www.economist.com/news/finance-and-economics/21588364-heavily-indebted-island-weighs-
americas-municipal-bond-market-puerto-pobre

= http://www.nuveen.com/Home/Documents/Viewer.aspx?fileld=63250

* http://www.washingtonpost.com/blogs/govbeat/wp/2014/07/24/looming-puerto-rico-debt-deadlines-
have-investors-nervous/

* http://www.noticel.com/uploads/gallery/documents/275643203a526da79d9252aedffde414. pdf
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Heavy debt is a function both of the ease of borrowing and of mismanagement of the
Puerto Rican economy. The best course of action for Puerto Rico would be to reduce
its bloated public sector (which accounts for more than 20 percent of the
workforce3?) and enact the kind of free-market policies and strict rule of law that
have helped other small nations, such as Singapore, to thrive. As Thomas Weyl of
Barclays, one of the best-informed analysts of Puerto Rico, wrote last month:
“Absent economic progress, which is not currently visible, it is only a matter of time

before the debt load becomes unsustainable.”33

Rather than economic progress. Puerto Rico has chosen a course pioneered by
Argentina. On June 25, the administration of Governor Alejandro Garcia Padilla
introduced the Puerto Rico Public Corporations Debt Enforcement and Recovery Act
(Recovery Act), and within just three days it was passed by the Senate and House
and signed into law. The Recovery Act sets a legal framework for restructuring
much of Puerto Rico’s debt. Specifically, it calls for creditors to reach a consensual
agreement among themselves without the courts. “After 50 percent of creditors vote
and 75 percent of those voting (by amount outstanding) agree to a plan, it will then
go before a judge for approval.”3% This alternative effectively strips creditors of
their rights. A group of them representing just three-eighths of the total debt can
determine the grounds for a settlement. If creditors are unable to reach an
agreement themselves, then a court-ordered bankruptcy process kicks in. In short,
the Recovery Act is an after-the-fact measure that gives Puerto Rico's government

inordinate power to decide who gets paid, how much, and when.

The Recovery Act applies only to bonds issued by PREPA as well as Puerto Rico’s
public corporations concerned with highways, sewer and water, and public

buildings. The four bond-issuing authorities have about $25 billion in debt

* http://www.economist.com/news/finance-and-economics/21588364-heavily-indebted-island-weighs-
americas-municipal-bond-market-puerto-pobre

* Thomas Weyl, Sarah Xue, and Ming Zhang, Barclays Municipal Research, “Implications of Puerto Rico’s
Recovery Act,” June 27, 2014,

* Ibid.
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outstanding, according to the latest official quarterly report of Puerto Rico's
finances -- or more than one-third of the total for the territory. These corporations
have consistently run deficits, which have been funded by other Puerto Rican
government entities, such as the Government Development Bank. They are poorly
run, and there is no reason to believe they will suddenly become profitable or
solvent. (A majority of the electric power on the island, for instance, is generated by

PREPA from expensive oil.)

A recent Nuveen report on the Recovery Act was headlined, “Puerto Rico Reaches
the Limit of Its Ability to Pay,”3¢ and there is little doubt that the Act was meant to
set the stage for restructuring a large chunk of the territory’s debt in ways that will
cause pain to creditors. The fact that the majority of debt -- including that of the
Puerto Rico Sales Taxes Financing Corp. (COFINA) and the general obligation bonds
of the Commonwealth of Puerto Rico itself -- were listed as exempt from the
Recovery Act is hardly a reassurance to these other creditors. While this debt
appears to be “roped off,” the level of trust is not high for a government that would
swiftly pass an Argentina-style Recovery Act without consultation with creditors.
The group of exempt bond may simply be the next target of legislation. It is worth

quoting the Nuveen report at length:

While introducing the legislation, Governor Alejandro Garcia Padilla
repeatedly stressed that the Commonwealth of Puerto Rico intends to honor
the obligations of the central government, namely general obligation, sales
tax backed and appropriation debt. We note that Gov. Padilla and his
predecessors previously made similar assertions about all of Puerto Rico’s

obligations, and therefore we take little comfort in such claims today.

By instituting legislation to restructure the debt of the public corporations —
all of which are instrumentalities of the Commonwealth — Puerto Rico is

clearly demonstrating that there is a limit to its willingness to pay its

* http://www.noticel.com/uploads/gallery/documents/275643203a526da79d9252aedffde414. pdf
* http://www.nuveen.com/Home/Documents/Viewer.aspx?fileld=63194
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obligations. The government is effectively saying it is no longer willing to pay
back loans used to build Puerto Rico’s essential transportation, power, and
water and sewer infrastructure, in full or on time. Barring a significant and
lasting reversal in Puerto Rico’s economic trajectory, we believe the
Commonwealth will continue to struggle with budget deficits and may
ultimately enact similar restructuring measures for its general obligation

debt.”

If the Recovery Act was meant to condemn some bonds while assuring the

protection of others, it failed. Within days, the U.S. bond ratings agencies cut the

ratings of PREPA and the other public corporations. Moody's, for example, demoted

PREPA from Baa2 to Caa3, to “speculative of poor standing and...subject to very high

credit risk.”38 That was no surprise. But the credit agencies also downgraded the

bonds that the Recovery Act was supposed to protect. Puerto Rico’s general

obligation bonds, for instance, were slashed by Moody's from B2 to Ba2,3? defined as

“speculative and...subject to substantial credit risk.”

Moody's clearly did not buy the distinction that the Padilla administration was

trying to make. In the report that accompanied the downgrades, the agency stated:

By providing for defaults by certain issuers that the central government has
long supported, Puerto Rico's new law marks the end of the commonwealth's
long history of taking actions needed to support its debt, It signals a depleted
capacity for revenue increases and austerity measures and a new preference
for shifting fiscal pressures to creditors, which, in our view, has implications

for all of Puerto Rico's debt, including that of the central gt:vvemment.ﬁ'(7

Padilla’s response to the Moody's downgrades was to threaten the credit agencies

with lawsuits. “l have instructed the Attorney General to assert the fruth and clear

# |bid.

» http://online.barrons.com/news/articles/SB50001424053111904248904580003610191234810

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_79004
33

* http://online.barrons.com/news/articles/SB50001424053111904248904580003610191234810
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the good name of Puerto Rico,” he said, in a statement similar to those of President
Fernandez of Argentina. “That credit agency, and any other entity acting alike, will

have to answer for this offense.”*1

On June 28, the day the Recovery Act was signed, Oppenheimer and Franklin
Templeton, two asset management firms that own a total of $1.7 billion worth of
Puerto Rican bonds of many varieties, filed a lawsuit in the U.S. District Court of
Puerto Rico, alleging that the Act violates provisions of the U.S. Counstitution. The
argues that the Act deals with bankrupicy matiers but, according to the US.
Constitution, ouly the US. Congress can determine such issues under the
“bankruptcy clause.”*2 BlueMountain Capital Management, a hedge fund that owns
$400 million in debt and is represented by Ted Olson, the former U.S. solicitor

general, has also challenged the Recovery Actin court.®?

Meanwhile, according to a July 17 statement, a group of 18 hedge funds said that it
“stands behind the efforts of the governor and the commonwealth to enact
legislation to substantally eliminate budget deficits and address the financial and
operational difficulties facing certain non-guaranteed public corporations.”** The
hedge funds that back the Recovery Act bought up most of the island’s most recent
general obligation issue, $3.5 billion of debt sold in March. The price of that debt
dropped sharply after the Recovery Act was announced, down 3 points to 855,

compared with 93 when the bonds were released 45

In many ways, the Puerto Rican situation is developing along Argentine lines,
including the high-handed way the government has laid the groundwork for a debt

restructuring, the possibility of a long and bloody legal challenge, and the presence

* http://mobile.bloomberg.com/news/2014-07-02/puerto-rico-s-downgrade-shows-debt-law-can-t-
contain-rot.html

« http://www.noticel.com/uploads/gallery/documents/275643203a526da79d9252aedffde4 14.pdf

s http://www.reuters.com/article/2014/07/23/usa-puertorico-bluemountain-idUSL2NOPY28220140723
* http://mobile.bloomberg.com/news/2014-07-25/hedge-fund-pool-supporting-puerto-rico-legislation-
adds-14-firms.html#disqus-tab

* http://online.barrons.com/news/articles/SB50001424053111904248904580003610191234810
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of so many U.S. hedge funds in the battle. Also reminiscent of Argentina is the Puerto
Rican government’s disregard for the rule of law in dealing with local businesses,

with the effect of discouraging investment on the island.

The most visible case involves Doral Financial Corporation.®® Founded in 1972, it
grew from a small mortgage company to the island’s largest residential lender with
about $8 billien in assets, with 22 branches in Puerto Rico and eight in New York
and Florida. A decade ago, Doral made a substantial overpayment of its taxes, Over
seven years, Puerto Rico's Treasury Department and Doral entered into a series of
agreements about the size of a refund and the timing. Doral stll is owed $230
million, but on May 16, the government suddenly declared its longstanding refund

agreement null and void.

In repudiating its debt to Doral, Puerto Rico is sending the worst possible message
to other businesses. Who would want to invest in a territory whose government
refuses to pay what it owes? "[t is not an option for the government of Puerto Rico
to issue that refund,” said economist Robert Shapire, a former top official in the
Clinton administration. "They are legally, politically, and morally obliged to do so.”
Shapiro added, in a telephone media conference in May: "By refusing to honor its
obligations, the Puerto Rican government joins such deadbeat sovereigns as
Argentina, which will measurably reduce the flow of direct investments to Puerto

Rico."7

The Doral case may also he a factor in a distressing report by Reuters: that Puerto
Rico's tax collections are running 27 percent hehind budget, with nearly all of the

shortfall coming from corporate income taxes.'® What company would want fo

*® http://www.aei.org/article/economics/fiscal-policy/absent-major-changes-puerto-rico-faces-a-fiscal-
calamity/

¥ http://www.aei.org/article/economics/fiscal-policy/absent-major-changes-puerto-rico-faces-a-fiscal-
calamity/

* http://blogs.reuters.com/muniland/2014/05/12/puerto-rico-stumbles-on-tax-collections/
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overpay the government in light of Doral? Better to underpay and have the

government fight for the money.

Recommendations for U.S. Policy Makers

What makes Puerto Rico more ominous for the United States than Argentina is that
our own taxpayers could be left with the obligation. Imagine, for example, what
would happen if the island defaults, PREPA fails, and the lights begin to go out. Nor
can Puerte Rico, because it {s not an independent nation, avail itself of such
institutions as the IMF. As a U.S. territory {called a “commonwealth” in this case],
Puerto Rico’s legal status is ambiguous when if comes to responsibility for debt. But
it is clear that the U.S. cannot simply walk away from Puerto Rico's financial

froubles.

One possibility is a federally appointed {inancial control beard, akin to the one that
ran the affairs of the District of Columbia from 1995 to 2001.%° The board --
established by Congress, with a bill signed by President Clinton - was similar to the
one set up in New York in 1975 and terminated in 1986. The DC board, chaired by
Constance Berry Newman, former director of the US. Office of Personnel
Management, and then hy Alice Rivlin, former vice chair of the Federal Reserve and
divector of the U.S. Office of Management and Budget, had “vast authority over
municipal spending, financial planning, borrowing, hiring and contracts.”® Such a
board would be well advised not only to pare the island’s bureaucracy but also to
rescind the Recovery Act, negotiate with borrowers, and settle differences with Doral
and others with valid claims.

U.S. law does not provide for the bankruptcy of states,5! and Puerto Rico, as a

territory, is closer to a state than to any other U.S. entity. But Chapter 9 bankruptcy,

4 http://www.washingtonpost.com/wp-dyn/content/article/2011/01/30/AR2011013003901.html
* http://www.nytimes.com/1995/04/08/us/congress-creates-board-to-oversee-washington-dc.html
* http://www.nytimes.com/2011/01/21/business/economy/2 Lbankruptey.htm|?pagewanted=all& r=0
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which applies to cities and municipal agencies, could be adapted by Congress to
Puerto Rico and provide a far better basis for an orderly disposition of assets in the

case of default than the island’s home-grown, quickly passed Recovery Act remedy.

Also ominous is that Puerto Rican bonds are widely held by small U.S. investors -
many of whom have no idea they own this risky debt. Because Puerto Rican bonds
are triple tax-free, they leaven many bond funds marketed to residents of specific
states. For example, the top holding of the Oppenbeimer Rochester Maryland
Municipal bond fund is a Puerto Rican COFINA (sales tax] series, which represents a
whaopping 8.7 percent of the fund’s holdings as of the most recent reporting period,
ending May 31. The fund also owns several Puerto Rican public corporation series,
inciuding bonds of PREPA, the Public Buildings Authority and the water and
highways boards. Overall, roughly one-fourth of the assets of this ostensible
Maryiand rouni fund consist of bonds issued by Puerto Rico.52 Similarly, an Arizona
muni fund managed by Oppenheimer has at Jeast 10 percent of its assets, including

its top holding, in Puerto Rican bonds.5?

More careful monitoring of Puerto Rico’s economy and finances may have prevented
the current crisis, but the U.S. government's ambivalent, and often negligent,
attitude toward Argentina exacerbaied that situation and gave Governor Padilla a
profitable model to emulate. The U.S. could at least have threatened o remove
Argentina from the G20 and could have insisted that the Club of Rome show some
backbone. The Secrefary of the Treasury could have used his bully pulpit to
condemn Argentina’s flonting of the U.S. courts and the World Bank. With strong 118,
encouragement, the IMF could have taken serious action against Argentina -
including expulsion -- for falsifying its inflation statistics. Instead, the U5, - and,
worse, nations like France, whose government officlals worried about
expropriations by Argentina of their own industries - responded to the Argentine

challenge with confusion and weakness.

