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Introduction 

He that will not apply new remedies must expect new evils; tor time is the 
greatest innovator. 

Francis Bacon 

In recent years, traditional central banks, with decades or even cen­
turies of experience behind them, have been confronted with entirely new 
worlds. Some of these worlds are the results of innovations that have 
grown out of the new technology of the computer. Examples of such 
innovations that are discussed in this volume include derivatives and 
products of securitization. Derivatives, lacking intrinsic value of their 
own, derive value from some external source, for example, a moving 
index of securities. Securitizations, in hypermodern forms, can give rise 
to such exotics as stripping interest payments over the life of a security 
from principal payments and issuing two or more series of securities, per­
haps with different maturities, the value of which together may represent 
the original security from which they were drawn. Other worlds are the 
results of intraregional consolidation, such as recent developments in the 
European Community and the creation of the North American Free 
Trade Agreement (NAFTA). 

While certain chapters in this volume focus on some of these new 
worlds of finance, others hark back to some of the traditional considera­
tions associated with central banks. Can the traditional central bank deal 
with the explosion of worlds before it? In this introduction, attention is 
first directed to some basic aspects of the central bank. 

The classic literature concerning a central bank deals primarily with its 
functions, responsibilities, powers, instruments, and effects. Little has 
been written concerning its intrinsic nature, its position in the general 
social fabric, and, in particular, its place in the legal framework. 

In what follows, the central bank will be viewed as an administrative 
agency. Its powers will be compared to those of the several branches of 
government. Finally, its autonomy and ultimately its accountability to 
these branches and the public will be reviewed. While the institutions 
examined remain distinct, in the main features of their jurisprudence a 
convergent evolution seems to be emerging. 

The Central Bank: An Administrative Agency 

From the aspect of legal analysis, a central bank is an administrative 
agency. Moreover, it is often a relatively independent administrative agen-

XI 
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cy that is set up in corporate form with collegial decision making occur­
ring through the deliberations of a board of directors. It may be distin­
guished from a pyramidal government department or an administrative 
agency with a single administrator responsible for all regulatory policy 
(even though some rudimentary or anachronistic central banks may take 
this form).  This is because the complex nature of a central bank's policy­
making is believed to benefit by discussion, interaction, and compromise 
among several persons with different points of view. 

If a central bank is an administrative agency, how does it fit within the 
legal framework of a country? 

The Three Branches of Government 

In traditional legal analysis, government may be divided into three 
branches. The French philosopher Montesquieu discerned in govern­
ment (i) a legislative power, (ii) an executive power, and ( ii i )  a judicial 
power. He counseled that the three powers should be kept separate from 
one another in the interest of avoiding tyranny and promoting good gov­
ernment . 1  This analysis was incorporated into a number of constituent 
frameworks, including the Constitution of the United States (where 
Article I is devoted to the legislature, Article I I  to the executive authori­
ty, and Article I I I  to the judiciary) .  Initially, some observers argued for a 
hermetic separation of the three branches of government. I f  this had been 
generally accepted, a central bank, like every other administrative agency, 
would have to be considered a mere appendage of one of the three 
branches of the government. However, James Madison put forward a 
broader vision in the Federalist Papers that sought to explain the idea 
upon which the U.S.  Constitution had been based. Madison believed that 
from the counsels 

by which Montesquieu was guided, it may clearly be interred that in saying 
"There can be no liberty where the legislative and executive powers are unit· 
ed in the same person, or body of magistrates," or, "if the power of judging 
be not separated trom the legislative and executive powers," he did not 
mean that these departments ought to have no partial agency in, or no con­
trol over, the acts of each other.2 

In Madison's view, cases could arise in which a blend of powers among 
the three branches could be appropriate (since danger arose in his opin­
ion only "where the whole power of one department is exercised by the 
same hands which possess the whole power of another department" ).3 As 
the doctrine of separation of powers evolved in the United States, 
Madison's view gained ascendancy, and it was eventually accepted that it 
was "left to each [ authority] power to exercise, in some respects, func­
tions in their nature executive, legislative and judicial. "4 
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Administrative Agencies: A Fourth Branch? 

If  some combination or blend of powers among the three branches of 
government could be contemplated, was this blend permitted only to 
each of the three recognized branches of government, or could such a 
combination be institutionalized in an independent agency outside the 
parameters of these branches? In the case of a central bank ( or, more 
generally, an administrative agency), would the institution to be created 
once again be within the bounds of one of the three powers of govern­
ment ( even though possessed of a blend of powers from all three branch­
es) or could it be truly outside them all-a sort of fourth branch or 
power of government? Whatever the conclusion, the result would 
require delegation of authority from at least one of the branches that had 
been entrusted with it at the outset. In the ordinary case, this branch 
would be expected to be the legislature, which, by enacting a statute or 
granting a charter, would initially establish the new institution. The 
English philosopher John Locke argued with force, however, that leg­
islative authority could not validly be delegated. The basis of his argu­
ment rests on the familiar legal ground that power entrusted to an agent 
because of the latter's special fitness for the task to be performed cannot 
be transferred by that agent if it would contradict the purposes of the 
initial transfer: 

The Legislative cannot transfe r  the Power of Making Laws to any other 
hands. For it being but a delegated Power from the People, they, who have 
it, cannot pass it over to others . . . .  And when the people have said, We 
will submit to rules, and be govern'd by Laws made by such Men, and in 
such Forms, no Body else can say other Men shall make Laws for them; 
nor can the people be bound by any Laws but such as are Enacted by 
those, whom they have Chosen, and Authorised to make Laws for them. 
The power of the Legislative being derived from the People by a positive 
voluntary Grant and Institution, can be no other, than what the positive 
Grant conveyed, which being only to make Laws, and not to make 
Legislators, the Legislative can have no power to transfer their Authority 
of making laws, and place it in other hands. 5 

Nevertheless, despite the deceptive simplicity of this argument, it soon 
became obvious that the complexities of modern society and its economy 
cannot occupy every moment of the legislature ( or for that matter, of the 
executive or judiciary, concerning which the same logic can be applied): 

In  the modern State the bulk of legislation is so great that Parliament has 
not sufficient resources of time or personnel to concern itself with all mat­
ters of detail.6 

In  most countries, sooner or later, it is recognized that delegation of 
authority to specialized administrative agencies is necessary. 
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The advantages of administrative agencies are by now well-known. 
Administrative agencies can be created to concentrate technical knowl­
edge and acquire specialized experience in the field to be regulated. They 
can, moreover, be staffed by objective and nonpolitical experts rather 
than by politicians. In addition, various kinds of administrative agencies 
can be created to deal with particular tasks and to perform special roles 
within society. Different blends of the three powers can then be made 
according to the task or role to be addressed. Thus, in theory, an admin­
istrative agency can be created ( i )  with executive powers only, ( i i) with a 
mix of executive and judicial powers or executive and legislative powers, 
or even ( iii) with executive, legislative, and judicial powers.7 In practice, 
in accordance with their constituent charters or statutes, central banks 
may comprise a blend of elements of (i i) or even ( ii i) .  

A Central Bank's Authority 

In the context of an administrative agency, generally, and of a central 
bank, in particular, executive authority may include powers to interpret 
and enforce legislation, make inspections, and prosecute violations. In 
this context, legislative authority may include powers to prescribe rules 
that have the force of law and to establish licensing criteria. Finally, the 
judicial authority may extend to conducting hearings, following special­
ized adjudicative procedures, construing legislation, finding facts, making 
conclusions of law, arriving at binding determinations concerning one or 
more parties, and imposing sanctions.B (However, these functions are 
only characteristic of, or associated with, the particular authority, and, in 
any event, they are not necessarily mutually exclusive among the author­
ities. Thus, a legislature may conduct hearings as well as the judiciary, and 
the executive authority may, like the judiciary, need to interpret statutes 
in individual cases. However, the essence of the work of the legislature is 
not likely to be the conduct of hearings and the essence of the work of 
the executive is not likely to be its expertise of interpretation. )  

All these powers are useful to a central bank, and some of them are 
indispensable to its functioning. By way of example, the Federal Reserve 
is empowered to make inspections of member banks9 and bank holding 
companies and their subsidiariesiO and thus can exercise executive author­
ity. It may prescribe regulations! I that have the force of law on subjects 
within its jurisdiction and in this way exercise legislative authority. Finally, 
the Federal Reserve may hold hearings consonant with prescribed, spe­
cialized adjudicative procedures, 12 make binding determinations of facts 
and law concerning banks and bank holding companies, issue cease and 
desist orders,I3 remove officersi4 and assess civil money penaltiesiS 
against banks and other parties, and accordingly exercise judicial author-
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ity. However, since the range of responsibilities of central banks may vary 
from country to country, some central banks may require a fuller or less­
er array of powers than others. Thus, some central banks (such as the 
Federal Reserve) are charged with responsibility for bank supervision, 
while other central banks may be exempt from this responsibility ( the leg­
islators having charged another agency with such authority) .  In Canada, 
for example, the Office of the Superintendent of Financial Institutions, 
which is part of the Department of Finance ( reporting to the Minister of 
Finance), is the bank supervisory authority. In France, while the Bank of 
France exercises indirect authority over bank supervision, the Banking 
Commission, the Banking Regulations Committee, and the Credit 
Institutions Committee all play roles in this area. In Japan, bank super­
vision is the legal responsibility of the Ministry of Finance, although 
the Bank of Japan is also involved de facto. In Germany, the primary 
bank supervisory authority is the Federal Banking Supervisory Office, 
but it exercises its authority in close coordination with the Deutsche 
Bundesbank. 