* http://portfolios.morningstar.com/fund/holdings?t=0RMDX&region=usa&culture=en-US
* http://portfolios.morningstar.com/fund/holdings?t=ORAZX
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Arnold Kling and Nick Schulz stress in their 2011 book, lavisible Wealth: Hidden
Story of How Markets Work, that "intangible assets” are vital to the global economy.
The most important of those assets is adherence to the rule of law. lnvestors need
certainty that a nation where they commit their money has a legal system that is
sound, that laws are enforced, and that important standards don’t change in the
dead of night. Absent those assurances, investors will either refuse to invest, or will
demand a high return if they do. The cost of capital for countries that flout the rule
of law will rise, and, as a result, their economies will sputter. “Both policy makers
and the research community agree that governance is the key to entrepreneurial

decisions that underlie growth,” says a World Bank report.>*

The United States has an snormous stake {n countries like Belivia, Ecuador,
Venezuela, and, yes, Argentina, gefting back on the track of strong growth and the
social stability it brings. Policy makers need to condemn corruption, the destruction
of property rights, and failure to abide by the rule of law. But they must also reward
nations that are moving in the right direction. A good example is Mexico, which,
under its new president, Enrigue Pena Nieto, is reforming many sectors of the
economy, including energy, by ending price controls and subsidies and opening
them up to new investment from abroad. Unfortunately, Mexican industries, such as
sugar and steel, are now beset by anti-dumping actions from their U.S. competitors
that violate the spirit of the North American Free Trade Agreement. Our officials

should be promoting free trade with Latin America, not deterring it.

In addition to trade, U.5. policy makers should support innovations to attract foreign
sapital investment, even in countries that otherwise present difficult environments.
An example is Honduras, where last year a constitutional reform allowed the

creation of “semi-autonomous zones with distinct legal, economic, administration,

54

http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0,,contentMDK:22451020~pagePK
164165401~piPK:64165026~theSitePK:469382,00.html
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and political (LEAP) protections for job creators.”®S These zones are modeled on the
successes of Singapore, Dubai, and Hong Kong. The South Korean government has
donated a $4 million feasibility and master plan for a zone near the Gulf of Fonseca,
according to a recent article in National Review by johin Fund, who notes that
“China’s special economic zone of Shenzen started with 30,000 people in the 19905
and now has 11 million who call it home and earn middle-class incomes.” The U.S,

should follow South Korea's lead. Good policies matter.

Mr, Chairman, in a tumultuous world, our government often cannot affect the course
of events, But, when it comes o promoting prosperity and stability in Latin America
by encouraging free-market policies and strict adherence to a just legal system, the
United States should not stand by. We must fake the lead. Qur history and our

destiny demand it.

55 http://www.nationalreview.com/article/383899/honduras-says-yes-leap-zones-john-fund
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Mr. SALMON. Thank you, Mr. Glassman. And now I turn to our
next witness, Mr. Barrett.

STATEMENT OF MR. PAUL M. BARRETT, AUTHOR

Mr. BARRETT. Thank you, Mr. Chairman. Thank you for your in-
terest in my forthcoming book, Law of the Jungle, which describes
the epic legal war over oil pollution in the rain forest in Ecuador.
The events I have reported on for the past 3%z years raise troubling
questions about the rule of law in Ecuador. These events deserve
your attention not only because of the threat they suggest to inves-
tor confidence in that country, but also the dangers they pose to
the health and welfare of Ecuador’s citizens.

Portrayals of this controversy typically resemble a morality play
or a fable: Indigenous tribe members fighting an evil, all powerful
American oil company. A passive Latin American nation exploited
by a mighty, industrial menace. David versus Goliath.

In fact, the story is more complicated, as suggested by two clash-
ing judgments from the Ecuadorian and American court systems.
In February 2011, an Ecuadorian judge in the small city of Lago
Agrio ruled that Chevron Corporation bears responsibility for se-
vere environmental damage dating to the 1970s. The judge imposed
an historic $19 billion verdict against the company. Three years
later, in response to a civil racketeering suit filed by Chevron, a
Federal judge in New York ruled that the Ecuadorian judgment
was a complete fraud: The culmination of an elaborate extortion
scheme orchestrated by an American plaintiffs’ attorney and aided
and abetted by corrupt Ecuadorian lawyers and judicial officials.

To understand the Chevron case, it is best to begin at the begin-
ning. In the 1960s, Ecuador sought outside investment to take ad-
vantage of oil reserves in the Amazon region east of the Andes.
Texaco, later acquired by Chevron, signed a series of agreements
with the Ecuadorian Government resulting in production and ex-
port of oil via a pipeline over the Andes. The oil industry became
the backbone of the Ecuadorian economy, raising the aggregate
standard of living and contributing to improved social conditions as
measured by such markers as decreased infant mortality and in-
creased life expectancy.

Unfortunately, while Ecuador became wealthier overall, economic
inequality worsened. And people living near oil operations suffered
from the side effects of unregulated industrial activity.

Texaco, it should be emphasized, could have done a much better
job of protecting the environment. It dug hundreds of unlined,
open-air waste oil pits. It discharged into rain forest streams and
rivers billions of gallons of tainted water. Texaco considered but re-
jected spending modest sums to reduce ecological harm.

The human toll from Texaco’s pollution was exacerbated, how-
ever, by Ecuadorian Government policies. While some of the rain
forest residents affected by the contamination were members of
tribes indigenous to the region, far more were farmers encouraged
by the Government to move to the oil region under an official policy
known as “colonization.”

Both Ecuador and Texaco profited from oil production. Some 90
percent of the roughly $25 billion produced by oil activities in the
1970s and 1980s remained in Ecuador.
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In the early 1990s, the Ecuadorian Government nationalized its
oil industry and sent Texaco packing. Back in the United States,
Texaco faced an unfriendly “welcome home.” A group of American
plaintiffs’ attorneys filed a class-action suit in New York in 1993,
accusing the company of environmental negligence. The courtroom
war had begun.

In Ecuador, Texaco negotiated a cleanup plan with the govern-
ment under which Texaco assumed responsibility for “remediating”
one third of an agreed-upon list of contaminated sites. Ecuador
took responsibility for the rest and gave the company a formal re-
lease from further liability. Three years later, right around the
time Chevron was acquiring Texaco, the Federal courts in New
York sided with the oil companies and told the plaintiffs, in es-
sence, take your complaints to Ecuador.

Chevron then learned the wisdom of the old adage “be careful
what you wish for.” Sure enough, the lawsuit against Chevron re-
started in the provincial courthouse in Lago Agrio in 2003. Both
sides employed tactics that would not pass muster in the United
States. The plaintiffs’ team, now headed by a brash, New York at-
torney named Steven Donziger, however, thoroughly outflanked
Chevron when it came to unconventional legal tactics. Donziger ca-
joled and bullied Ecuadorian judges in private meetings and com-
munications. He manipulated a supposedly neutral court-appointed
expert, going so far as to arrange for the secret ghostwriting of the
expert’s submissions to the court.

Ultimately, according to the March 4, 2014 opinion of U.S. Dis-
trict Judge Lewis Kaplin, Donziger’s team “wrote the Lago Agrio
court’s judgment themselves and promised $500,000 to the Ecua-
dorian judge to rule in their favor and signed the judgment.”
Donziger received ample cooperation from Ecuadorian judges eager
to sell their influence to the highest bidder. Four out of the six
judges who at one time or another presided over the Lago Agrio
case were removed from office for misconduct during the course of
that case. The course of this lawsuit in Ecuador and the litigation
that underlay the $19 billion verdict which is now being contested,
was shot through with fraud and raised very serious questions
about whether the Ecuadorian courts can handle a case like this
and I would be pleased to answer more specific questions if you
have them.

[The prepared statement of Mr. Barrett follows:]
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Mr. Chairman, Ranking Member, and Members of the Committee:

Thank you for the invitation to testify today. 1 am grateful for the Committee's interest in my
forthcoming book, LAW OF THE JUNGLE, which describes the epic legal war over oil
pollution in the rain forest in Ecuador. The events I've reported on for the past three-and-a-half
years raise troubling questions about the rule of law in Ecuador. These events deserve your
attention not only because of the threat they suggest to investor confidence in that country, but
also the dangers they pose to the health and welfare of Ecuador's citizens.

I'm here today in a personal capacity as an author and journalist. The best way I can be of use, I
believe, is to summarize the story recounted in my book and answer your questions.

E

Portrayals of the environmental controversy in northeastern Ecuador typically resemble a
morality play or fable: Indigenous tribe members fighting an evil, all-powerful American oil
company. A passive Latin American nation exploited by a mighty industrial menace. David
versus Goliath.

In fact, the story is more complicated, as suggested by two clashing judgments from the
Ecuadorian and American court systems. In February 2011, an Ecuadorian trial judge in the
small city of Lago Agrio ruled that Chevron Corporation bears responsibility for severe
environmental damage dating to the 1970s. The judge imposed an historic $19 billion verdict
against the company. Three years later, in response to a civil racketeering suit filed by Chevron,
a federal judge in New York ruled that the Ecuadorian judgment was a complete fraud: the
culmination of an elaborate extortion scheme orchestrated by an American plaintiffs' attorney
and aided and abetted by corrupt Ecuadorian lawyers and judicial officials.

These irreconcilable judgments are now being contested in the courts of the United States,
Canada, Argentina, and Brazil. Chevron, meanwhile, is pursuing an arbitration action against the
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Quito government under the U.S.-Ecuadorian Bilateral Investment Treaty. The arbitration raises
the question of whether it's possible for an American corporation to achieve due process in
Ecuador's courts.

To understand the Chevron case, it's best to begin at the beginning, In the 1960s, Ecuador sought
outside investment to take advantage of oil reserves in the Amazon region east of the Andes.
Texaco (later acquired by Chevron) signed a series of agreements with the Ecuadorian
government resulting in drilling, production, and export of oil via a pipeline built over the Andes
to a port on the Pacific. The oil industry became the backbone of the Ecuadorian economy,
raising the aggregate standard of living and contributing to improved social conditions as
measured by such markers as decreased infant mortality and increased life expectancy.

Unfortunately, while Ecuador became wealthier overall, economic inequality worsened. And
people living near oil operations in the expanding industrial zone in the rain forest suffered from
the side effects of unregulated industrial activity.

Texaco could have done a much better job of protecting the environment. It dug hundreds of
unlined, open-air waste oil pits. It discharged into rain forest streams and rivers billions of
gallons of tainted water generated by oil operations. Texaco considered but rejected spending
modest sums to reduce ecological harm.

The human toll from Texaco's pollution was exacerbated by Ecuadorian government policies.
While some of the rain forest residents affected by the contamination were members of tribes
indigenous to the region, far more were farmers encouraged by the government to move to the
oil region under an official policy known as "colonization."

Both Texaco and the country of Ecuador profited from oil production. In fact, the vast majority
of the proceeds from Texaco's oil activities remained in Ecuador. Many people assume that
multinational petroleum companies make off with the lion's share of revenue generated in places
such as Ecuador. Whatever the pros and cons of hosting foreign oil companies, however,
resource-rich countries typically retain most of the revenue. In Ecuador, some 90 percent of the
roughly $25 billion produced by oil activities in the 1970s and 1980s remained in Ecuador.

In the early 1990s, the Ecuadorian government nationalized its oil industry and sent Texaco
packing. Back in the United States, Texaco faced an unfriendly "welcome home." A group of
American plaintiffs' attorneys filed a class-action suit in federal court in New York in 1993,
accusing the company of environmental negligence and seeking $1 billion on behalf of
Ecuadorian farmers and tribe members. The courtroom war had begun.

Texaco responded in two ways. In New York, it sought to get the class action dismissed by
arguing that the only appropriate place for such a suit was Ecuador, the location of the alleged
wrongful conduct. In Ecuador, the company negotiated a cleanup plan with the government in
Quito under which Texaco assumed responsibility for "remediating” one-third of an agreed-upon
list of contaminated sites; Ecuador took responsibility for the rest. In 1998, the Ecuadorian
government certified Texaco's cleanup as adequate and gave the company a formal release from
further liability. Three years later, right around the time Chevron was acquiring Texaco, the
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federal courts in New York sided with the combining oil companies and told the plaintiffs, in
essence: Take your complaints to Ecuador.

Chevron had based its winning argument for dismissal of the American class action on the
contention that Ecuador's courts were strong, independent, and competent. The company would
soon learn the wisdom of the old adage, "be careful what you wish for."

Chevron believed that the Ecuadorian judicial system wouldn't pose a threat because the
Ecuadorian courts had no mechanism for hosting class action suits. In 1999, however, the same
American plaintiffs' lawyers who were pressing the case in New York consulted with Ecuadorian
legislators on the enactment of a statute that provided for the first time for mass lawsuits in
Ecuador. This statute was applied retroactively to Chevron.

Sure enough, the lawsuit against Chevron restarted in the provincial courthouse in Lago Agrio in
2003. Both sides employed tactics that would not pass muster in the United States. Chevron, for
example, allied itself with the still-influential Ecuadorian military, going so far as to house its
legal team on a military base in a residence the company built and promised to bequeath to the
military upon the conclusion of the litigation.

The plaintiffs' legal team, now headed by a brash New York-based attorney named Steven
Donziger, thoroughly outflanked Chevron when it came to unconventional legal tactics.
Donziger cajoled and bullied Ecuadorian judges in private meetings and communications. He
manipulated a supposedly neutral court-appointed expert, going so far as to arrange for the secret
ghostwriting of the expert's submissions to the court. And he choreographed the illicit payment
of a former judge in Lago Agrio to write pro-plaintiff rulings issued under the name of the
presiding judge.

Ultimately, according to the March 4, 2014 opinion of U.S. District Judge Lewis Kaplan in
Chevron's successful racketeering suit against Donziger, "the plaintiffs' team wrote the Lago
Agrio court's judgment themselves and promised $500,000 to the Ecuadorian judge to rule in
their favor and sign their judgment.”

Donziger received ample cooperation from Ecuadorian judges eager to sell their influence to the
highest bidder. Four out of the six judges who at one time or another presided over the Lago
Agrio case were removed from office for misconduct. When questioned under oath in a U.S.
courtroom, the judge who signed the 2011 opinion justifying the $19 billion verdict against
Chevron seemed entirely unfamiliar with his own purported work. This same judge, who speaks
and reads only Spanish, peppered his ruling with references to American, English, and French
law. Asked about this during sworn testimony, he explained implausibly that his only assistant,
an 18-year-old high school-educated typist, found the citations on the Internet.

"This case," Judge Kaplan wrote. "include[s] things that normally come only out of
Hollywood....If ever there were a case warranting equitable relief with respect to a judgment
procured by fraud, this is it." The equitable relief Judge Kaplan granted took the form of an
injunction forbidding Donziger and his clients from profiting from the fraud perpetrated in the
Ecuadorian courts.
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Donziger has not surrendered. He has appealed Kaplan's ruling to the U.S. Court of Appeals for
the Second Circuit, emphasizing that two levels of appellate courts in Ecuador reviewed the
Lago Agrio verdict and waved off Chevron's allegations of fraud and extortion. In a saga whose
actors seem immune from any sense of irony, Donziger now heralds the Ecuadorian courts as a
bulwark of justice. These are the same Ecuadorian courts that years earlier he claimed could
never give his clients a fair trial.

Donziger and his clients can't enforce the Ecuadorian verdict in that country because Chevron
has no assets to speak of in Ecuador. So the plaintiffs have taken the Ecuadorian verdict to third
countries where the company does have assets--Canada, Argentina, and Brazil--and are seeking
enforcement there. Chevron, in response, will argue to judges in those third countries that the
U.S. ruling that Donziger is a racketeer ought to preclude enforcement anywhere.

After more than two decades of legal wrangling, this litigation has not resulted in the elimination
of any waste oil, the purification of a single Amazon stream, or the construction of a medical
clinic for the poor. To the contrary, the endless Bleak House-style lawyering has provided the
Ecuadorian government with an excuse not to take steps that could help its people. The Quito
government hasn't fulfilled its long-standing contractual promise to clean up the two-thirds of the
former Texaco contamination sites. Since assuming a lead role in the Amazon oil zone, the
national oil company, Petroecuador, has proved itself to be, if anything, an even worse polluter
than Texaco. More than two decades after Petroecuador took over, it's increasingly difficult to
say which oil company contaminated which site. Campaigning against Chevron--and for
enforcement of the dubious Lago Agrio verdict--has become a central theme of the
administration of President Rafael Correa.

The story 1 tell in LAW OF THE JUNGLE has many victims but no heroes. It is a story in
which legal procedures and judicial remedies have not dealt effectively with the harsh side
effects of industrialization of an area such as the Oriente in Ecuador. Rather than serve as a
means for holding corporate power accountable, the rule of law has been undermined.

T'd be pleased to answer your questions. Thank you.
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STATEMENT OF THE HONORABLE JOSE W. FERNANDEZ, PART-
NER, GIBSON, DUNN, & CRUTCHER LLP (FORMER ASSISTANT
SECRETARY, BUREAU OF ECONOMIC, ENERGY AND BUSI-
NESS AFFAIRS, U.S. DEPARTMENT OF STATE)

Mr. FERNANDEZ. Thank you, Mr. Chairman. Thank you for hold-
ing this hearing and this is an issue I commend this subcommittee
for talking about.

I first came across the issue of rule of law in Latin America as
a young lawyer in 1985. I had been named the head of the ABA’s—
American Bar Association—Latin American Law Committee and I
decided to go down to Central America that was undergoing the
civil wars of the 1980s. I remember going to the Supreme Court Li-
brary with the head of the Supreme Court of El Salvador and ask-
ing him where he had his law books. And he looked at me sort of
funny and he showed me the library and it turned out the library
had no new books since 1968. And yet, every day they were decid-
ing cases.

I mentioned this incident not to illustrate the challenges of the
rule of law, that the challenges of the rule of law are something
that is odd. I mention it to illustrate that the challenges of the rule
of law are not new. They are long standing and will take a long
time to fix. And while we can help, these challenges will only be
overcome with domestic support and local buy-in from local govern-
ments, lawyers, private enterprise and civil society. But until they
are addressed, these challenges will continue to hinder all commer-
cial activity in Latin America, be it from domestic investors or for-
eign investors.

To be sure, we have a number of bright spots in the Latin Amer-
ican rule of law firmament according to the World Justice’s Project
Rule of Law Index for 2014 which ranks 99 countries based on indi-
cators such as constraints in governmental powers, absence of cor-
ruption, open government, regulatory enforcement and the like.
You have got countries such as Uruguay, Chile, and sometimes
Costa Rica that actually do quite well in these rankings and some-
times they even outrank the United States. But for the most part,
overall, the region falls to the bottom third in most of the factors
used by the WJP.

And why doesn’t the U.S. investor decide to put his money in a
country? And in 30 years of practice, I have come to the conclusion
that in part, it is about the opportunity, but it is also based on that
investor’s perception of whether the legal system is transparent,
stable, and free from bias and corruption, where the property
rights are enforced and whether fundamental personal rights are
also respected. And in all of these scores, Latin America certainly
is doing better than it did 20, 25 years ago, but it still has a long
way to go.

According to Transparency International, their corruption per-
ception index which ranks the perceived levels of public sector cor-
ruption in the 177 countries around the world, over two thirds of
the nations in the Americas scored less than 50 which indicates a
serious corruption problem. Venezuela, which has been mentioned
here several times, was 160th out of 177 countries in the Trans-
parency International corruption index. And when Transparency
asked people in Latin America whether they thought that high
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ranking government official exposed for taking government money
was likely to be prosecuted or punished, less than 30 percent of
Latin Americans answered yes. That is the lowest percentage of
any region in the world.

Another indicator is Latin America does not do much better. Cen-
tral America, Venezuela, and several other countries rank among
the most dangerous countries in the world and yet the conviction
rates in Latin America are abysmal. In Panama, only 12 percent
of burglars are captured, prosecuted, and punished. And that 12
percent is the highest percentage in all of Latin America. In Ven-
ezuela, that number is 1 percent.

For murder cases, for homicides, Honduras has seen a 250 per-
cent increase in homicides in the last few years. But the impunity
rate in Honduras is 90 percent. Even Mexico, a study last year
showed that 80 percent of homicides go unpunished without convic-
tion or even trial.

I experienced the consequences of a failing rule of law system
when I led the team that negotiated the Partnership for Growth
agreement between El Salvador and the U.S. last year. And one of
the things that I learned there is that when you talk to businesses
who were not investing in El Salvador and asked them why, they
said it is crime and it is insecurity. You even had circumstances
where employers agreed with employees that they would pay them
on random weeks. They would pay them on one week and then
they wouldn’t pay them for another month. Then they would pay
them the next day. And why was that? Because if they paid them
on a regular schedule, those employees would be robbed and as-
saulted in their buses on the way home. Just imagine investing in
that kind of a scenario.

But there are a number of ways that the U.S. can help here and
I would like to be able to talk about that during the discussion. Ob-
viously, the MCC is helping. Obviously, programs such as USAID’s
programs to support the administration of justice in Latin America.
It seems to me that as we negotiate free trade agreements, bilat-
eral investment treaties and the like, we ought to make sure that
investor-state arbitration provisions are included and we ought to
be negotiating even more free trade agreements with our partners
in Latin America.

At the end of the day, the U.S. is blessed with a legal system
that is admired throughout the world and we can help Latin Amer-
ica improve its rule of law system, not really by grafting our tradi-
tions on to these other countries, but by partnering with them as
they seek our support to improve their judicial and enforcement in-
stitutions. Thank you.

[The prepared statement of Mr. Fernandez follows:]
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Chairman Salmon, Ranking Member Sires, and members of the Subcommittee on the Western
Hemisphere, I am honored to have the opportunity to appear before you today to share my views
about the rule of law in Latin America as it affects foreign investment. I commend the
Committee for holding this important hearing.

I first traveled to Central America in 1985 as a young law firm associate. 1 had just been named
Chair of the American Bar Association’s Latin American Law Committee largely, I am
convinced, because Latin America was going through the “lost decade” and no one else wanted
the job. T was then asked to spearhead the ABA’s efforts to improve the rule of law in Central
America.

What | leamed on that first trip has stayed with me forever. On the first day of my visit, my
meeting with the US Ambassador to Guatemala was cut short when the Ambassador’s secretary
slipped him a note. The top labor leader in the country had just been given two hours to leave
the country -- or else -- by unidentified gunmen, had no place to hide, and needed American help
to flee the country. Apparently that was not unusual during labor negotiations in those days. On
the next leg of the trip, in Panama, the administration of General Noriega looked askance at an
American organization’s efforts to improve the country’s judiciary.

But nothing prepared me for what | saw in El Salvador. Never mind that in the midst of a bloody
civil war my meetings at the Salvadoran Supreme Court were constantly interrupted by the
staccato of gunfire nearby. When the Chief Justice of the Supreme Court -- who would be
assassinated by a car bomb two years later -- showed me the library, I noticed that there were no
law books beyond 1968. “Where are the statutes and cases for the last 20 years?” | asked. “We
have only a couple of books since 19687, he shrugged. “We just don’t have the money.” That’s
when I decided that, if we wanted to help Central America escape its cycle of violence and
poverty by encouraging commercial development, one of our first projects would be drafting a
commercial arbitration code. In this part of Latin America, no sane businessman would trust his
investment to the local judiciary.

I mention this incident to illustrate that the challenges to the rule of law are not new. They are
long-standing, will take a long time to fix, and -- while we can help -- will only be overcome
with domestic support and buy-in from local governments, lawyers, private enterprise and civil
society. And until addressed, these challenges will continue to hinder all commercial activity, be
it foreign or domestic.

To be sure, there are some bright spots in the Latin America rule of law firmament. According
to the World Justice Project’s Rule of Law Index (WIP) for 2014, which ranks 99 countries
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based on indicators such as constraints on governmental powers, absence of corruption, open
government, regulatory enforcement, and civil and criminal justice, countries such as Uruguay
and Chile place high, sometimes higher than the United States in several criteria. But overall the
region falls to the bottom third in most of the factors used by the WIP. So today the vast
majority of foreign investors going into Latin America still prefer arbitration, as opposed to the
local courts, as a means to resolve their disputes.

But as I learned in thirty years of representing investors in Latin America, arbitration is not a
panacea. The problem is broader. Not everyone can arbitrate, and even when you can at some
point in the arbitration you may need to resort to the local courts. Plus local investors, especially
small businesses, are not always familiar with arbitration. More importantly, a decision to
invest is not merely based on the availability of arbitration. 1t is based on an investor’s
perception of whether the legal system is transparent, stable and free from bias and corruption,
whether property rights are enforced, and whether fundamental personal rights are respected. As
the WIP points out:

Imagine an investor seeking to commit resources abroad. She
would probably think twice before investing in a country where
corruption is rampant, property rights are ill-defined, and
ineffective means to settle disputes undermine legitimate business
and drive away both domestic and foreign investment.

On all of these scores, Latin America certainly fares better than it did three decades ago, but it
still has a way to go.

According to Transparency International’s Corruption Perception Index, which ranks the
perceived levels of public sector corruption in 177 countries and territories around the world,
over two-thirds of the nations in the Americas scored less than 50, indicating a serious corruption
problem even after including Canada which scored 81 and the U.S. with a score of 73.
Venezuela was 160™ out of 177. When asked by respondents whether a high ranking
government official exposed for taking government money was likely to be prosecuted or
punished, less than 30% of Latin Americans answer yes, dead last among all regions of the
world.

In other indicators Latin America does not fare much better. Central America and Venezuela
rank among the most dangerous countries in the world, and the population’s perception of safety
-- when asked if they feel safe or very safe when walking around their neighborhood at night -- is
less than 40%, again the lowest of any region. No wonder: the conviction rates in Latin America
are abysmal. In Panama, only 12% of burglars are captured prosecuted and punished. And 12%
is the highest in Latin America: in Venezuela the number is 1%. As for murder cases, Honduras
has seen a 250% increase in homicides in the last few years, but the impunity rate is over 90%.
Even in Mexico, according to one study from last year 80% of homicides go unpunished without
conviction or even trial.

I could go on, but you get the picture. In other traditional indicators of the rule of law, such as
ensuring compliance with regulations, and the effectiveness of judicial oversight, there is still
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much room for improvement in Latin America, despite the undeniable advances we have seen in
places such as Brazil, Mexico and Colombia.