To the extent that the responsibility of a central bank is increased, the 
scope of its powers may need to be augmented. However, to the extent 
that the responsibility of the central bank is circumscribed, the amplitude 
of its powers may be reduced. It follows that, if a central bank is not 
expected to make regulations binding on the banking community but 
must defer to the Ministry of Finance in this regard, the central bank may 
not need legislative authority. Similarly, a central bank can dispense with 
some degree of executive authority if, under its enabling act, it lacks 
authority to prosecute violations of the law and is expected in such cases 
only to recommend prosecution to the attorney general. 

To sum up, a central bank may be characterized as an administrative 
agency separate from the traditional three branches of government but 
possessing a blend of powers from each branch that is appropriate to the 
tasks appointed for it by the enabling legislation that creates the bank. 

Central Bank Accountability 

In recent years, a consensus has appeared in favor of central bank inde­
pendence. The justification for this independence is the belief that, insu­
lated from short-term political pressures, a central bank will be in a position 
to pursue long-term economic goals more effectively. Independence, how­
ever, is not the same as being unaccountable for one's actions. Thus, an 
administrative agency may take decisions on its own, but it may have to 
forecast, explain, and justifY its decisions. An administrative agency, then, 
while prizing its autonomy of decision and action, may nevertheless be 
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accountable to one or more of the three branches of the government-and 
to the public at large. If it is accountable to no one, the situation may give 
rise to the risks against which Montesquieu warned when the powers of 
government are combined. Depending on the importance of the adminis­
trative agency, these risks may range from subversion of good government 
to tyranny within the arena in which the agency exercises its jurisdiction . 

One may fairly ask, Why, if a combination of powers creates such risks, 
should a central bank (or, indeed, any administrative agency) be allowed 
to exercise them? The answer must lie in the increasing complexity of 
modern society, which requires the construction of such engines of inte­
grated power to resolve satisfactorily the matters before them. The alter­
native would seem to be an increasing accumulation of unresolved 
problems, the primary responsibility for which is denied haphazardly by 
various government offices. This seems to be the fate of those societies 
that would enter the modern world without the bureaucratic machinery 
adequate to its challenges. Max Weber, the eminent German sociologist, 
wrote that one prerequisite of the modern capitalist-industrial state is a 
professional bureaucracy. The development of that bureaucracy has thus 
given rise to the modern administrative state . As a measure of this neces­
sity consider, by way of example, one recent index of administrative 
growth in the United States: 

Here the not-entirely-symbolic measure is the Code of Federal Regulations 
( CFR). In its first year of publication, significantly 1939, the CFR consisted 
of sixteen volumes; last year it had expanded to 200 volumes, exceeding 
60,000 pages combined. As these numbers suggest, delegation may have 
come about because the world became too complicated tor Congress to 
handle alone, but it also enabled Congress to address more than it ever oth­
erwise would have on its own.I6 

It is submitted, therefore, that providing for adequate accountability of 
administrative agencies, whose inevitability must be acknowledged, is 
of utmost importance. 

In the case of a central bank, which is an administrative agency of 
unprecedented power, increasingly enjoying unparalleled independence, 
accountability may be conceived in terms of accountability of the bank to 
any or all of the three branches of the government, as well as to the pub­
lic. While the situation may differ from country to country in accordance 
with the legal traditions and evolution of each, it is of interest to focus on 
the possible methods of accountability, all of which have their analogues 
in the world today. It should be noted that, in order to preserve a prop­
er balance between autonomy and accountability, the elements of both 
may be qualified and conditional . Consider the ways in which a central 
bank may be made accountable for its actions. That it should be account-
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able at all follows from the realization that its nature and structure tend 
to insulate it from effective external control . The trick is to make it 
accountable to, but not to the extent that it is controlled by, one or more 
external powers. 

Central Bank Accountability to the Legislative Branch 

A central bank may be made accountable to the legislative branch. One 
way of providing for parliamentary accountability is to require regular 
examination of a central bank's performance by a select or standing com­
mittee of the legislature. In Sweden, this takes the form of having the cen­
tral bank report to a standing committee of the legislature . l 7  In the 
United States, the Federal Reserve must report tv.ice yearly to the bank­
ing committees of both the Senate and the House of Representatives on 
its monetary targets and its objectives and plans for the coming year. IS Not 
only are reports mandated, but it has also become a tradition for the 
Chairman of the Board of Governors to appear before the committees to 
testifY . Thereafter, each committee submits to its respective chamber of the 
legislature a report containing its views and recommendations with respect 
to the Federal Reserve's intended policies. In the United Kingdom, the 
Governor of the Bank of England appears before the House of Commons 
Treasury and Civil Service Select Committee on a regular basis . I9 
( However, the Bank, as an incorporated public body, is not directly 
answerable to the Parliament. Under U .K. constitutional doctrine, parlia­
mentary responsibility lies with a minister. ) In France, the Governor of the 
Bank of France annually addresses a report on the Bank's activities and on 
monetary policy to the President of the Republic and Parliament. The 
Governor may be asked to appear before the finance committees of the 
two chambers of Parliament. The accounts of the Bank and tl1e report of 
the statutory auditors are forwarded to the finance committees of the 
National Assembly and the Senate . 

The chief power of the legislature, the power of the purse, is deliber­
ately blunted in the case of most central banks because they almost invari ­
ably are invested with an autonomous power to decide on their own 
budgets without leave from their legislatures. Moreover, the power to 
decide on their own budgets is not merely theoretical . It is buttressed by 
the fact that most central banks are highly profitable institutions (even 
though profit maximizing is not usually among their purposes and should 
not be regarded as a measure of their efficiency) .  Accordingly, unlike 
most other parts of the government, central banks do not have to depend 
on their parliaments for their finances ( although they may have to 
account for them to the legislative or to the executive branches of their 
governments) .  In this respect, most central banks must submit to inde­
pendent audits in accordance with the terms of their statutes. 
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Central Bank Accountability to the Executive Branch 

A central bank may be accountable to the executive branch. I t  is the 
executive branch that appoints the governor of a central bank and its 
board of directors. ( It may do this with the advice and counsel of the 
legislature in some countries. ) It is also the executive that may remove 
these appointees. Thus, in the United States, the seven members of the 
Federal Reserve Board are appointed by the President with the advice of 
the Senate.20 However, the power of the executive branch to dismiss the 
central bank officials that it has appointed cannot be unfettered. Even as 
the chief power of the legislature (over the purse ) is blunted in the case 
of a central bank, so the power to relieve the governor and the board 
members of their offices is also commonly hedged about with qualifica­
tion. These persons do not serve merely at the pleasure of the appoint­
ing authority as might be the case if they were officers of the executive 
branch. In order to assure them sufficient independence of action, the 
causes for their dismissal must be limited. By way of illustration, Article 
l 0 of the French central bank act provides that governors of the Bank of 
France may be relieved from office only if they no longer fulfill the 
conditions required for the performance of their duties or if they have 
been guilty of serious misconduct.21  In the United States, the members 
of the Board of Governors of the Federal Reserve System can be 
removed from office only for cause,22 a concept that is subject to judi­
cial interpretation .  

In  addition to the power to  appoint and dismiss, in  some countries the 
executive branch may also exercise influence over a central bank through 
an express power of direction. Thus, the Bank of England Act 1946, 
which nationalized the Bank of England, provides a general statutory 
power in the Treasury to issue to the Bank such directions "as, after con­
sultation with the Governor . . .  they think necessary in the public inter­
est. "23 Similar powers of direction may be found in the Canadian and 
Australian laws. 