Both in private practice and in government, I have witnessed how weaknesses in the rule of law
can impact investment, in addition to wreaking unspeakable human tragedy. El Salvador has had
the lowest rate of foreign investment in Central America for several years, and when we asked
business -- both local and foreign -- why, the reason given almost always was insecurity. Crime
affected all levels of Salvadoran commercial life, to the point that paydays were random because
if the gangs knew when employees received their salaries they could plan when to assault the
buses taking the workers home. As a result, in El Salvador some workers actually do not know if
they will be paid today, this week, or next. Imagine trying to motivate your workforce under
those conditions. That’s why when we looked for ways to stimulate the Salvadoran economy as
part of the Partnership for Growth (PFG) -- our cooperation agreement with the Government of
El Salvador that 1 was fortunate to help negotiate -- the first item we looked to improve was the
rule of law. Today much of the emphasis of the PFG in El Salvador is on strengthening justice
sector institutions, improving criminal procedures and strengthening the civil service, including
the courts.

The PFG was just one of the ways that the Obama Administration tried to help willing Latin
American governments improve the rule of law during my time in Washington. Other parts of
the U.S. government also worked to do the same. One of the principal requirements for
Millennium Challenge Corporation grants, for example, is that countries commit to minimum
rule of law standards. USAID has also supported legal reforms programs throughout the
hemisphere for many years, including most recently in Mexico, Colombia and Central America.

At the end of the 1980’s, as the Central American conflicts subsided, our funding at the ABA
was cut just as we finished putting together draft labor and commercial arbitration laws for the
region. But our efforts were not for naught. Recently, my old colleagues at the ABA, now
called the Rule of Law Initiative (“ROLI”), have held several workshops in Mexico in the new
“accusatorial” style justice system, modeled in part after the American system, which will be
implemented throughout Mexico by 2016, They have also hosted workshops on criminal
investigation and crime scene processing in Central America. 1 am proud of the work of the
ABA for the last three decades, and hope that this time the funding will continue. 1t may not be
flashy, headline-grabbing work, but it remains essential if we are to support our Latin American
partners as they seek to improve the rule of law.

But the U.S.’s efforts to help Latin American countries improve the rule of law should not be
confined to technical assistance workshops. The new Model BIT that was finalized in 2011
imposes high level environmental and labor standards on all parties, and requires that the host
country generally accord foreign investors the same treatment received by locals. It also
includes procedures for investor-State arbitration, a key request from our business community.
Washington should continue to press our Latin American neighbors that today are not party to a
regional or bilateral trade agreement with the United States -- such as NAFTA, CAFTA-DR and
various FTAS and BITs -- to negotiate and sign on to a BIT with the U.S. We should not be
deterred in these efforts by Ecuador’s and Bolivia’s disappointing decisions to terminate our

Wl
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bilateral investment treaties. And when the Trans Pacific Partnership Agreement is finalized, the
U.S. should move quickly to bring other like-minded Latin American nations into this trade pact.

At the end of the day, however, the rule of law in Latin America can only be advanced by the
Latin Americans themselves. To do so, in addition to dealing with the deficiencies already
mentioned, they will have to devote more resources to their judiciary, to their law enforcement
capabilities and to providing more economic opportunities for their youth. This will require
funding, but -- as I recently argued in the Council of the Americas’ Americas Quarterfy -- today
many Latin American nations, especially in the Caribbean and Central America, face
unsustainable debt levels and cannot devote more to improving the rule of law. Poor tax
administration hampers efforts to finance public investment. While at the State Department, we
began a pilot project called “Domestic Finance for Development”, or “DF4D”, to improve public
revenue administration in three Latin American countries. The premise of the project was that
the elites and the new middle classes will not pay taxes, and informality will persist, unless
taxpayers are convinced that their funds will not be siphoned off to offshore bank accounts and
will instead be used, transparently, for agreed public purposes such as improving the rule of law.
Whether through DF4D or another mechanism, many Latin American governments will need to
allocate more resources to their judicial and law enforcement agencies.

Blessed with a legal system that is admired throughout the hemisphere, the United States can
help Latin America improve its rule of law system, not by grafting our legal traditions on to other
countries, but by partnering with nations that seek our support to improve their judicial and law
enforcement institutions. Doing so will mean not only fairer, more open and more stable
neighbors, but also countries that are more attractive to both domestic and foreign investment.

[ welcome this Committee’s attention to these issues and look forward to your comments and
questions.

Thank you.



39

Mr. SALMON. Thank you, Mr. Fernandez. That concludes the
opening statements and I would like to yield myself 5 minutes to
ask questions and then I will yield to the ranking member.

Ambassador Glassman, to what extent does the diminished U.S.
diplomatic presences in Bolivia and Ecuador hinder the U.S.’s abil-
ity to support U.S. companies and investors in those countries?
And what resources or recourse does U.S. investors have if they en-
counter difficulties with governments such as Bolivia that have re-
voked bilateral investment treaties and eschewed participation in
international dispute resolution mechanisms?

Ambassador GLASSMAN. Well, the quick answer to that is very
little. It is a major problem, not just for American investors, but
I would say for those countries themselves because they are the
ones who are being denied the kind of prosperity that they should
have through a sound rule of law. But I do think that in many
ways, the U.S. should become much more concerned and engaged
in Latin America countries, both those that are not abiding by the
rule of law and those that are who really need encouragement. I
am sad to say that I don’t think we have been doing that.

Mr. SALMON. I would agree with you. I guess on another front
Ecuador has shown little regard for property rights, particularly in-
tellectual property rights. In fact, this year, USTR again placed Ec-
uador on the specialty 301 Watch List due to failure to adequately
protect U.S. intellectual property. And these anti-innovation poli-
cies, they do harm the U.S., but they also harm Ecuador which is
locking her people out of today’s knowledge-intensive economy.

What tools do we have in our arsenal to encourage Ecuador to
adequately respect property rights, both tangible and intangible?

Ambassador GLASSMAN. I really think that one of the major tools
that we have is the bully pulpit. The State Department does issue
a report every year that covers the economic climate in countries
like Ecuador. My written statement does refer to that. I just want
to quote one sentence from it. This is about Ecuador:

“Frequent changes in Ecuador’s tax code make business
planning difficult, in general, the legal complexity result-
ing from the inconsistent application and interpretation of
existing laws complicates enforcement of contracts and in-
creases the risks and cost of doing business in Ecuador.”

We have the means through what the Secretary of State says,
what the President might say to affect the policies of Ecuador. And
I think that we should be talking about it.

Mr. SALMON. Mr. Fernandez, to what extent is corruption an im-
pediment to a healthy investment climate? And do you know to
what extent does the United States support anti-corruption initia-
tives in Latin America? Which countries have improved their anti-
corruption capabilities as a result of such assistance?

Mr. FERNANDEZ. Corruption is an issue in Latin America in a
number of countries and it is an issue for U.S. investors in large
part because we are constrained, they are constrained by the For-
eign Corrupt Practices Act. And that is something that will have
repercussions back at home.

I have found that it differs depending on the country. You look
at countries such as Chile, as Uruguay, or you and I would go into
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court there and feel that we can get a good hearing. In other coun-
tries, it is a problem and it is many, many countries where what
we have tried to do in government was to support transparency ef-
forts, to work with the American Bar Association, to work with oth-
ers to support anti-corruption measures.

Ultimately though, we have got to be able to get the support of
the local population because they are the ones that ultimately are
hurt by corruption. Corruption hurts for the most part poor people,
people who can’t pay. And I think that is part of what we need to
do more of over the years.

Mr. SALMON. Well, Peru is maybe a more positive example, they
are experiencing growth somewhere between 4 and 5 percent and
they will be probably for the next 4 or 5 years. What are they doing
different compared to its counterparts such as Venezuela and other
countries to create jobs and effect domestic investment?

Mr. FERNANDEZ. Mr. Chairman, I actually represented Peru
when they privatized their phone company 20 years ago and I
would like to take credit for a little bit of their growth. One of the
things that they did is they did away with a lot of the government
bureaucracy. It became a lot easier to get permits in Peru in order
to do business. The more red tape that you have in these countries,
the easier it is for somebody to get paid. So that is something that
they did. They also provided a number of guarantees for investors
and they also made very specific statements that they were going
to welcome foreign investment. That, I should say, in many cases
has not made the ruling Presidents quite popular. They have had
to buck a lot of political pressure. But overall, if you look at the
macro growth in Peru, a lot of it is due to the fact that they made
it very clear for the last couple of decades since they did away with
the shining path, that they are going to support foreign invest-
ments and that they are going to do anything that they can in
order to attract and keep the foreign investor.

Mr. SALMON. Thank you. My time has expired. Mr. Meeks?

Mr. MEEKS. Thank you, Mr. Chairman. And I have to first want
to associate myself with Mr. Connolly in regards to the opening re-
marks. I couldn’t disagree with you more in reference to your open-
ing statement. I just wanted that to be clear for the record because
I think it is important as we discuss the prosperity, building pros-
perity in Latin America that oftentimes I don’t like to get into even
if some sides do it, they say two wrongs don’t make a right,
etcetera. I get upset if somebody is name calling the United States.
I don’t think we should go back and name calling them and back
and forth with Presidents, particularly when I have had the oppor-
tunity to travel to certain places.

And when I look at say the President of Bolivia, for example,
who is the first indigenous President in the country’s history and
how proud those individuals are of their President, I don’t think
that—I know even when we don’t like our President, whoever that
President is, to be name called by anyone else and I don’t think
that we should do it with them.

When I think about some of the countries that we are talking
about and I really appreciate the testimony of all of the witnesses
here, I think they were extremely important, but when I think
about governance and access to government to a large part until
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recently many of the people that were impoverished and indigenous
and others had no access to government at all. I mean that’s why
some people who are elected is because of the fact that poorest of
the poor in these communities didn’t, couldn’t access government
and didn’t vote in elections.

It reminded me as we celebrate the 50th anniversary of the Vot-
ing Rights bill here in the United States of America. Just 50 years
ago, a lot of folks could not vote in the United States of America.
We have come a long way and sometimes it is difficult to expect
somebody else to make the same kind of progress that we made in
almost 240 years, we are asking them to make in a smaller period
of time. But when I look at it, the American economic ties to Latin
America continues to deepen in many places like Chile, Peru, and
Mexico’s participation in TPP negotiations represents a great step
forward in multi-lateral collaboration on trade and despite actually
sometimes what we hear, Bolivia, believe it or not for some has
nearly tripled its per capita income since the early 2000s and at-
tracted a record $2 billion in foreign direct investment last year.
So clearly Bolivia is open for business. Ecuador has taken steps to
foster small business development and to improve market access.
And its economy has averaged more than 5 percent growth annu-
ally since 2010. It is obvious that Americans are doing business
there and still investing in Latin America even where there are
challenges because I am not saying that there are not challenges.
There are very big challenges that we still have got to confront.
And I think that you have indicated what some of those challenges
are in your testimony.

But my thing is just imagine how many more opportunities there
would be if we could tackle some of the toughest challenges facing
American businessmen and women. I believe as you have indicated,
we have to have strong rule of law, respect for intellectual property
rights, and a fair and independent judiciary are absolutely essen-
tial for fostering an environment conducive to doing business. In
fact, it is one of the main reasons why I support free trade agree-
ments because I believe that we can lift up the standards, but not
bring down the standards as some say. So we need to lift up the
standards. That is why I also support trade capacity building.
When I voted for CAFTA, one of the few Democrats that did so. I
thought trade capacity building was absolutely essential if we were
going to pass that bill so that they would have the capacity to grow
and trade and improve their institutions. That is tremendous. So
I believe the free movement of goods and services is at the heart
of all stable democracies, as long as everybody has the chance to
participate.

I am a strong supporter of Colombia. Yet, I had some Colombians
that came in that were from the Pacific Coast who wanted to make
sure that they were included in the trade agreement because we
could have disparity if they are not and if they don’t develop that
capacity.

So my question after going through my little statements there is
this. I will ask Mr. Fernandez because the other thing is I do be-
lieve in doing things multilaterally and I want to talk about how
we can help. Does the Inter-American Development Bank or any
other regional multilateral institutions have any programs in place
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to improve the climate for investment in Latin America and Carib-
bean countries which we see that there is some problems? Is there
anything that you know of that nature?

Mr. FERNANDEZ. Well, my information is a little bit dated now,
I have been out of government for a few months, but USAID has
very strong programs in Latin America to improve the rule of law.
They fund organizations such as the American Bar Association,
MCC, the IDB as well. I think you have a number of programs and
you have a number of organizations in the U.S. that help. I think
we need to support them. One of the problems that we found when
I ran the ABA’s rule of law initiative for Latin America is that
sometimes the programs were cut. And I remember writing and
drafting an arbitration, commercial arbitration law for Central
America in order to make sure that U.S. investors didn’t have to
go to the Salvadoran Supreme Court in order to get their disputes
heard. And just as we were done our funding was cut simply be-
cause of the civil strike in Central America stopped and therefore
the interest stopped.

I think we need to realize that in places like Venezuela corrup-
tion was there before the current administration. These things
have been going on for a long, long time. And I think, not to by
the way in any case minimize what is going on there, which is a
tragedy both human and otherwise, but I think it is going to take
us a while. I think we have to make sure that we support them
and that we are steadfast be it a Republican administration or a
Democratic administration. Thank you.

Mr. MEEKS. Thank you. Mr. Glassman, do you want to add any-
thing?

Ambassador GLASSMAN. First of all, I would just like to say that
I have been an admirer of your support for free trade for a long
time. And I think that ultimately is one of the most important
ways that we can help in the United States. So I certainly hope
that TPP does go through.

I would just say that as far as Bolivia and Ecuador are con-
cerned, Bolivia ranks 158th on the Economic Freedom Index and
Ecuador is 159th. They have a long way to go. In general though,
I would associate myself with your comments about the progress
that Latin America has made and from a very, very difficult past.
But there is, I think, wide disparities as I said in my testimony be-
tween some countries and other countries and it is not ideological.

I mean Peru is actually a good example of a country which you
might say has a kind of a left of center government where it is very
clear that the administration understands that in order to attract
the kind of business that will lift everybody up, it needs to be much
more friendly to business and abide much more by the rule of law.

Mr. MEEKS. Thank you.

Mr. SALMON. Thank you. The Chair recognizes Mr. Duncan.

Mr. DuNcaN. Thank you, Mr. Chairman. It is difficult for a na-
tion which is in debt to the tune of almost $18 trillion to discuss
or preach to other nations about their looming debt crises, but hav-
ing said that let me just say that I am deeply concerned about the
direction of Argentina and its ability to influence other Latin Amer-
ican countries in following its poor example.
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I agree with you, Mr. Chairman, that we should be doing all that
we can to laud the positive examples of countries such as Mexico,
Chile, Colombia, Uruguay, Peru, Barbados, St. Lucia, Costa Rica,
because they have all shown great promise in taking actions that
value economic freedom and growth.

I think we do, however, have a responsibility to discuss the rule
of law. In fact, the U.S. bond holders who might face significant
risk and U.S. taxpayers who in the case of Puerto Rico might be
on the hook should there be some sort bail out there. I am con-
cerned when government tears up an agreement as we saw with
Doral and thus weakens the rule of law.

So I would like to address a few questions to Ambassador Glass-
man first. Do you believe Puerto Rico is at risk of defaulting on its
debt?

Ambassador GLASSMAN. I do. And probably more important so do
very, very close observers of Puerto Rico at places like Nuveen and
other bond houses that really watch these things. Barclays. Thom-
as Weyl at Barclays is probably the most closest observer of what
is going on in Puerto Rico among finance people, says that Puerto
Rico is very close certainly.

Mr. DUNCAN. Just as a side note, Morningstar reported that 67
percent of all United States municipal bond funds have exposure
to Puerto Rico, general obligation to that agency debt. Because
Puerto Rico is a U.S. territory rather than an independent nation,
would you say, Ambassador, that U.S. taxpayers are responsible for
bailing out Puerto Rico if it defaults on its debts?

Ambassador GLASSMAN. I don’t know the answer to that ques-
tion, but my guess is that if worse comes to worse that we will be
on the hook. And I think that the U.S. Congress should be ex-
tremely vigilant about what is happening in Puerto Rico right now.
So it may turn out that we have no legal obligation, but I kind of
doubt that. And we need to watch it.

Just your reference to bond mutual funds, in my written testi-
mony I talk about the fact that many state bond municipal funds,
mutual funds have very heavy reliance on Puerto Rican bonds and
that will come as a shock I think to many small investors. For ex-
ample, I point out that in its most recent report, Oppenheimer
Rochester Maryland Municipal Bond Fund owns about 25 per-
cent—has about 25 percent of its assets in Puerto Rican bonds be-
cause they are triple tax free.

One of the problems that has developed in Puerto Rico is that
borrowing has been quite easy because its bonds are so attractive.
They are triple tax free. It doesn’t matter what state you live in,
the interest is exempt from federal, state, and local tax.

Mr. DUNCAN. And I would say that there is probably a lot of pen-
sion funds which are struggling financially anyway that are heavily
invested. Let me shift gears because I read an article in the Wash-
ington Post by Mike Debonis back in January 2011 he was talking
about the Financial Control Board here in DC. So in your testi-
mony, you mention the U.S. could consider a federally appointed
Financial Control Board to help manage Puerto Rico’s financial sit-
uation. What would that look like and what would be the impact
of such an entity? And do you think that is the right idea?
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Ambassador GLASSMAN. I think it is a good idea. I don’t know
whether we are there yet, but I think it is time to start looking at
it and the Financial Control Boards both in New York and Wash-
ington, DC, were very effective. So the Washington Control Board
went into effect in 1995 and was disbanded in 2001. It had very
broad powers, including the powers to approve any bond issues,
hiring, firing. It had a distinguished board that included Alice
Rivlin, the former Vice Chair of the Fed. And it worked very effec-
tively, so I think that U.S. Congress should take a look at the pos-
sibility right now of a Financial Control Board.

I am not saying it should be instituted now, but I think prepara-
tions ought to be made. We are talking about $73 billion in debt.
That is a lot of debt for a U.S. territory with a population of 3.7
million. And with some very poor institutions like the Puerto Rican
Electric Power Authority. A majority of its generating capacity
comes from oil which is very expensive and needs much more cap-
ital investment to get to natural gas and some of the other better
fuels. So I do think now is the time to start looking at it, that is
for sure.

Mr. DUNCAN. My time is about up, but with no more participa-
tion, let me just ask you does Puerto Rico have a balanced budget
amendment?

Ambassador GLASSMAN. I don’t know the answer to that. The
last time I looked there was

Mr. DUNCAN. Is there a requirement in their constitution?

Ambassador GLASSMAN. I don’t know the answer to that.

Mr. DUNCAN. They should and we should, Ambassador. And that
is the point I wanted to make.

Ambassador GLASSMAN. Right. Thank you.

b 1\/{{1‘. DuncaN. They should and we should. Thank you. I yield
ack.

Mr. SALMON. Thank you, Mr. Duffy. Oh, he is gone. Mr.
DeSantis.

Mr. DESANTIS. Thank you, Mr. Chairman. Thanks to the wit-
nesses.

Mr. Glassman, I just wanted to touch on a couple of things do-
mestically because I have really respected your writing and I think
you have always been a supporter of pro-growth policies here. And
specifically with the rule of law, I know that you had written about
the problems with the Chrysler and GM bankruptcies at the onset
of this administration. I look back at that from the beginning to
even use TARP funds which was first done by Bush, then by
Obama. The law did not provide for that. And then, of course, the
problems with the actual bankruptcy where the creditors were ba-
sically pushed out in favor of the unions. So I guess my question
is, is that whole enterprise, do you think that that has left some
lasting damage?

Ambassador GLASSMAN. I do. I think that the treatment of the
bond holders of GM and Chrysler who were, as you say, shunted
aside for what I would say were political reasons or certainly were
not treated the way they should have been treated, has left some
lasting damage.

This is a hearing about rule of law and the United States, as sev-
eral members have already said, it has not been perfect. One of the
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things that disregard for the rule of law does is it raises the cost
of capital for corporations, for governments and I think that the be-
havior of the government during that period I think was damaging
going forward, yes.

Mr. DESANTIS. And I am concerned, too, if you look at how the
healthcare has worked. There was a problem when the law kicked
in last year. People started getting their plans canceled. We did
some in the House. They didn’t want it reopened in the Senate, so
the administration said okay well, just keep your plan. So now I
have constituents who will call me and say look, my plan was can-
celed. They said I could keep it, can I keep it next year? I am like
well, the law of the books says it is illegal, but they say they are
not going to enforce it and so you end up in the situation, I have
businesses saying okay, is this employer mandate going to apply?
Now they say if I have 87 employees I am in a different zone even
though the statute doesn’t say anything. And of course, our Over-
sight Committee just put out a report where the administration
and the insurance companies are going back and forth and they are
trying to kind of figure out ooh, maybe we can take this money for
the reinsurance and risk corridors and all that.

So I guess what I am seeing is kind of the administration arm
of government working with really big institutions in the private
sector divising rules as they go along. I don’t think that is condu-
cive to a really solid pro-growth future here. What are your
thoughts on that? Am I right to be concerned?

Ambassador GLASSMAN. I do think you are right to be concerned.
I just read that quote from the State Department about Ecuador
which talked about how they keep changing their tax laws, keep
changing all sorts of laws. And that has discouraged investment.
There is no doubt what investors want is stability, confidence in
the rule of law and the United States stands pretty high up on the
charts, but we are far from being perfect. And when we neglect the
rule of law, when we neglect consistency, it hurts prosperity ulti-
mately.

Mr. DESANTIS. Without question. I think Lincoln’s first big
speech was 1838 and he said, “Founding Fathers have passed and
the memory of the Revolution is gone.” The rule of law, we all have
to rally around that and really respect our institutions and respect
W}cllat that does for our freedoms. I think what he said then is true
today.

Let me ask you about, now getting back to the rule of law in
Latin America. The courts, how would you rate the courts in places
like Bolivia, Ecuador, and Argentina? It seems like what I read is
they are generally very negative, particularly with corruption, so if
tﬁe witnesses would like to express their views, I would appreciate
that.

Mr. FERNANDEZ. They vary. I have been involved in a number of
countries where it has been fine for my clients to go to the courts
in those jurisdictions, as I mentioned, Chile, Uruguay. For the most
part though I think you have a much more slower court system in
Latin America, much more paper intensive. The quality of the
judges differs. For the most part, I think foreign investors in these
countries would prefer to go into international arbitration. And
that is why if you look at the trade agreements that are out there,
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the Trans-Pacific Partnership, Bilateral Investment Treaty models,
in all of them we have put in international arbitration investor
state arbitration. Those are the kinds of cases that will give our in-
vestors the assurances that their rights will be enforced. And it
seems to me we ought to make sure that those are included in the
final version of anything that we sign.

Ambassador GLASSMAN. Can I just add to that? You know, we
were talking earlier about the Argentina case which may be re-
solved one way or another today and in order to sell those bonds
that it later defaulted on, in the 1990s, Argentina had to agree that
any case involving the bonds would be adjudicated in New York
Courts. That is the only way that American investors could rely on
Argentina. And I think that says a lot, as does the fact that inter-
national arbitration is a part of these treaties.

Mr. BARRETT. The Ecuadorian court system did not cover itself
in glory during the long pendency of the Chevron case. The record
shows clearly without any ambiguity that the judges involved in
that case basically made themselves available to sell their influence
to the highest bidder. This was explicit. They were going from one
party to the other party saying how much would you pay me, how
much would you pay me?

The judge who ultimately signed his name to the $19 billion ver-
dict against Chevron, when called to testify under oath in Federal
Court in New York, and I was in the courtroom for his entire testi-
mony, seemed entirely unfamiliar with his own work. He said that
he spoke and read only Spanish and when asked how then was the
case that he had made rather erudite references to American law,
French law, UK law, Australian law, he explained those were the
product of the research of one person, his 18-year-old typist who
had found these references in internet research.

Now having listened to all of this and being in a position of au-
thority, Judge Kaplan concluded that this judge really had almost
nothing to do with this 188-page ruling that has had so much im-
pact and then, in fact, other people wrote it and he was interested
in being paid a bribe for it. So sadly, in one of the biggest commer-
cial cases ever in the country, the situation was just shot through
with fraud in Ecuador.

Mr. DESANTIS. Great. I really appreciate the testimony. I yield
back.

Mr. SALMON. I think we are going to have another round of ques-
tions. We have got some more time. Can you stay just for a few
other questions?

Mr. Barrett, your experience with Ecuador was pretty extensive,
given the Chevron case and your reference to the lack of real integ-
rity for the judicial system there in Ecuador is frightening. If you
were general counsel for any large company in the United States,
and they were considering opening up shop in Ecuador, what ad-
vice would you give them right now?

Mr. BARRETT. You are asking me to practice law without a li-
cense?

Mr. SALMON. Okay, let us say you weren’t general counsel. Let
us say you are CFO. Now I am asking you to practice

Mr. BARRETT. It is getting worse and worse and more dangerous.




47

Mr. SALMON. Either way. I mean given your experience don’t you
think it is going to have a chilling effect on future investment?

Mr. BARRETT. Rather than putting myself in that position, let us
just make the observation that the oil industry remains the back-
bone of the Ecuadorian economy. At one time, the U.S. oil industry
was core to operating that. The U.S. oil industry saved the oil serv-
ices companies which are still there is now completely gone and in
fact, the Chinese dominate the oil fields in Ecuador which I think
is troubling from the point of view of political influence in Ecuador.
Ecuador is very much in hock to China. And if one is concerned pri-
marily about environmental issues, I think you would be concerned
about the Chinese operating the oil fields as opposed to American
companies today.

So I think in that industry in any event, the petroleum industry,
U.S. companies have voted with their feet and have left the coun-
try. So that would be one precedent I would look at.

Mr. SALMON. Absolutely. Ambassador Glassman, you mentioned,
I can’t remember whether it was in the body of your initial testi-
mony or in response to a question, but that the United States can
and should exert the bully pulpit to try to lead some of these other
countries. Do you think that currently our Government is doing ev-
erything that it can to try to lead these countries in the right direc-
tion? And if not, what more should be done?

Ambassador GLASSMAN. No, I don’t think it is. And I think that
in my testimony I talk about, my written testimony, I talk about
the Argentina case which has now gone on for 13 years. And the
United States did some things that were good, absolutely, where
for example, it refused to vote yes on credits to Argentina from the
Inter-American Development Bank. But there was a lot more it
could have done. And one example of that is the G20. So Argentina
is a member of the Group of 20 which in itself is fantastic. Well,
it was very surprising, let us put it that way.