Central Bank Accountability to the Judicial Branch 

Sovereign Immunity 

A central bank may be accountable to the judicial branch. The 
jurisprudence of many countries recognizes a general rule that the 
sovereign cannot be sued without its consent. The basic rationale for 
this rule is that an unfettered right to bring private claims against the 
state would hamper the effective functioning of the government. This 
general rule, however, may be subject to statutory exceptions that are 
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intended to waive immunity for certain purposes. Under English law, 
since the enactment of the Crown Proceedings Act 1947, the liability 
of the Crown and other public authorities is recognized in order to 
grant recovery to a citizen for damages in tort and other enumerated 
claims.24 Under French law, the principle of administrative liability 
( responsabilite) is also accepted, pursuant to special rules of administra­
tive law, and extends to all public authorities.25 As stated by one author­
ity in the area: 

This principle is expressed in the judgment of the Tribunal des Contlits in 
Blanco (TC 8 February 1 873) as follows: 

Considering that the liability which may fal l  upon the state tor damage 
caused to individuals by the act of persons which it employs in the pub­
lic service cannot be governed by the principles which are laid down in 
the Civil Code for relations between one individual and another: that 
this liability is neither general nor absolute: that it has its own special 
rules which vary according to the needs of the service and the necessi­
ty to reconcile the rights of the state with private rights.26 

In other countries, the central bank, generally recognized as a govern­
mental instrumentality, may be subject to suit under its constituent law 
or under one of the exceptions carved out of the doctrine of sovereign 
immunity by a general statute regulating suits against the government. 
However, the liability of the central bank and its officers may be circum­
scribed. Thus, Section 44H of Trinidad's Central Bank Act provides that 
the central bank, its directors, and officers are not subject to liability in 
respect of acts done or omitted in good faith and without negligence.27 
Moreover, the U.K. Banking Act 1987 contains a similar provision, which 
is discussed subsequently.28 

In the United States, Congress enacted the Federal Tort Claims Act, 
which waives in large measure the tort immunity of the government ( sub­
ject to significant exceptions) .  The waiver permits the government to be 
sued for damages 

caused by the negligent or wrongful act or omission of any employee of the 
Government, while acting within the scope of his office or employment, 
under circumstances where the United States, if a private person would be 
liable to the claimant in accordance with the law of the place where the act 
or omission occurred.29 

However, overriding this provision are two exceptions that are particu­
larly noteworthy. The first is "any claim for damages caused by . . .  the 
regulation of the monetary system,"30 the traditional province of a cen­
tral bank. The other exception applies to claims based on "the exercise 
or performance or the failure to exercise or perform a discretionary func-
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tion or duty on the part of a federal agency or an employee of the 
Government, whether or not the discretion involved be abused. "3 1 The 
latter exception has been held by the U.S.  Supreme Court to bar claims 
against federal bank supervisory agencies for negligent supervision of 
savings and loan operations.32 In this connection, as is addressed subse­
quently, the reach of the exception has been particularly effective in 
defining the duties of the bank supervisors in the context of bank 
failures. 

In appropriate circumstances, banks and other persons who have suf­
fered an invasion of their rights by a central bank or its officials must have 
the right to sue for relief. However, this right, especially as it involves 
judicial review of the decisions of a central bank, may need to be quali­
fied. To understand how this judicial review may be qualified, it is instruc­
tive to consider the matter generally in the context of the exercise by an 
administrative agency of its powers. The particulars of three central banks 
are then examined by way of illustration: the Bank of England, the Bank 
of France, and the Federal Reserve . 

The Right to Sue an Administrative Agency: The Central Bank 

General 

The administrative law of countries may be classified into two general 
categories. One category, typified by the United States, the United 
Kingdom, and countries whose laws derive therefrom, permits judicial 
review by the same general court system that presides over litigation gen­
erally. In such countries, courts of general jurisdiction consider both pri­
vate causes of actions and those that involve the state. 

The second category recognizes a separate system of administrative 
jurisdiction and law, so that countries with such a system have, in fact, 
two systems of courts. France was the leader in establishing a separate 
jurisdiction of courts presided over by the Conseil d'Etat and guided by 
a body of judge-made law (the droit administratij).33 Most Western 
European countries follow the French practice of this parallel jurisdic­
tion,34 as do non-European countries whose laws are derived from or 
influenced by the French legal system. In all the systems oflaw examined, 
the reviewing court is ordinarily reluctant to substitute its judgment for 
that of the administrative agency whose action is challenged. The judicial 
review is thus limited in accordance with the relevant jurisprudence that 
has arisen under the particular system of administrative law. 
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United Kingdom 

Under English law, several general grounds for judicial review of 
administrative actions are recognized.35 The first ground is error of law 
("illegality"), where, for example, an agency attempts to exercise author­
ity that it does not possess so that it acts ultra vires, or the agency abus­
es the power that has been entrusted to it. The second ground is 
unreasonableness ("irrationality"), where the agency exercises a power in 
an unreasonable manner so as to bring into play the rules of the 
Wednesbury case,36 which are concerned with the abuse of discretionary 
powers. The Wednesbury rules have been summarized as involving four 
propositions: 

( l) an authority must not be at1ected by immaterial, or ignore material, con­
siderations; (2 )  it must direct itself properly in law; ( 3)  it must not act in 
such a way that it can be said of it that no reasonable authority, properly 
directing itself to what was material, could have concluded that it was enti­
tled so to act; and ( 4) in reviewing the acts of an authority the court will not 
substitute its own view of how a discretion should be exercised for that of 
the authority entrusted by Parliament with the discretionY 

The third ground has sometimes been described as breach of the princi­
ples of natural justice, but it appears to involve in practice procedural 
impropriety, such as failure to follow procedural rules that are expressly 
prescribed by statute. 

The Banking Act 1987 provides a large measure of statutory immuni-
ty from liability for the Bank of England. Section l ( 4) of that Act states: 

( 4) Neither the Bank nor any person who is a member of its Court of 
Directors or who is, or is acting as, an officer or servant of the Bank shall be 
liable in damages tor anything done or omitted in the discharge or purport­
ed discharge of the functions of the Bank under this Act unless it is shown 
that the act or omission was in bad faith .3R 

Two observations can be made about this provision . First, by its terms, 
the immunity from liability is not accorded if the act or omission of the 
Bank was in bad faith. Second, the scope of the immunity extends only 
to the Bank, its directors, and staff-but not to its agents or to the audi­
tors of the banks. 

Section 1 ( 4) of the Banking Act 1987 does not pre-empt the field in 
its entirety. There is a special procedure for reviewing certain decisions of 
the Bank of England.39 These decisions deal with the refusal of an appli­
cation by an institution for authorization, the restriction or revocation of 
such authorization, or with a direction by the Bank in connection with 
the revocation or restriction of its authorization. The institution and 
affected persons may appeal such decisions to a Banking Appeal Tribunal 
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consisting of a barrister, solicitor, or advocate who serves as chairman and 
two other members having accountancy and banking experience. The tri­
bunal decides whether the decision challenged was unlawful or not justi­
fied by the evidence on which it was based. It may confirm or reverse the 
decision but has only limited power to vary it. The tribunal has conclud­
ed that this procedure imposes on it a responsibility for forming its own 
judgments on whether decisions and findings of the Bank were justified 
by the evidence on which they were based so that, in effect, the 
Wednesbury tests of unreasonableness do not apply to circumscribe the 
scope of its jurisdiction. The institution or other person-or the Bank 
itself-may appeal to a higher court on any question of law arising from 
the decision of the appeal by the tribunal. If the court considers that the 
decision was erroneous in point of law, it will remit the matter to the tri­
bunal for rehearing and determination. 