So about 2 years ago, I did a study with Alex Brill of the Amer-
ican Enterprise Institute and looked at the question who should be
a member of the G20? If you had objective criteria, what would
they be? And who would qualify and who would not? And without
going into all the details, Argentina ranked last among the current
members of the G20 and there were about 20 countries that should
have been on the list instead.

Well, the United States could easily have put pressure on Argen-
tina through the G20 and told Argentina shape up or we will take
some action to expel you. It is almost a mockery of the whole finan-
cial system that it is still a member. So that is an example. I would
also say that there are things that the United States can do to en-
courage countries that are trying to do the right thing and one ex-
ample in my testimony is is Mexico which has taken great strides,
its energy reform will be very important to the United States, and
NAFTA has been very important to Mexico and the United States.
And yet, we see the steel industry and the sugar industry in the
United States filing anti-dumping cases against Mexico, which I
think very much violate the spirit of NAFTA. And we have seen
very little in the way of government support for the kinds of things,
for encouragement of free trade from Mexico.



48

So I think there are lots of things that can be done and we are
not seeing enough of those things.

Mr. SALMON. Well, I don’t want to limit you just to the testimony
today. If you have other thoughts that our Government can and
should be doing, and you wanted to draft a memo for members of
this committee, I promise you we will put it to good use. And I
would really appreciate it.

Ambassador GLASSMAN. Thank you, Mr. Chairman.

Mr. SALMON. Thank you. Mr. Duncan.

Mr. DUNCAN. I just want to return real quickly to the rule of law
and what has gone on with Doral down in Puerto Rico and in the
Ambassador’s written testimony in repudiating any of this debt to
Doral, Puerto Rico is sending the worst possible message to other
businesses, I agree. Who would want to continue to invest down
there with this sort of environment and then it goes on to say that
what company would want to overpay the government in light of
Doral? Better to under pay and have the government fight for the
money than to over pay and sitting there waiting on the govern-
ment to repay you. The fact that they tore up an agreement for
Doral to basically withhold or underpay its tax liability going for-
ward until it reclaimed or recouped all of its money was, I think,
a workable solution.

Ambassador, what possibility is there that Argentina will default
on its debt? What is the real possibility? They have got the money,
wouldn’t you agree? From what I understand, they have got the
money. It is just a matter of principle now.

Ambassador GLASSMAN. Yes. They do have the money. I think
that there are elements of the government that are simply ideologi-
cally opposed to a settlement. But I also think that it is becoming
clear to Argentina that it can’t join the international financial com-
munity unless it gets this done. Now over the last 13 years, partly
because of high commodity prices, it has been possible for Argen-
tina to continue to have a half decent economy. But that has really
changed quite a bit in recent years.

So I mean I don’t know the answer to that question. It is going
to happen probably in the next few hours.

Mr. DuNcaAN. That is the G20. How can you allow a country to
remain in an organization that is supposed to work on economic
stability around the globe and they are defaulting on their debt?

Ambassador GLASSMAN. Right. It baffles me. I don’t know the an-
swer to that question. It really does not deserve, in my opinion, to
be in the G20, Argentina.

Could I just make one comment?

Mr. DUNCAN. Yes, sir.

Ambassador GLASSMAN. About what you said about Doral. I say
in my written testimony that the Doral case may also be a factor
in a distressing report by Reuters that Puerto Rico’s tax collections
are running 27 percent behind budget. And nearly all that shortfall
comes from corporate income taxes. So we don’t know for sure if
that is because corporations are saying oh, I don’t want to overpay
because I will get in the same kind of fix that Doral—and by the
way, other companies have gotten into. But at any rate, there is
this vast shortfall in corporate income taxes. And when people
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don’t pay their taxes, and businesses don’t pay their taxes, that is
one of the best signs that a government does not have confidence.

Mr. DuNcaN. I think that is a great statement. Mr. Barrett, 1
just ask you to chime in. It is a jungle out there. And you have
written about the jungle. If Argentina defaults on its debt and you
have got actions like Puerto Rico with Doral, what is the fix? From
your standpoint as an author looking in, if you are going to write
about this, what would you say the answer would be to the finan-
cial stability of these Latin American countries?

Mr. BARRETT. I am just going to have to be modest and not only
not practice law or be a CFO, but I think that is a little bit beyond
my level of credentials. I would want to inject just one thought
here from the investor’s point of view which is I think part of what
you are driving at, I think all of these events are going to cause
and ought to cause investors to be more cautious. And I think the
marketplace is going to respond to these events. And it will be
much more difficult to get large economic projects done in places
like Puerto Rico and Argentina as a result and the people who will
suffer will be the residents of those countries.

Mr. DUNCAN. Mr. Chairman, in their sense of time, I hope they
don’t follow the U.S.’s example of printing money in QE1l, QE2,
QE3, QE4, wherever we are at in the QE ratios because I don’t
think that is the answer. And I think having a balanced budget,
I think doing things responsibly, paying your creditors back, and
living within your means is a great start. That is an example that
we can—that is a message we can send to them, but that is a mes-
sage we should follow as a nation as well.

Mr. SALMON. So we just can’t fall back on our old parental state-
ment of just do it because I said so?

Mr. DUNCAN. No, I don’t think that is fair and I yield back.

Mr. SALMON. Mr. DeSantis.

Mr. DESANTIS. Thank you, Mr. Chairman. Mr. Glassman, just
turning to trade and particularly the issue that has come up where
corporations—our tax system is so bad here that they actually can
go incorporate overseas, acquiring an overseas company, move the
headquarters, and then they are paying much less in terms of a
corporate tax rate. I think the President is basically saying he
wants to just chain companies here. I don’t see how—that may
even make it worse. So what would you recommend we do in order
to attract capital here so that people are going to want to have
businesses here, expand them, and not be driven away by our own
policies?

Ambassador GLASSMAN. Well, I think there is little doubt what
we need to do and I think there is something close to a consensus,
but there are differences on some points. And that is lower our cor-
porate tax, marginal corporate tax rate so that it is more in line
with the rest of the world. So right now, it is 35 percent, 40 percent
including state taxes, versus 24 percent for the average OECD de-
veloped country, so we are way, way out of line. Everybody has
been cutting them for the obvious reason of attracting business. We
have not.

Second, go to a territorial system which is almost what the rest
of the world has, so you pay taxes where you do business. And
third, close loopholes. I think the closing of the loopholes and the
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increased business would mean you would get at least as much rev-
enue as you are getting right now for the corporate tax which is
very low. So what a normal corporation does or many corporations
do is they pay the tax abroad. Let us say it is 20 percent. And then
rather than bringing the money back to the United States and pay-
ing an additional 15 percent, they leave it abroad. So they have got
$2 trillion abroad.

In 2004, Congress closed what I think was a major loophole
which was businesses were just opening a PO Box in the Cayman
Islands and shifting all their assets there. And instead, defined
very closely what an inversion is. And frankly, I think that law is
perfectly fine. But no company would want to invert if we had a
corporate—the kind of corporate tax reform that I just outlined and
I think most Members of Congress want. So that is the imperative.
That is the thing that is necessary. And in a way, maybe it is ironic
but this inversion controversy which by the way only really in-
volves a handful of companies, I think may finally drive corporate
tax reform which I would love to see happen before the end of this
year.

Mr. DESANTIS. One of the things that frustrates me just as a
first termer is the way kind of Washington will score proposals. So
for example, we were talking about you have all this money parked
overseas as you said. Let us let people bring it back on a holiday
very reduced rate, maybe like 5 percent. It could help for the High-
way Fund or do other things if people want to do that. That would
actually be scored as the government is “losing money.” Even
though they wouldn’t bring it back under current rates, if you are
lowering the rates, the way they will analyze it is saying oh, well,
the government is going to lose all this money. So do you think
there is a problem with the scoring conventions here? Because it
seems to me that they don’t account for behavioral changes when
policy makers are changing incentives.

Ambassador GLASSMAN. Absolutely. There is just no doubt about
that. We need some kind of dynamic scoring. There is a problem
though, of course, because there may be a lack of objectivity in-
volved in dynamic scoring, but I think we all know that if tax rates
dropped to zero or very low or their tax changes, that it does
change people’s behavior. There is just no doubt about that.

Let me just also say that a company that does one of these inver-
sions, so called, I prefer to call them foreign tax relocations because
I think inversions have kind of a negative quality. A company, first
of all, has to buy a very large company abroad. It has to be the
main reason that they are doing the merger. It can’t be just for tax
reasons. And after that is done, you have the very strong possi-
bility and likelihood of money that is earned abroad coming back
to the United States because it doesn’t have that extra layer of tax-
ation. But ultimately, we don’t want to rely on these inversions of
a few companies.

What we really need, what would really liberate the U.S. econ-
omy is to have the same kind of corporate tax system the rest of
the world has and then the imagination and ingenuity, energetic
nature of the American people will show that we can compete and
beat anybody. But right now, we are just hobbling ourselves with
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this corporate tax system. And by the way, not raking in very much
in the way of tax revenue.

Mr. DESANTIS. I appreciate that. And part of the frustration we
have is that we seem to shoot ourselves in the foot with some of
these things with the economy. If our tax policies were competitive,
people would flock here. This is a good place to be in spite of some
of the problems that we discussed, we are still better off, but man,
when you are creating these huge disincentives, capital is mobile
and in this world-wide economy, it is going to move or it is going
to stay offshore.

Mr. DESANTIS. Thanks, Mr. Chairman. I yield back.

Mr. SALMON. Ambassador Glassman, I would submit that if we
put this proposal right now for a vote with this panel, that it would
be unanimous. We would all vote to lower the corporate taxes down
to a rate that is reasonable with the rest of the Western world and
bring our companies back to the United States and let them repa-
triate without the penalties. And common sense tells you that the
revenues would skyrocket if that happens, besides the fact that
something is better than nothing which to me even an idiot can un-
derstand that. The other piece of it is that it does influence behav-
ior and investment and jobs growth and it makes all the sense in
the world.

Our motive today in this hearing was not to simply just cast as-
persions and beat people over the head, countries that don’t nec-
essarily agree with our democratic values or even agree with us on
rule of law issues. It is not just to brow beat. Our goal is to use
the bully pulpit, as you said, Mr. Glassman. It is to try to encour-
age other countries of the world to try to employ more free market
solutions because that rising tide does lift all boats and it creates
jobs and it helps their economies and it helps their people.

And as we started by saying that just by seeing this great spill-
over of people coming from Central America, the truth is that if
they had other things driving their economy other than
narcotrafficking, and they do, but I mean narcotrafficking has be-
come such a big part of what is happening in Central America
right now that the gang violence, the cartel violence, it has just
gotten out of control and if they had security and economic sta-
bility, they wouldn’t have this crisis. They wouldn’t. And we all rec-
ognize that.

And so what we are suggesting today for Bolivia, for Argentina,
for Ecuador, for Venezuela is that we want to see them succeed.
We truly do. We want their people to feel like they are not op-
pressed. We want their people to feel like they can succeed and
they can cover their children’s education, that they can put food on
the table and that they can have a positive environment to raise
their families like we want to have. We are not trying to just hu-
miliate. We are trying to help and edify and that was the purpose
of today’s hearing was and we hope that it is seen as constructive.
I think the panel did a phenomenal job outlining some of the things
that can make those countries even better.

Mr. DuNcaN. Will the gentleman, yield?

Mr. SALMON. Absolutely.

Mr. DUNCAN. Let me just say for the record, I am not personally
bashing Argentina. I love the country. I love the people. I think
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them settling with their creditors would help the economy, it would
help their bond rating, and it would give them the ability to actu-
ally attract investments. So it is just the suggestion of how to do
things, in our humble opinion, better. I don’t want that to be mis-
construed because I want to see the best for the country. I would
love to see them back in that top seven, Ambassador, as economic
viability.

Mr. SALMON. Besides the Pope is from there, and you want to get
to heaven.

Mr. DUNCAN. I would love to go shoot doves. I yield back.

Mr. SALMON. Thank you very much and this hearing is now ad-
journed.

[Whereupon, at 3:23 p.m., the subcommittee was adjourned.]
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MATERIAL SUBMITTED FOR THE RECORD BY THE HONORABLE THEODORE E. DEUTCH,
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF FLORIDA

TiG
Insurance Company

250 Commeicial Strest, Suite 5000
Manchester, New Hampshire 03101
Telephone  (603) 656-2200
Facsimile  [603) 656-2400

July 10, 2014

I'he Honorable Cecilia Nahon

Ambassador of the Argentine Republic to the United States of America
Embassy of Argentina

1600 New Hampshire Ave, NW

Washington, DC 20009

Re: TIG vs. Republic of Argentina (Caja)
Dcar Ambassador Nahon,

I am writing to follow-up with you concerning TIG Insurance Conpany’s (T1G3) continued
invitation to discuss settlement of its two final judgment debts held against Argentina. TIGs
judgments are now valued at approximately $30.0 million and represent the oldest U.S. judgment
debts against Argentina. We have tirclessly attempied an amicable diplomatic approach to achicve
settlement. Our efforts have talken up the valuable time of 50 different Congressional Offices in the
Senate and Housce Foreign Relations Comumittees, Senate and House Judiciary Conmmittees, House
Financial Services, Senate and House Appropriations Commitiees and State Department, all of which
have urged Argentina to resolve its debt with TIG. Unfortunately, despite our diplomatic efforts,
Argentina has failed even to come to the negotiation table.

Most recently, I replied to your March 5, 2014 lotter on April 1, 2014 and followed up
with you in a letter dated May 1, 2014. T also understand that you met with Senator Ayotte (NH) in April
and she has communieated to you her desire to facilitate a mecting between TIG and Argentina. TIG and
Senator Ayotte have not received any response from Argentina on whether or not it will engage TIG in
settlement discussions.

I was pleased to read the recent Advertisements from the Office of the Argentine President
entitled “Argentina Wants to Continue Paying its Debt But They Won’t Let It” in the Washington Post
and Wall Street Journal. In the advertisement, your government highlighted that the Argentine
Government has paid the IMF, settled with ICSID final award holders, paid obligations to the JADB and
the World Bank, has resolved Paris Club debt issue over seven vears, settled its dispute with REPSOT,
and conveyed its desire to resolve 100% ol its obligations.

TIG applauds Argentina’s open resolve o sellle 100% of its obligations. However, it is very
frustrating to learn that Argentina will now participate in settlement discussions with NMI. Capital and
Lhe New York judgment bondholders, and potentially non-judgment bondholders, all of whom were
previously unwilling to negotiate with Argentina, yet Argentina continues to ignore 11G’s judgments,
the US courts who continue to sanction Argentina, and all of the US officials in Washington DC that
have sought your assistance in resolving the T1G judgment debts. How can Argenling openly say that
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Ambassador Nahon
July 10,2014
Page 2

it wants to resolve 100% of its obligations and not even respond to a creditor who has held valid and
final judgments of the United States federal courts {or 13 yeurs?

While TIG prefers an amicable sohution, given that Argentina has continued to ignore TIG’s
Jjudgments and repeated settlement offers, orders of the US federal courts, and the pleas of many US
diplomats for Argentina to engage TIG in discussions, TIG bas had no other choice but to resort to
allemalive ways to satisfy its judgments against Argentina. We wish to advise you, as we did with
Argentina’s counse! of record in the two federal cases in Illinois in which TIG holds judgments against
Argentina, TIG has issued subpoenas to numerous U.S. intermediary banks as well as Banco de la
Nacion Argentina in an cffort to discover Argentine assets. We are also continuing to pursue the ban on
the sale of Argentinean wine in New Hampshire and other “lquor control™ States,

We reiterate that T1G prefers to resolve this matter amicably, and we arc preparcd to stay further
legul measures provided Argentina consents to a meeting conducted by an Argentine official who has
settlement authority. It would seem that this request is foasible at this moment given that Argentine
officials will continue to be in the United States for settlement discussions with NMT. Cupital and Judge
Griesa’s court appointed settlement mediator. Another point that I would make is that as an ongoing
commetcial enterprise, we have flexibility on the structure of a settlement which could he
advantageous to Argentina. For instance, we would be open to discussions ¢n a form ol settlement
that would include investment in Argentina.

Finally, if we arc ablc to reach an agreement, we will work with Argentina to create positive
publicity that could be of some assistance in your discussions with the bondholders. Certainly, our
efforts would include meeting with members of the US Government that we have previously engaged in
the past. Please contact me if you are interested in aiding in the resolution of TIG s judgment debt with
Argenlina.

ely,

Sinc . .
(/‘j o A ET D o,

Trank J. De Maria
Scnior Vice President
T1G Insurance Company

ce: Mr. Alex Kicillof ~ Minister of Tconomy
Mr. Jorge Capitanich — Chief of the Cabinet of Ministers
Mr. Carlos l'abrega — President of Central Bank
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TIG
Insurance Company

250 Commercial Street, Suite 5000
Manchester, New Hampshire 03101
Telephone (603) 656-2200
Facsimile (603) 656-2400

August 8, 2014

His Excellency Axel Kicillof

Ministerio de Economia

Hipolito Yrigoyen 250 (1310)

C1086AAB — Ciudad Atonoma de Buenos Aires
Argentina

Dear Minister Kicitlof,

| have written to you on numerous occasions in an effort to initiate settlement discussions concerning
TIG Insurance Company’s judgment debts against the Republic of Argentina. TIG Insurance Company is
the successor by merger to International Insurance Company, which was a reinsured of Caja Nacional de
Ahorro y Seguro, whose liabilities were transferred to the Republic of Argentina on July 31, 1998, by
Resolucion Number 893/1998 of the Argentine Ministry of Economy. | have also written to many other
leaders in Argentina on the same matter. Unfortunately, we have not received a single response to
requests for settlement discussions. | am writing today, in light of recent comments you made in the
press, in hopes that we can find an amicable solution that could even involve TIG's investment in
Argentina.

Argentina’s obligations to TIG Insurance Company go back to judgments obtained in the U.S. District
Court for the Northern District of llfinois during the 2000-2002 time period. Judgment in Case No. 00-C-
6703 was entered on July 5, 2001, in the amount of $4,702,428.12. Judgment in Case No. 00-C-2189
was entered on October 9, 2002, in the amount of $2,276,637.09. The Court also awarded attorneys’
fees and has entered sanctions, which continue to accrue, in the amount of $4,000 per day for
Argentina’s failure to comply with the Court’s orders. Today, with statutory post-judgment interest, the
judgments are valued at almost $29 million. TIG's judgments represent the oldest outstanding debts
against Argentina.

Notwithstanding our many efforts to resolve the matter, Argentina has not responded to a single
settlement offer. Following Argentina’s partial settlement with Bondholder’s in 2005, we began to make
some progress. In 2008, Argentina’s Secretary of Treasury indicated our matter was provided for in
Argentina’s 2008 budget (See wikileaks cable dated July 24, 2008). In 2011, a meeting was to be held in
Buenos Aires. However, the day before the meeting was to take place, a substantial request for
documentation was made. TIG has fulfilled Argentina’s request for the same documents on three
occasions. Since 2011, we have been trying to organize a meeting to discuss settlement. However,
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Argentina has willfully ignored the opportunity to resolve the matter amicably while the judgment
amount continues to grow.

| recently read your comments given in a television interview about how industrial and business leaders
use the vulture fund dispute as an “excuse” not to invest in Argentina. You also indicated that Argentina
is an ally of business leaders seeking to invest and said “My doors are always open” to those who want
to invest in Argentina. Additionally, Argentina advertises how it has advanced beyond its problems of
the past through settlements with ICSID and Paris Club creditors as well as others. However, despite
TiG’s best efforts, TIG has not been included in any settlements.

While our repeated efforts to engage you over the course of many years have so far been unsuccessful,
we would fike to provide you with another opportunity to stand behind your words.

TIG insurance wants to engage Argentina to resolve these long-outstanding debts. TIG Insurance is
willing to consider a settlement with Argentina on a basis that could bring rise to an investment in
Argentina while at the same time not increase Argentina’s debt. However, we cannot accomplish such
an investment without the attention of Argentina representatives with authority willing to engage in
sincere dialogue with us.

! have been to Argentina on this matter on several occasions. My feeling is that Argentina is a wonderful
country with very good people. We want you to know that our intention is not to harm Argentina;
rather we only seek respect for duties owing under contracts entered into in good faith.

Your attention to this matter and a response would be greatly appreciated.

Since, &WM

ank De Maria
Senior Vice President
TIG Insurance Company

cc: Hector Timerman, Minister of Foreign Relations of Argentina
Jorge Capitanich, Chief of the Cabinet of Ministers of Argentina
Carlos Mascias, Deputy Chief of Mission, of the Embassy of Argentina
Cecilia Nahon, Ambassador of the Embassy of Argentina
Kevin Suflivan {Charged’ Affaires), US Embassy of Argentina
Timothy M. Stater (Economic Section), U.S. Embassy of Argentina
James Koloditch {Commercial Section), U.S. Embassy of Argentina
The Honorable U.S. Senator Kelly Ayotte
The Honorable U.S. Representative Carol Shea-Porter
The Honorable U.S. Representative Anne Mclane Custer
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Reference id {PBBUENOSAIR | era Wikilaas i¢ w182675 P

Subject Mip-veAR STaTus REPORT On Bilat Economic Issues: Paris CLus, HoLbouTs, Exim ToLuing
AGREEMENT, ADvocacy Cases

Origin Embassy Buenos Aires (Argentina)

Cable time Thus, 24 Jul 2008 20:49 UTC

Classification CONFIDEMTIAL

Source hitp iwikileaks.org/cable/2008/07/08BUENOSAIRES 181 1.html .

References 0BBUENOSAIRES76, 08BUENOSAIRESS84, 0BBUENDSAIRESSS1

Referenced by 08BUENOSAIRES1330

History « Time uaknown: Ofiginal unredacted version, leaked to Wikileaks

+ Thu, 1 Sep 2011 23:24: Original unredacted version published, with HTML goodies

Advocacy cases: MNearing Clesure on Bowna, TIG

913, (C) Relatively good news is that the Finance Secretariat
has made some progress over the last year in pushing forward
compensation proposels for U.S. companies Bowne of New Jersey
and TIG Insurance. MECON has prepared a special decree for

the President to authorize payment of the $1.4 million owed

BUENDS AIR @edglell 084 OF ees

to Bowne for publicity work it provided during the 2085 debt
exchange. {(Bowne printed the prospectus for the exchange,
but costs quadrupled when the Italian government demanded a
separate, translated prospectus for each of the many
thousands of Italian bondholders.) U/S Barboza also has
informed Eccnoffs that MECON also included payment to TIG in
the 2008 budget, although Econoffs have not been able to
confirm this with the Rinistry's Secretariat of Hacienda
{Treasury), which controls the budget. (TIG has cffered a
settlement of close to 518 million of a dispute pending since
the early 1998s,) Post continues to work with the Finance
Secretariat to determine the timeline for the resolution of
both longstanding disputes.
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TG
Insurance Company

250 Commercial Street, Suite 5000
Manchester, New Hampshire 03101
Telephone (603) 656-2200
Facsimile  {603) 656-2400

February 3, 2014

His Excellency Axel Kicillof

Ministerio de Economia

Hipolito Yrigoyen 250 (1310)

C1086AAB — Ciudad Atonoma de Buenos Aires
Argentina

Re: TIG Insurance Company vs. Caja Nacional de Ahorro y Seguro (“Caja”)

Dear Minister Kicillof,

1 am writing to inform you that TIG insurance Company (“TIG™) has been successful in
gaining support from New Hampshire legislators in respect of the delisting of Argentine wine
products in the State of New Hampshire. Attached please find a copy of Senate Bill (SB) 397, an
Act relative to the sale of wines originating from Argentina. This legislation will authorize the
New Hampshire Liquor Commission to delist as a product for sale any wines produced in the
country of Argentina until the Government of Argentina has satisfied outstanding judgments
obtained by TIG against Caja in the United States District Court.

TIG’s action should not come as a surprise. New Hampshire Senator Lou D’ Allesandro,
the sponsor of SB 397, wrote to Ambassador Cecilia Nahon on June 13, 2013 requesting the
Embassy’s help in resolving the debt issue. In his letter, the Senator outlined his intention to
work with the New Hampshire Liquor Commission and other legislators on his proposal “to
eliminate Argentine wine sales™ in the state. We also sent translated copies of the Nahon letter to
the Secretary of Legal Affairs (Dr. Prada) and the Senior Coordinator of General Legal
Administration (Dr. Carraza).

Senator D’ Allesandro and I met in Washington, D.C. with Argentine Minister Eduardo
Tempone on September 19, 2013. In this meeting, we requested the urgent assistance of the
Embassy in setting up a meeting with Argentine Government Officials who had authority to
settle this case. TIG also reached out by phone and electronic mail on December 13, 2013, to the
Deputy Chief of Mission Carlos Mascias requested help from the Embassy. This last contact was
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made by TIG’s adviser, Louis Dupart of Normandy Group. Unfortunately, not a single response
was received from any Argentine official,

By way of further background, in the 1970’s and 1980’s, Caja Nacional de Ahorro y
Seguro agreed to reinsure general liability insurance policies that TIG issued to U.S. Fortune
1000 companies. As TIG paid its policyholders for losses covered by the policies, Caja was
billed for its share of losses. After Caja failed to honor its obligations under the reinsurance
treaties, TIG sued and eventually was awarded two judgments totaling $6.9 million. Final and
non-appealable judgments were received by TIG from the U.S. District Court of Northern
Hlinois in 2001 and 2002. The judgments were upheld on appeal and the Seventh Circuit Court
of Appeals rejected the Argentina government’s claim of Sovereign Immunity. The current
amount owed to TIG is approximately $30.0 million.

We remain ready to meet with Argentina officials in Washington to discuss settlement.
If we do not receive a response from the Argentine government by February 7, 2014, we will
begin sending notice of SB 397 to every major vineyard owner in Argentina advising them of the
actions taken by TIG. We also wish to advise that we have started the process of contacting
legislators in seventeen (17) other U.S. States that have Alcohol Control Boards as well as the
State of California, the largest importer of Argentine wine in the United States, to pursue similar
legislation.

In closing, I wish to reiterate TIG’s desire to reach a settlement of this debt to the
satisfaction of all parties.