Some persons have sought to fasten liability on the banking supervisor 
by claiming that regulatory activities conducted by it, if improperly per­
formed, may constitute breach of statutory duty, negligence, or the tort 
of misfeasance in public office. The latter would allow the conclusion that 
the Bank or its officer was acting in bad faith and, hence, was no longer 
within the statutory immunity of Section l ( 4)  of the Banking Act 1987.  
Two cases are relevant. In Yuen Kun-yeu v. Attorney General of Hong 
Kong40 and Davis v. Radcliffe,41 when a deposit-taking institution in 
Hong Kong (in the former case) and a bank in the Isle of Man (in the lat­
ter case) failed, depositors who stood to lose as a result of the failure 
brought suit for damages against the respective supervisory agencies. In 
the Davis case, the theory was that the supervisor's negligence caused 
damage to the plaintiffs. In the Yuen case, the alleged failure of the bank­
ing supervisor to exercise reasonable care was supplemented by the asser­
tion of plaintiffs that by continuing to confer a registered status on the 
failing institution the supervisor had in fact misrepresented its financial 
condition as creditworthy. In both cases, the Privy Council held for the 
bank supervisor on the ground that the supervisor owed neither a statu­
tory42 nor a common law duty to depositors or potential depositors to 
take reasonable care in the exercise of its powers and duties. These cases 
were favorably cited by the court in litigation against the Bank of England 
based on the theory of misfeasance in public office in the aftermath of 
the failure of the Bank of Credit and Commerce International. 43 

France 

In France, as in England, under general principles of law an adminis­
trative court will not substitute its discretion for that of the administra­
tive agency. Moreover, the administrative agency is protected from 
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interference by ordinary courts under the doctrine of separation of pow­
ers. A complainant who seeks the annulment of an administrative act may 
file an application for annulment based on four grounds: (i) incompe­
tence (incompetence), (ii) defect in form (vice de forme), (iii) violation of 
law (violation de la loi), and (iv) abuse of power (detournement de pou­
voir).44 The first of these grounds signifies that the administrative agency 
lacks the jurisdiction to take the decision in question. The second ground 
encompasses a procedural irregularity of consequence. In this connec­
tion, it is important to note that the Law of 1 1  July 1979 requires that 
reasons for administrative decisions be stated in writing and with preci­
sion. The third ground arises if the administrative agency violates a pro­
vision of a law, regulation, decree, or the general principles of law. The 
fourth ground involves a consideration of whether the motives that 
inspired the action of the administrative agency were those that were in 
the contemplation of the legislature. One authority, comparing English 
and French law, has characterized the situation as follows: 

It seems that in France the administrative courts will review an administra­

tive act where there has been any of the following forms of misuse of an 

administrative power: 

(a) obstruction to the course of justice; 

(b) fraud on the law; 

(c) some act inspired by a partisan rather than the public interest; 

(d) an act done in the interests of a third party; 

(e) an act inspired by political passion; 

(t) an act inspired by a public interest other than that which caused the 

creation of the power ("wrong motive"). 

English law, in spite of sweeping dicta which can be found in some of the 

cases, does not yet go as far as this.45 

Cases have given rise to important interpretative doctrines.46 

Unlike the Bank of England, the Bank of France does not enjoy statu­
tory immunity from suits. Article 22 of the Law No. 93-980 of August 4, 
1993 provides that suits in respect of the internal administration of the 
Bank or between the Bank and members of the Monetary Policy Council, 
members of the General Council, or its agents are within the administra­
tive jurisdiction (administrative courts, administrative courts of appeal, 
and the Conseil d'Etat). Other suits, depending on their nature, may be 
brought in civil, commercial, or administrative courts. While the Bank of 
France plays a role, banking regulation and supervision functions are 
exercised by authorities distinct from the Bank. Notable among these is 
the Banking Commission. Since the latter lacks legal personality, it is 
the State's responsibility that would be engaged in the event of liability. 
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The Conseil d'Etat has recognized, in principle, the liability of the State 
for a deficient exercise of supervision by the Banking Commission but 
establishing such liability would require the proof of faute lourde on the 
part of the Banking Commission. 

United States 

Under U .S.  jurisprudence, when an administrative agency exercises 
adjudicatory powers, it performs three tasks. First, it interprets the law 
that it is charged to implement. Second, it fmds facts concerning the sit­
uation to which it will apply to law. Third, it exercises discretion in apply ­
ing the law to the facts. It may be expected that a U.S. court that reviews 
the adjudicatory action of an administrative agency, like its counterparts 
in the United Kingdom and France, will tend to treat such action with 
some degree of deference to its expertise. However, the degree of defer­
ence may vary according to the task reviewed. Generally, the U.S. court 
will be inclined to give less deference to the legal conclusions of the agen­
cy than to its findings of fact or the scope of discretion. This is because 
the court may consider itself as competent as the administrative agency in 
interpreting law. A court may not enjoy this status in respect to complex 
fact-finding or technical issues of discretion.47 

In the United States, specific legislation was enacted in the form of the 
Administrative Procedure Act of 1946, which sets out the essentials of 
administrative justice that are binding on all federal administrative agen­
cies and subject to federal court review.48 The act provides a number of 
limited grounds on which a court can reverse a decision of an adminis­
trative agency.49 Two clauses deal with questions of law: whether the 
Constitution has been violated50 or the agency has exceeded its statutory 
authority.51 Two clauses deal with facts: whether the agency's action, 
findings, or conclusions are unsupported by substantial evidence52 or 
(exceptionally, where there is a de novo trial) whether these are unwar­
ranted by the facts. 53 One clause concerns law, facts, or discretionary mat­
ters found to be arbitrary, capricious, an abuse of discretion, or otherwise 
not in accordance with the law.54 Another clause deals with procedural 
error. 55 In actions against federal administrative agencies that seek relief 
other than for money damages, the defense of sovereign immunity is 
waived by express provision of the Administrative Procedure Act. 56 Thus, 
that defense is not available if the plaintiff seeks to compel the agency to 
act or to set aside one of its actions. 

While tort claims57 against a federal administrative agency may be 
brought under the Federal Tort Claims Act,58 important exceptions to 
this act bar recovery under its provisions, including where government 
officials exercise a discretionary function, 59 even if they abuse their dis-
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cretion. In one case, the federal regulator of a savings and loan institution 
removed from its management the chairman of the board, who was also 
its largest shareholder. Thereafter, the regulator became continuously 
involved in the institution's business operations. When the deposed chair­
man sued, charging that the incompetent actions of the regulator had 
destroyed the institution, the U .S. Supreme Court held that the regula­
tor was protected under the exception from the Federal Tort Claims Act 
in favor of discretionary acts. The Supreme Court held that this excep­
tion encompasses not only acts on a policy or planning level but also day­
to-day management at an operational level.60 It has also been held that 
the Federal Tort Claims Act modified the sue-and-be-sued doctrines con­
tained in the statutes of particular federal administrative agencies (such as 
the Federal Deposit Insurance Corporation (FDIC))6 1  by making the suit 
under that act the exclusive remedy for torts, whether covered by the act 
or excepted from it.62 

Turning to litigation that has been brought against the Federal 
Reserve, it is instructive to consider two U.S. cases that dealt with the 
monetary powers of the central bank. In both cases, the courts protected 
the monetary powers of the central banks from suit by private parties 
claiming damage from their exercise. In Horne 11. Federal Reserve Bank of 
Minneapolis,63 the court affirmed the judgment of the lower court that 
dismissed an action brought to restrain the Federal Reserve Banks from 
issuing currency on the contention that such issue constitutes coining 
money in violation of the U.S.  Constitution, which leaves this function 
to Congress. The court affirmed the dismissal on the ground that the 
plaintiffs had no standing to sue . It stated: 

[ C]ases are unanimous which point out that an injury to be justiciable must 
be peculiar to the particular plaintiff� and not one suffered by all similarly sit­
uated persons in common. Absent personal injury or damage, the plaintiffs 
here do not have the requisite standing to question the constitutionality of 
the above-referred-to statutes, or any other statutes, in the courts of the 
United States.64 

Reference may also be made to Raichle v. Federal Reserve Bank of New 
York,65 involving the dismissal of a bill in equity to restrain the Federal 
Reserve Bank from engaging in open market operations and fixing a 
rediscount rate. The Court of Appeals stated: 

It would be an unthinkable burden upon any banking system if its open mar­
ket sales and discount rates were to be subject to judicial review. I ndeed, the 
correction of discount rates by judicial decree seems almost grotesque, when 
we remember that conditions in the money market often change from hour 
to hour, and the disease would ordinarily be over long before a judicial diag­
nosis could be made.66 
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Moreover, Bryan v. Federal Open Market Committee67 involved dismissal 
for lack of standing of an action challenging the powers of the Federal 
Open Market Committee. 

The principle involved in the cases that test the monetary powers of a 
central bank is that petitioners must have a direct personal interest in the 
administrative action that is challenged. They cannot bring an action on 
a theoretical ground or one that purports to be grounded in the interest 
of the community generally. This principle is recognized as well by the 
French Conseil d'Etat. French petitioners who seek to annul an adminis­
trative act must show that they have a personal interest in having the act 
annulled.68 In the words of one authority: 

The Council of State applies the well-known procedural principle: "�o 
interest, no action." It does not mean to deal with the petitions of persons 
who, not having any personal interest in the annulment of the challenged 
act, may have acted out of pure chicanery.69 

A central bank may also have bank supervisory authority that may be 
challenged in the courts. In a number of countries, cases have arisen 
against the central bank or other bank supervisor in which the plaintiff 
sought recovery on the ground that it was the negligence of the bank 
supervisor in failing properly to regulate a bank that caused damage to 
the plaintiff. Sometimes the plaintiff has argued that the banking super­
visor should have warned the plaintiff and others in the plaintiff's posi­
tion about the deteriorating condition of a bank or the irregularities of 
its business. The response of the supervisor has often been that, because 
its duty is statutory in nature and limited to the particular objectives of 
the statute, no duty is owed to the plaintiff. In the United States, this 
argument is bolstered by the discretionary function exception to the 
waiver of sovereign immunity referred to above . The outcome of such 
litigation has mainly been in favor of the bank supervisory agency. By 
way of example, it has been decided in the United States that in the ordi­
nary course of regulation the Federal Deposit Insurance Corporation 
owes no duty to a bank or its officers and directors. ( However, if the 
FDIC goes beyond its normal regulatory activities and substitutes its 
decisions for those of the bank officials, there is some authority for the 
proposition that it may assume liability)_?O That agency cannot be held 
liable for failure to warn bank officers and directors about misfeasance 
that it discovers during its routine inspection.7 1  Similarly, it has been 
held that there is no duty on the bank supervisory agency to warn share­
holders72 or depositors.73 The issue has been litigated in Germany, ini­
tially with a different result. When the German Federal Court of Justice 
ruled in 1979 that in certain circumstances the Federal Banking 
Supervisory Office had a duty to protect depositors if it became aware 
of particular risks,74 the Banking Act was amended to read75 that "the 
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Federal Banking Supervisory Office performs [ its ] functions . . .  in the 
public interest only. "76 

Central Bank Accountability to the Public 

In addition to formal accountability to one or more of the three 
branches of government, a central bank may have accountability to the 
public. This accountability may take the form of providing the public 
with access to information, records, and meetings. 

Federal Reserve 

In the United States, central bank accountability to the public is main­
tained in several ways. First, information is conveyed to the public in the 
form of daily Federal Register notices of proposed rule making, public hear­
ings, and final rules. Weekly statements of the financial conditions of the 
Federal Reserve Banks are published. A monthly publication includes regu­
lations, statements of policy, interpretations, notices, and orders of ad judi ­
cations. Second, the public has access to minutes of meetings of the Federal 
Reserve Board, subject to certain exemptions77 and after a certain delay in 
time_78 In addition, a report on the deliberations of the Federal Open 
Market Committee is released to the public approximately one month fol ­
lowing each meeting_79 Third, meetings of the Federal Reserve Board are 
open to the public except where the Board determines that disclosure of 
information may lead, among other things, to speculation on the financial 
markets, frustration of a proposed action by the Board, or the instability of 
a financial institution. 80 Finally, the Board is audited by a public accounting 
firm, and the report is published in the Board's annual report.8 1 

Bank of England 

In the United Kingdom, the Bank of England prepares an annual 
financial report, Report & Accounts. The financial statement of the 
Banking Department generally complies with the accounting provisions 
of the Companies Act 1 985 ,  which is not formally applicable to the 
Bank.82 Also, "the statements of account of the Issue Department are 
drawn up in accordance with provisions agreed between the Bank and 
HM Treasury to implement the requirements of the Currency and Bank 
Notes Act 1 928 and the National Loans Act 1 968 . "83 Both the financial 
statement and the statements of account are reviewed by private audi­
tors.84 Details of monthly meetings between the Chancellor of the 
Exchequer and the Governor of the Bank are published within about six 
weeks. 
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Together with the annual financial report, the Bank of England pub­
lishes a weekly accounting, Return, in the London Gazette. Return is also 
displayed in the lobby of the Bank, and available to the public at the 
Bank.85 The Bank also publishes a quarterly Inflation Report, which is an 
account of the factors that may affect inflation and an analysis and pro­
jections underlying the Bank's advice to the Chancellor on monetary pol ­
icy,86 as well as the Quarterly Bulletirl, which is a collection of research 
papers on monetary analysis.87 In addition, the Bank submits to the 
Chancellor of the Exchequer and publishes an annual report on its super­
visory activities, copies of which are laid by the Chancellor before 
Parliament. 88 Since April 199 3, the minutes of the monthly meetings 
between the Chancellor and the Governor have been published. The ini­
tiative for this change came from the Treasury Department, but a report 
from the Treasury and Civil Service Select Committee on the role of the 
Bank of England also called for the change.89 However, it is the 
Chancellor, not the Bank's Governor, who is responsible for explaining 
changes in interest rates to the public .90 

Bank of France 

In France, the Bank of France publishes weekly statements on its finan­
cial position in the Journal Oj]iciel, pursuant to the requirement to do so 
set forth in Article 34 of the central bank act. Furthermore, the public has 
access to information prepared by the Bank of France and published by 
the Minister of Economic Affairs and Finance regarding the balance of 
payments and net external position of the country. The Bank also pub­
lishes the Bulletin de Ia Banque de France and other periodicals. 

Conclusion 

Evolutionists recognize a principle called evolutionary com>e'(_qmce.91 In 
accordance with this principle, different families of animals, although 
genetically distinct, may tend to evolve representatives that resemble one 
another in function when faced with the same external stimuli . It is sub­
mitted that the principle of evolutionary convergence may apply to cen­
tral banks, as well .  Central banks are related to each other in some general 
ways : they arc all administrative agencies separate from the traditional 
three branches of government but possessed of a blend of powers appro­
priate to the tasks assigned to them. Although not all these tasks are the 
same for each institution, they share enough of them to create similarities 
of organization and function. The execution of common tasks requires 
them to confront similar external factors. This activity produces recog­
nizable patterns of behavioral response common to central banks. It is 
submitted that these institutions may then be able to anticipate from the 
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expenence of their peers certain patterns that are likely, in time, to 
become their own. 

One important direction in which contemporary central banks are 
being drawn is toward greater autonomy. However, this movement car­
ries a corollary that can be delayed, if at all, only for a limited period of 
time. The accepted corollary of autonomy is accountability (and the 
transparency that this implies).92 The process has affected more than one 
central bank and, it is submitted, will continue to affect them all. While 
accountability must inevitably accompany autonomy, it may do so in ways 
that need not compromise the essentials of either. It may be instructive 
to consider the views of the U.K. Select Committee on Nationalized 
Industries some years ago in counseling to the Bank of England a publi­
cation of full accounts: 

Your Committee regard it as wholly inappropriate that a public body should 
be accountable to nobody. The Bank's argument that the Court [ board of 
directors] is responsible for the proper running of the Bank appears to miss 
the point. It is not enough that "a highly responsible body" such as the 
Court [board of directors] "each and every member of which is appointed 
on the recommendation of the Prime Minister" should control what the 
Bank does .... The Governor said that the Court of the Bank was respon­
sible to the country for the proper conduct of the Bank . . .  but up to now 
the country has been quite unable to judge whether the Bank has been prop­
erly conducted . . .  Y3 

Other central banks publish accounts in varying degrees of detai l .  Other 
central banks enjoy varying degrees of independence. Your Committee have 
no reason to believe that the degree of independence enjoyed by central 
banks is in inverse proportion to the amount of information they publish 
about their accounts: the two factors are quite unconnected. Your 
Committee tail to see how the publication of accounts by the Bank of 
England could in any meaningful way damage the Bank's independence. 
Publication in itself would not deprive the Court of the responsibility, given 
it under the Act, tor the organisation ofthe Bank, its staffing, its methods of 
working, its investment policy, and its relations with its customersY4 

The movement toward accountability can only be accelerated by 
the plethora of banking innovations and developments that central 
banks must address as the century draws to a close.  It is unlikely that 
any central bank can guarantee that its approach to each of these 
developments will be unassai lable. I ts decisions and their conse­
quences must be perceptible to, and challengeable by, the public, 
debatable in  parliament, and, reviewable if  necessary in  courts or 
other appropriate forums of redress. It is with this consideration in 
mind that this volume explores some of the leading developments, 
both systemic and particular. 
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The subjects treated in this volume attempt to place the central bank 
in the contexts of rapidly changing developments. The contexts, in a 
decreasing order of magnitude, include developments at the level of the 
international financial institutions, on the regional level in the European 
Community and NAFTA, and then at a country-specific focus. An impor­
tant current theme is explored: bank supervision . It is pursuant to this 
authority that the central bank is most likely to encounter the rapid inno­
vations that are sweeping the banking industry. Finally, topics reflecting 
recent innovations of special interest to central banks are explored in the 
areas of payment systems, securities transfers, foreign exchange trading 
agreements, derivatives, and securitization. 