Senior Vice President
TIG Insurance Company

o Cristina de Fernandez de Kirchner, President of the Republic of Argentina
Amado Boudou, Vice President of the Republic of Argentina
Hector Timerman, Minister of Foreign Relations of Argentina
Ambassador Cecilia Nahon, Ambassador of the Embassy of Argentina
Carlos Mascias, Deputy Chief of Mission, of the Embassy of Argentina
Eduardo Tempone, Minister, Economic and Commercial Section
Bruce W, Friedman, U.S, State Department
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TiIG
Insurance Company

250 Commercial Street, Suite 5000
Manchester, New Hampshire 03101
Telephone {603) 656-2200
Facsimile  (803) 656-2400

April 1, 2014

The Honorable Cecilia Nahén

Ambassador of the Argentine Republic to the United States of America
Embassy of Argentina

1600 New Hampshire Ave, NW

‘Washington, DC 20009

Re:  TIG vs. Republic of Argentina (Caja) April 1, 2014
Dear Madam Ambassador:

T write in response to your letier dated March 5, 2014 to address certain of the points that you
raise therein.

First, we respectfully submit that your letter reflects a misunderstanding of TIG’s position. You
note that TIG has not sought to enforce its judgments in Argentina through the provisions of the
Argentine legal system, including Articles 517 through 519 of the Argentine National Code of
Civil and Commercial Procedures. As indicated to Minister Tempone in our September meeting,
it is simply not necessary for TIG to domesticate its judgments in Argentina — nor is TIG
inclined to do so.

In your letter, you “stress” that Argentina “rejects” the notion that it has failed to comply with
judgments issued by United States Courts or with arbitral awards. The simple and indisputable
facts are that the judgments at issue! are final judgments of the U.S Federal Courts against Caja
Nacional de Ahorro y Seguro (“Caja”™) and Caja has not complied with either of those
judgments® We understand Caja to be a commercial instrumentality of the Republic of
Argentina.

Pursuant to the unequivocal agreements between Caja and TIG's predecessor-in-interest, Caja
voluntarily agreed to be bound by judgments entered against it in the United States. In the
contracts containing arbitration clauses, Caja agreed to arbitration in Chicago, Iilinois, that the

! July 6, 2001 Final Judgment of Unifed States District Court for the Northern District of Hlinois in International
Insurance Co. v. Caja Nacional de Ahorro y Seguro, No. 00-cv-06703, ¢f"d 293 F.3d 392 (7% Cir. 2002)) and
October 9, 2002 Final Judgment of United States District Court for the Northern District of Wlinois in Juternational
Insurance Co. v. Caja Nacional de Ahorro y Seguro, No. 00-cv-02189.

% Additionally, the Court, in Action No. 00-cv-06703, imposed sanctions on Caja, after it submitted to the Comrt’s
Jjurisdiction, in the amount of $4,000US per day, which continue to accrue today, for Caja’s willful noncompliance
with the Orders of the Court.
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TIG
Insurance Company

“decision of a majority of the Arbitrators shall be final and binding,” and that “{jludgment may
be entered upon the award of the Arbitrators in any conrt having jurisdiction.” Tn the contracts
that did not contain arbitration clauses, Caja agreed to “submiit to the jurisdiction of any Courf of
competent jurisdiction within the United States and [to] comply with all requirements necessary
to give such Court jurisdiction and all matters arising hereunder shall be determined in
accordance with the law and practice of such Counrt.” Additionally, Caja plainly admitted in ifs
Answer 1o Petition to Confirm Arbitration Award, which Caja filed on November 24, 2000, that
the United States District Court for the Northern District of Illinois had jurisdiction to issue a
final judgment confirming the enforceability of the arbitral award and that venue was proper.
Indeed, the United States Court, to whose jurisdiction Caja willfully submitted, did issue a final
Jjudgment confirming the enforceability of the arbitration award.

In pursuing and obtaining awards and judgments in the United States against Caja, due to Caja’s
breaches of its reinsurance agreements, TIG’s predecessor-in-interest complied with both the
clear contractual provisions that were agreed to by Caja and the Convention on the Recognition
and Enforcement of Foreign Arbitral Awards (the “New York Convention™). None of the
relevant contracts or laws to which they were subject required TIG’s predecessor-in-interest to
pursue enforcement of the judgments in any non-U.S. jurisdiction.

A judgment debtor is under a legal obligation to pay final judgments entered against it. A
Jjudgment debtor does not have a legal entiflement to decline to comply with the final judgment
against it until enforcement proceedings are taken apainst it, and it certainly is not entitled to
violate the final judgment until enforcement proceedings are brought in its preferred venue, even
though recognition and enforcement proceedings have already been brought and concluded in the
territory where the judgment is being relied upon — the United States ~ and to whose jurisdiction
the judgment debtor agreed to submit. It would inherently undermine the finality of arbitration
awards and court judgments if a State against which an award or judgment has been made could
make its own compliance with the award or judgment subject to the judgment debtor availing
itself of the mechanisms under that State’s own local law for enforcement of final judgments.

Indeed, such a position is plainly contrary to the agreements reflected in the confracts between
Caja and TIG’s predecessor and the terms of the New York Convention to which Argentina is a
signatory. The New York Convention provides that atbitration awards shall be enforced “in
accordance with the rules of procedure of the territory where the award is relied upon.” (Axt.
IIL) TIG relies upon the U.S. award and U.S. federal court judgments in the U.S., where TIG
has obtained final judgments. Moreover, the Convention provides:

There shall not be imposed substantially more onerous conditions
or higher fees or charges on the recognition or enforcement of
arbitral awards to which this Convention applies than are imposed
on the recognition or enforcement of domestic arbitral awards.



65

TIG
Insurance Company

(Art. TIL) Clearly, to insist that TIG take on the additional onerous burden and expense of
initiating exequatur proceedings in Argentina when it has already done all that is required to
recognize and enforce domestic arbitral awards in the United States, where Caja agreed to
arbitrate and be hound by its Courts, is contrary to the New York Convention.? Caja voluntarily
agreed to submit to and to be bound by the final judgments of the U.S., arbitrators and the U.S.
federal courts.

Further, it is owr understanding that credits owed to TIG (in the name of its predecessor,
International Inswrance Company) are registered and acknowledged in resolutions by the
Argentine authorities for purposes of processing administrative claims.* TIG and Argentina,
through their previous dialogue and TIG’s provision of all of the documentation requested by
Argentina with respect o these judgment credits, have been proceeding on an administrative
basis without any requirement of engaging in exequatur proceedings. TIG has engaged in
dialogue with different officials of the National Government, including previous Ambassadors of
the Republic of Argentina in the United States. At their request, TIG has repeatedly filed
numerous presentations and supplied voluminous documentation, including requests by the
National Government within file S01:0257851/2005, “Créditos de International Insurance
Company ¢/ Caja Nacional de Ahorro y Seguro.” Never before in the negotiations and meetings
nor in the course of the aforementioned file was TIG notified of any decision or resolution
requiring TIG to initiate the legal procedure you reference in your March 5th letter. We also
note that the Argentine Government has arrived at transactional agreements with other
companies with respect to the debts of Caja without any need for exequatur or judgment
execution procedures. There is no valid reason why TIG should be treated any differently.

Accordingly, we do not understand your insistence that TIG engage in additional recognition and
enforcement proceedings in Argentina. Argentina is plainly empowered to process and satisfy
these judgment credits and is obligated to ensure the satisfaction of these final judgments, which
were properly obtained and issued in the U.S. Courts, with whose judgments Caja agreed to
comply.

Second, whether the proposed legistation is a violation of any WTO “multilateral trade rules” is a
matter between Argentina and the State of New Hampshire, not TIG. We would further note that
8B 397 is currently being studied in an interim Senate Study Group, and is not yet in effect.
Nevertheless, TIG is confident that the proposed legislation, if enacted, would not violate any
trade rules or commitments of the United States. SB 397 is not a protectionist measure designed
to promote national products over foreign products. Rather, the proposed legislation would
simply permit the State of New Hampshire to act, in its capacity as a “market participant” in the
market for wholesale wines, to de-list Argentine wines for sale in New Hampshire until such
time as the government of Argentina satisfies the above-referenced judgments. We are confident

* Indeed, even Argentinean Courts recognize that exequatar is unnecsssary where the New York Convention applies.
See Far Eastern Shipping Company v. Avhenpez S.A. (Federal Court of Appeals of Mar de Plata, December 4,
2009).

* See, e.g., Appendix of reinsurance creditors to Ministry of Economy Resolution No. 893/1998 and Appendix1to
Ministry of Bconomy Resolution No. 232/2003.
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that the same analysis will apply in the other 17 control states who act as “market participants” in
the sale of Argentina wine. We, therefore, respectfully disagree that this matter implicates
bilateral relations between Argentina and the United States. Moreover, we simply cannot agree
that this legislation is “unjustified,” given the fact that Argentina has for more than ten years
{rustrated and/or ignored TIG’s attempt to amicably settle and resolve these valid judgments.

‘You may not be entirely aware of all of the circumstances and prior dialogue in this matter. We
held meetings in Argentina in 2004/2005, we have provided, on numerous occasions,
voluminous documentation as requested, and we have patiently worked diplomatically to try to
resolve this matter.

Indeed, it is still our hope that we can reach an amicable diplomatic resolution, but as a diplomat
you will appreciate that resolution can only occur when parties are willing to discuss matters
with a mutual goal of resolution. We would like to work with your office to establish such a
dialogue and would be prepared to stall current efforts to de-list Argentina wine products if a
timetable for discussions can be agreed.

‘While TIG is plainly entitled to the full amounts of the final judgments issued by the United
States federal courts in its favor, TIG offers, for purposes of settlement discussions only and
wheolly without prejudice, that it will consider alternate means of settling such judgments.

‘We look forward to your response on these matters as well as our invitation to enter into a
meaningful dialogue. S

Sincerely,

)

j&w Do
rank J. De Maria

Sr. Vice President
TIG Insurance Company

¢c:  The Honorable U.S. Senator Jeanne Shaheen
The Honorable U.S. Senator Kelly Ayotte
The Honorable U.S, Representative Carol Shea-Porter
The Honorable U.S. Representative Anne McLane Custer
The Honorable Sen. Lou D’ Alessandro, New Hampshire Senate
Mr. Bruce W. Friedman, U.S. Department of State
Mr. Hector Timerman, Minister of Foreign Relations of Argentina
Mr. Axel Kicillef, Ministerio de Economia of Argentina
Mr. Carlos Mascias, Deputy Chief of Mission of the Embassy of Argentina
Mr. Eduardo Tempone, Minister, Economic and Commercial Section
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250 Commercial Street, Suite 5000
Manchester, New Hampshire 03101
Telephone (603) 656-2200
Facsimiie (603} 656-2400

FOR SETTLEMENT PURPOSES ONLY
May S, 2014

The Honorable Cecilia Nahén

Ambassador of the Argentine Republic to the United States of America
Eubassy of Argentina :
1600 New Hampshire Ave, NW

‘Washington, DC 20009

Re: TIG vs. Republic of Argentina {(Caja)

Dear Madam Ambassador:

I'write in connection with our letter to you dated April 1, 2014, While I have not yet received a response
from: you, it is still our hope that we can reach an amicable diplomatic resolution.

As previously discussed, TIG is plainly entitled to the full amounts of the final judgments issued by the
United States federal courts in its favor. The current amount owed by the Argentine Republic to TIG is
approximately US$ 28,255,034, TIG has previously offered, for purposes of settlement discussions only
and wholly without prejudice, that it will consider alternate means of settling such judgments.

Relatedly, the Argentine Republic entered into an alternative settlement with the holders of the following
arbitration awards in October, 2013: National Grid plc v. The Argentine Republic (UNCITRAL),
Compafiia de Aguas del Aconquija S.A. and Vivendi Universal S.A. v. Argentine Republic (ICSID Case
No. ARB/97/3), Azurix Corp. v. The Argentine Republic (ICSID Case No. ARB/01/12), CMS Gas
Transmission Company v. The Republic of Argentina (ICSID Case No. ARB/01/8), and Continental
Casualty Company v. The Argentine Republic (JCSID Case No. ARB/03/9} (collectively, the “Settled
Arbitration Awards™). Such alternative settlement consisted of compensation in the form of soverei n
bonds paid within Argentina.

Like the Settled Arbitration Awards referenced above, TIG’s judgments against the Argentine Republic
are enforceable and final with no further means of appeals, Accordingly, TIG respectfully requests that
the Argentine Republic promptly take steps to enter into a settlement with TIG on terms substantially
similar to the terms provided to the holders of the Settled Arbitration Awards. There will be no binding
agreement until and unless there is a written settlement agreement in terms mutually satisfactory to the
Argentine Republic and TIG.

RIVERSTONE
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250 Commercial Strest, Suite 5000
Manchester, New Hampshire 03101
Telephone (803) §56-2200
Facsimile (503} 656-2400

We look forward to your response on the matters raised in our previous letter as well as our current
invitation to enter into z settlement on terms similar to the Settled Arbitration Awards.

Since:
-

rank 4

>

e Maria

Sr. Vice President

TIG Insurance Company
RiverStone Resources

250 Commercial Stroet, Suite 5000
Manchester, NH 03101

The Honorable U.S. Senator Kelly Ayotte

The Honorable U.S. Representative Carol Shea-Porter

The Honorable U.S. Representative Anne McLane Custer

The Honorable Sen. Lon D’ Alessandro, New Hampshire Senate

Mr. Bruce W. Friedman, U.S. Department of State

Mr. Hector Timermnan, Minister of Foreign Relations of Argentina
Mr. Axel Kicillof, Ministerio de Economia of Argentina

Mr. Carlos Mascias, Deputy Chief of Mission of the Embassy of Argentina
Mr. Edunardo Tempone, Minister, Economic and Commercial Section
Dr. Jorge Capitanich, Chief of the Cabinet of Ministers

Mr. Juan Carlos Fabrega, President of the Central Bank