This volume is the fourth in a collection of revised proceedings of sem­
inars that have been sponsored by the International Monetary Fund's 
Legal Department, in conjunction with the IMF Institute, for general 
counsels of central banks. The volume, which reflects topics originally 
addressed at the 1994 seminar, contains the collected views of many of 
the foremost thinkers and actors in the field of banking, having particu­
lar reference to the legal aspects of the matters discussed. Following the 
main papers of the proceedings are the remarks of a number of distin­
guished commentators. Each of these commentators offers a distinct per­
spective on a given subject. The views expressed in the various papers and 
commentaries are those of the authors and should not be interpreted as 
reflecting the views of the International Monetary Fund or any other 
institution. 

* * * 

Mr. Gianviti begins by tracing the history of the International 
Monetary Fund from its roots in the United Nations Monetary and 
Financial Conference of 1944; in this connection, he mentions the three 
amendments of the Fund's Articles of Agreement. The focus of his chap­
ter concerns features that make the Fund different from other organiza­
tions. He points out that international organizations gradually tend to 
expand their activities, and consequently, i t  becomes increasingly difficult 
to define an organization's mandate and to tell what makes it different 
from others. Some of the distinctions between organizations can be 
attributed to their charters, while others are the result of practice. He 
provides two examples that illustrate how the Fund is different: (i) its 
provision of financial assistance to its members; and (ii) the nature of state 
succession in the Fund. With respect to the first example, the Fund's 
financial assistance to its members is subject to different rules, depending 
on whether the resources are from the General Resources Account ( avail­
able to all members), the Special Disbursement Account (available, in 
fact, only to developing countries with the lowest per capita income), or 
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Administered Accounts (available for the specified purposes for which the 
account was established) .  Using the General Resources Account as a 
model, Mr. Gianviti identifies three themes that illustrate unique aspects 
of the Fund as a financial institution. First, the purpose of the Fund's 
assistance is to help member countries solve their balance of payments 
problems while avoiding recourse to exchange restrictions on current 
international transactions that might tempt a member faced with a short­
age of foreign exchange. Second, the technique by which the Fund pro­
vides assistance in the General Resources Account is not in the form of 
loans but rather in the form of exchanges between the requesting mem­
ber's currency and an equivalent amount of either another member's cur­
rency or Special Drawing Rights. Third, whether the Fund authorizes a 
purchase or approves a stand-by arrangement, the use of its resources is 
subject to conditions that are related to the purpose of the assistance, 
namely, to solve the member's balance of payments problems without 
resorting to measures destructive of national or international prosperity. 
In addition, the conditions are also intended to safeguard the Fund's 
resources. Turning to the second example of a specific legal feature of the 
Fund, Mr. Gianviti notes that in the history of the Fund there have been 
several cases of changes in the legal status of members when, for exam­
ple, a member has absorbed a nonmember, a member has merged with a 
nonmember, or two members have merged. However, he points out that 
more difficult problems can arise when territories within a member state 
become independent. This may occur through secession from, or even 
dissolution of, a member. In the absence of any explicit provision in the 
Articles of Agreement on state succession, he notes that innovative 
answers to the questions raised by state succession had to be developed. 
In this connection, he describes the dissolution process by which succes­
sors of the Socialist Federal Republic of Yugoslavia and those of 
Czechoslovakia were deemed to have continued the membership of their 
predecessors in the Fund. 

Mr. Holder considers the relationship between the International 
Monetary Fund and the United Nations. He notes that both the UJ'.; and 
the Fund are subjects of international law with explicitly conferred legal 
personalities. He reviews the negotiating history and analyzes provisions 
of the Agreement Between the United Nations and the International 
Monetary Fund, which came into force on November 15 ,  1 947. He 
points out that, although the Fund is a specialized agency within the 
meaning of the UN Charter, it is not a specialized "agency" (or agent) of 
the UN. He emphasizes that influence on the decisions of the Fund by 
political bodies is not countenanced. He describes how the Fund's inde­
pendence was put to a test in the case of its relations with one of its mem­
bers. Mr. Holder explains that, in its deliberations and communications 
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in this case, the Fund took the position that all organs of the Fund were 
required to adhere to the Articles of Agreement. Under the Articles, the 
rights of a member must be respected, including the member's entitle­
ment to use Fund resources, in accordance with Fund policies on the use 
of Fund resources and subject to the decision of the Executive Board. He 
explains why the Fund is not obligated to carry out the decisions of the 
UN Security Counci l .  He then considers why the Fund is exempt from 
having the UN review its budget. Mr. Holder also describes how the two 
organizations cooperate in areas such as reciprocal representation, con­
sultations and recommendations, and exchange of information. In addi­
tion, reference is made to a special report that in part discusses the 
relationship of the Fund and the UN. 

Mr. Munzberg focuses on specific issues regarding the Special Drawing 
Right (SDR). He notes a proposal for an allocation of SDRs and the pos­
sibility of targeting increased amounts of SDRs to particular groups of 
members, specifically new members of the Fund. He describes this 
renewed interest in the SDR as a positive development. Mr. Munzberg 
surveys the history of the SDR, noting that the SDR Department was 
created a quarter of a century ago through the First Amendment of the 
Articles of Agreement and that the Second Amendment added to the 
Articles the objective of making the SDR the principal reserve asset. He 
then considers the proposal for a general allocation and the reasons justi­
fYing such an allocation. He notes that the needs of individual members 
or groups of members do not justifY an allocation. Instead, it is the need 
of the world economy as a whole for supplementation of reserves that 
forms a basis for an allocation of SDRs. Mr. Munzberg explains why a 

proposal was made, but not adopted, to cancel all or part of the existing 
SDRs and then to allocate at least the equivalent amount of SDRs on the 
basis of current quotas. He notes that the Fund continues to study how 
to increase the amount of SDRs and make available SDRs to all member 
countries .  

Mr. Rigo considers the Global Environment Facility ( GEF), which, 
without a legal personality of its own, is intended to provide an umbrel­
la for cooperation between existing organizations. This facility promotes 
the financing of projects that are deemed to benefit the global environ­
ment. It  was restructured and given a permanent status in 1994 . He 
states that the GEF was initially an experiment of international coopera­
tion to finance activities for enhancing the global environment. He notes 
that the GEF's unique features make it an interesting case study of an 
international organization. The issues that arise include how existing 
structures are used to achieve new objectives, how they are modified in 
the process, and how new structures come into being. He describes 
the pilot phase of the GEF; the roles of the International Bank for 
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Reconstruction and Development, the United Nations Development 
Program, the United Nations Environment Program, and participating 
states in the GEF; and the funding of the GEF. He mentions the 
Montreal Protocol and the establishment of the Interim Multilateral 
Fund, which was created to assist developing countries in meeting their 
obligations under the Protocol. He points out that, as early as 1992, the 
participants of the GEF agreed that its structure should be adjusted to 
play a permanent role beyond the pilot phase. Mr. Rigo concludes by 
describing the two-year negotiating process that established the perma­
nent GEF, the instrument negotiated, and the GEF structure, including 
its Assembly, Council, and Secretariat. 

Ms. Sullivan provides an overview of developments at the 
International Finance Corporation ( IFC). The IFC, a member of the 
World Bank Group, promotes development in its member countries by 
supporting the private sector. It is the world's largest source of direct 
investment for private project development in developing countries, lend­
ing money to, and investing its funds in, such projects, as well as helping 
to mobilize funds from other lenders and investors. Ms. Sullivan notes 
that the worldwide trend of moving away from government control of 
the economy and toward greater encouragement of private initiative and 
the development of a viable private sector has confronted the IFC with a 
special challenge and a special burden. She discusses the IFC's role as a 
project investor and its function as a mobilizer of resources. Ms. Sullivan 
notes that the IFC provides technical assistance to economies in transi­
tion. She provides examples of assistance in privatization projects and 
financing of basic infrastructure projects. Finally, using a power project as 
an example, she discusses the risks involved: foreign exchange risk, com­
mercial risks, and political and governmental risks . 

Mr. Newburg examines some of the legal issues that have arisen dur­
ing the early years of the European Bank for Reconstruction and 
Development's existence. First, he distinguishes the Bank's charter from 
those of other international financial institutions. He notes that the Bank 
has a unique mandate: to support the transformation of the countries of 
Central and Eastern Europe into market-oriented democratic societies 
while promoting in all of its activities environmentally sound and sus­
tainable development. Second, he addresses the issues arising from 
changes in the countries constituting the Bank's membership. Issues 
relating to eligibility for membership and the dissolution of the U .S.S .R. ,  
Yugoslavia, and Czechoslovakia are discussed. Third, he  examines the pri­
vate sector focus of the Bank's charter. In particular, Mr. Newburg points 
out that the Bank's charter imposes quantitative constraints on its state 
sector operations by requiring that not more than 40 percent of the 
Bank's resources be committed to the state sector of the recipient coun-
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tries as a whole during the first two years of the Bank's operations and 
during each fiscal year thereafter. Then, he analyzes the Bank's relation­
ships with other international financial institutions, specifically focusing 
on the coordination of the Bank's policies and the World Bank's negative 
pledge clause. Mr. Newburg closes by stating that, in order for the 
European Bank for Reconstruction and Development to serve its object 
and purpose, it will continue to be necessary to adapt its legal norms to 
the rapidly changing environment in which it operates. 

Ms. Lichtenstein analyzes how the European Monetary Institute 
(EMI)  has been charged to prepare for the third stage of European 
Monetary Union, which is to occur not later than January l ,  1 999, and 
what authority it may or may not have over the national central banks of 
the member states of the European Union. She concurs with others who 
would characterize the role of the EMI as more of a power of influence 
than a power of decision. Her central thesis is that the European System 
of Central Banks ( ESCB), which will comprise the European Central 
Bank and the national central banks after the third stage begins, will not 
be a "system" at all. She argues that it will be a Union central bank, a 
Community organ, with "lawmaking" powers and access to the Court of 
Justice of the European Communities to enforce its law. The national 
central banks retain their competences in the field of monetary power 
during the second stage. Thereafter, they will, in effect, become its 
branches. She begins her analysis by discussing the structure of lawmak­
ing and enforcement within the European Community. Next, she 
explains how the Treaty on the European Union fits the ESCB into this 
structure as the European Union's independent central bank for mone­
tary policy. She notes that the ESCB's control over monetary policy does 
not extend to prudential supervision .  The latter will remain within the 
jurisdiction of the national central banks or other national authorities. 
Finally, Ms. Lichtenstein concludes by examining how the Treaty pro­
vides for the situation in which the third stage of European Monetary 
Union may begin for some member states but not others, and the special 
provisions for Denmark and the United Kingdom. 

Mr. Smits begins with some introductory statements on the European 
Community and its legislative process. He explains that the European 
Union, as the major organization for European economic and political 
integration is now called, is the current end result of a process of nation 
building that started after the Second World War. Then, he reports on the 
development of the European Economic Area, which is composed of 
the member states of the European Community and the member states 
of the European Free Trade Association. The European Economic Area 
brought the economic integration of the continent closer. Turning to the 
focus of his paper, he states that the Second Banking Directive is the cor-
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nerstone of the internal banking market. Moreover, it sets the tone for 
similar directives in the area of insurance and securities trading. Mr. Smits 
analyzes the content of the First and Second Banking Directives and 
refers to the complementary solvency ratio and Own Funds Directives. 
He addresses the concepts of home and host state supervision, as well as 
other aspects of the directive, including the concept of a credit institu­
tion, the six conditions for obtaining and maintaining a banking autho­
rization, reciprocity, and the "European passport."  He also addresses the 
harmonization of supervisory rules regarding minimum capital, the suit­
ability of shareholders, the limitations on banks' involvement in com­
mercial companies, the need for adequate administration and internal 
controls, and the establishment of branches and provision of services. In 
addition, he surveys cooperation among bank supervisors. Finally, Mr. 
Smits addresses some of the Second Banking Directive's flaws and pro­
posed remedial amendments to the directive . 

Mr. Clarotti provides a detailed analysis of the European 
Community's directives on deposit guarantee schemes and money laun­
dering. First, however, he addresses the fundamental principles of bank­
ing legislation in the European Community, including the necessity of 
creating a level playing field for all types of financial institutions. Then he 
describes the legislative history of the directive on deposit guarantee 
schemes and the adoption of such schemes by various member countries. 
He notes that there are two essential justifications for the creation of such 
schemes: first, the need to protect the depositors, and second, the need 
to ensure the stability of each bank and the banking system in general . 
Various specific issues that needed to be resolved during the legislative 
process are addressed. For example, he mentions the various levels of pro­
tection offered by the member states and discusses how a compromise 
solution was reached. Turning to the directive on money laundering, he 
begins by pointing out that in 1990 the laundering of drug money did 
not constitute a crime in any member state other than the United 
Kingdom. He states that the European Commission was aware of the 
danger that money laundering presented for the soundness and stability 
of the European financial system and had started preparatory work dur­
ing a period when international efforts to combat money laundering were 
increasing. He restates three objectives of the directive : to prevent crim­
inals from taking advantage of the single internal market to carry out 
money-laundering operations; to avoid member states adopting restric­
tive measures inconsistent with the single market; and to contribute, 
within the limits of its competence, to opposing organized crime in gen­
eral and drug trafficking in particular. Lastly, Mr. Clarotti analyzes impor­
tant provisions of the directive, including the definition of money 
laundering and bank secrecy. 
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Ms. O'Day addresses the General Agreement in Trade in Services 
(GATS)  and how it may affect banking services. First, she explains why 
the Board of Governors of the Federal Reserve System, together with 
other U.S .  regulators, thought it important to be involved in the actual 
negotiations on the agreement relating to trade in services. She notes that 
the Uruguay Round of General Agreement on Tariffs and Trade ( GATT) 
negotiations represents the first time that trade in services was to be 
brought within a multilateral agreement. She states that the purpose of 
the exercise was to achieve greater liberalization in the service sectors. 
Ms. O'Day identifies three major areas of concern: ( i )  the need to take 
account of a country's right to take necessary actions to protect its banks, 
its depositors, and the financial system generally; ( i i )  the enforcement 
mechanism in the GATS provisions; and ( ii i )  the traditional GATT prac­
tice of allowing for retaliation for violations of the agreement. Next, she 
describes the main features of the GATS as they relate to financial ser­
vices, including the most-favored-nation concept, the dispute settlement 
process, the financial services annex, and the understanding on financial 
services. Ms. O'Day concludes by addressing the implications of the 
GATS for banking services and for regulators and central banks. 

Mr. Palzer analyzes the legal issues arising for central banks under 
Chapter Fourteen of the North American Free Trade Agreement 
(NAFTA).  First, he considers how the NAFTA legal regime governs 
banking services and banking regulations. He distinguishes between the 
two types of activities in financial services covered by NAFTA: investment 
in financial services, and cross-border trade in financial services. Then he 
reviews NAFTA's five basic rules that govern financial services: ( i )  nation­
al treatment; ( i i)  cross-border trade in services; ( iii) most-favored-nation 
treatment; ( iv) new financial services and data processing; and (v)  senior 
management and boards of directors. Following a discussion of supple­
mentary rules that apply to financial services, he examines how NAFTA 
might promote integration in the financial sectors of the NAFTA coun­
tries. Thereafter, he considers provisions of NAFTA bearing on dispute 
settlement between states and between states and investors. In conclu­
sion, Mr. Patzer observes that the first and most important lesson that 
central banks can draw from Chapter Fourteen of NAFTA is that of pol­
icy emphasis: the U.S. Government has placed financial services on the 
trade policy agenda and may be expected to press for the achievement of 
open markets in the sector. 

Mr. Guardia surveys recent developments in banking law and practice 
in Latin America. First, he provides a historical background against which 
the significance of the developments can be recognized. Next, he exam­
ines key developments in central banking law, including the redefinition 
of the role of the central bank, the rediscovery of central bank indepen-



Introduction • xxxvn 

dence, the need for accountability, and the key functions of a central 
bank. Mr. Guardia then reviews developments in bank supervision that 
have been prompted by the liberalization of the financial system, grow­
ing technological advances, and the integration of world financial mar­
kets. He closes by stating that the most interesting legal development in 
Latin America is the philosophical change that is taking place: the new 
approach toward central banking legislation is market oriented and favor­
able to the development of a free, competitive, and efficient financial sys­
tem that may assist in the integration of that system with the larger 
partners in the world economy. 

Mr. Mattingly describes the role of the Board of Governors of the 
Federal Reserve System in implementing the Foreign Bank Supervision 
Enhancement Act of 199 1  (FBSEA). He states that the statute was 
intended to create uniform federal standards for the supervision and reg­
ulation of foreign banks in the United States and ensure that foreign and 
domestic banks were regulated consistently. He notes that the principal 
requirements contained in the FBSEA (enhanced supervision and 
increased examinations by a federal regulator, and a demonstration that 
non-U.S .  banks are subject to comprehensive supervision on a consoli­
dated basis) are equivalent to requirements imposed on U.S.  banks. He 
points out that the FBSEA permits the Federal Reserve to terminate the 
activities of a non-U.S .  bank's branch, agency, or commercial lending 
company if the non-U.S. bank is not subject to comprehensive supervi­
sion or regulation on a consolidated basis by its home country supervi­
sor. He discusses the FBSEA's application process and the program for 
supervising and examining foreign banks. Mr. Mattingly concludes by 
noting that the Federal Reserve is attentive to its responsibilities under 
FBSEA because, as financial markets become more integrated, foreign 
banks will have an increasing influence on the U.S. economy. 

Mr. Rose, in the paper presented by him, reports that national deposit 
insurance has worked to promote banking stability. After a brief explana­
tion of the structure of the U.S .  bank regulatory system, he relates the 
history of the Federal Deposit Insurance Corporation (FDIC) from its 
creation in 1933 to the present. He notes that the history of the FDIC 
cannot be considered apart from changes in economic and banking con­
ditions. He reviews the conditions that caused bank failures during spe­
cific periods. For example, he notes that conservative banking practices 
and favorable economic conditions resulted in few bank failures during 
the late 1940s and 1950s. However, he points out that as the 1980s 
began several factors undermined the traditional approaches to prof­
itability for the banking industry, resulting in an increase in bank failures. 
He discusses the problems that the banking legislation adopted by the 
U.S. Congress during the 1980s and 1990s sought to remedy. Mr. Rose 
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surmises that, although no one can predict what specific role the FDIC 
will play in the years to come, the FDIC will continue to adapt to the 
changing economic conditions and shifts in the banking environment in 
order to protect insured deposits with minimal disruption to the U.S.  
economy and financial markets. 

Ms. Bettauer discusses how the Office of the Comptroller of the 
Currency ( OCC ), which has been supervising banks for 1 30 years, is 
engaged in changing bank supervision. She points out that, as society and 
the economy evolve, banking and banking supervision must also evolve. 
She discusses this evolution and focuses on the OCC's approach to bank 
supervision. In conclusion, Ms. Bettauer asks, "What does the future 
hold for banking?" Her response is that the OCC wants to ensure that 
the future promises a system of bank supervision that addresses the grow­
ing complexity and technical sophistication of the industry. 

Ms. Buck elaborates on several current legal issues concerning the reg­
ulation of the U.S.  savings and loan industry. She explains the recent evo­
lution of the thrift industry from one in which many savings associations 
were insolvent to the current state of general profitability. During this 
transition, the industry became smaller. She describes the new enforce­
ment policy of the Office of Thrift Supervision ( OTS ) in regulating a 
sounder and smaller thrift industry, which was adopted in response to the 
changes. This policy puts greater emphasis on recovery by way of restitu­
tion from persons responsible for thrift failures, on the prohibition of 
unsuitable persons from participating in the thrift industry, and on cease 
and desist orders to correct practices. Next, Ms. Buck provides an 
overview of five key changes that were made to the OTS's regulation of 
mutual savings associations that wish to convert to the stock form of 
ownership. Again, she notes that these changes in regulation were 
prompted by the changed condition of the industry, in which profitable 
mutual associations are seeking to convert into stock associations in order 
to raise capital for expansion or for stock benefit plans for management 
and employees. Finally, Ms. Buck reviews the OTS's regulation of the sale 
by savings associations of uninsured products, such as mutual funds and 
annuities, and the need for proper disclosure to customers. 

Ms. Morales Marks discusses certain initiatives taken by the U.S.  
Treasury Department with respect to the provision of financial services. 
She begins with an analysis of proposed legislation to provide for fair 
trade in financial services. Proposals for such legislation relate to the 
Uruguay Round negotiations and bilateral discussions on financial ser­
vices between the United States and other countries. One such bill pro­
vides the Secretary of the Treasury with the power to withhold future 
expansion and benefits to financial firms based in nations with restrictive 
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barriers to trade in financial services. Next, she addresses the rationale for 
the enactment of interstate banking and branching legislation, which 
generally removes the geographic restrictions that had traditionally been 
imposed on banks in the United States. She then turns to a proposal to 
consolidate the four U.S .  federal banking agencies, considering the struc­
ture and possible benefits of such a consolidated agency. Finally, she men­
tions work in progress to address risks posed by over-the-counter ( OTC) 
derivatives. Ms. Morales Marks concludes by stating that the U.S. 
Treasury Department has a careful approach calculated to remove obsta­
cles to the flow of credit and make the U .S .  system operate efficiently. 
Furthermore, the Department will seek achievable goals to prepare the 
U.S. banking system for the challenges of the next century. 

Mr. Blair reviews some of the more important recent developments in 
the banking law of the United Kingdom. He points out that in the last 
decade the most pronounced development in U.K. banking law has been 
the growth in the formal body of regulatory law. In particular, he focus­
es on changes in the structure of regulation, including the role of the 
Bank of England, the regulation of investment business under the 
Financial Services Act 1986, and the implementation of European 
Community banking directives. In addition, specific issues regarding the 
duties of auditors, derivatives, setoff, money laundering, and environ­
mental liability are addressed. He examines how the courts have increas­
ingly emphasized basic consumer rights. He addresses the protection of 
guarantors, legislation against unfair contract terms, and the Code of 
Banking Practice. Lastly, Mr. Blair studies three issues concerning bank­
ing contracts in the United Kingdom: jurisdiction, governing law, and the 
effect of governmental sanctions. 

Mr. David surveys developments in the Canadian financial system. First, 
he examines the institutional structure of the financial system. He notes 
that traditionally regulation was based on institutional lines, witl1 function­
al and investment prohibitions aimed at preserving distinctions between the 
various financial service providers. However, while the institutional classifi­
cations have been preserved for regulatory purposes, the functional restric­
tions have largely been eliminated. This elimination occurred by allowing 
financial institutions overlapping core powers and permitting banks to own 
or control investment dealers, trust companies, and insurance companies. 
Second, he overviews foreign access to the system in the light of (i) the 
amendments to the Bank Act that allow foreign financial institutions to 
incorporate Canadian bank subsidiaries and (ii) NAFTA. Third, he discuss­
es financial-commercial linkages in the system, in particular the holding of 
bank shares by commercial enterprises and invesunents in commercial 
enterprises by banks. Commercial entities are generally constrained from 
holding more than I 0 percent of the shares of a bank while financial insti-
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tutions are prohibited from having equity investments in excess of I 0 per­
cent in the shares of any commercial enterprise. Finally, he addresses sol­
vency, deposit insurance, and consumer protection. Mr. David concludes by 
noting that the general thrust of recent Canadian legislative and regulato­
ry policy has been to re-examine traditional regulatory approaches and to 
strengthen internal governance regimes. The latter objective involves pro­
visions in the law intended to avoid conflicts of interest, strengthen the role 
of the external auditor, adopt a prudent investor standard, and increase 
the responsibility of directors. 

Mr. Shea examines some of the developments in banking laws in the 
Baltic countries, the Russian Federation, and the other republics of the 
former Soviet Union . He describes the types and number of banks oper­
ating in the region . He also mentions the embryonic securities market 
and the role of the central bank in bank funding. While the practice has 
been changing, most bank funding had come from the central bank, 
which channeled funds through commercial banks to particular state 
enterprises. He discusses the need to improve specific prudential rules 
governing banks, including rules governing capital, bank ownership, and 
risk recognition. In conclusion, Mr. Shea proposes reform measures that 
could be taken to deal with problems in the banking system. Among his 
suggestions are better prudential rules; substantial recapitalization; new 
banking laws; bank closures; good accounting rules and practices; laws on 
collateral for lending, bankruptcy, and payment systems; and dispute res­
olution procedures. 

Mr. Asser addresses banking law reform in the People's Republic of 
China. He first comments on the task of law reform in a society that is in 
transition from a command economy to a market economy. He points 
out that for the transition to be successful changes must be made not only 
in economic thinking but also in legal thinking. Next, he examines the 
functional ditTerences between the banking law in a command economy 
and a market economy. He explains that, in order to exercise freedom of 
economic decision making in China's new socialist market economy, the 
banks in China should be independent entities under the law. Both banks 
and the People's Bank of China, the bank regulator, should have juridi­
cal personality and full operational independence under the law. 
However, establishing such independence by law is not sufficient. 
Economic practices must change as well .  He addresses the need for poli­
cy reforms in China's banking sector and focuses on policy-based lend­
ing. Lastly, Mr. Asser reviews issues regarding institutional, operational, 
and related legal reforms in the financial sector. 

Mr. Promisel examines the general issues associated with the role of 
the central bank in bank supervision and regulation and why it is impor-
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tant that central banks should be involved in these matters . First, he 
emphasizes that it is the fundamental responsibility of central banks to 
ensure ( i )  monetary stability and (ii) the stability of financial markets, 
although each central bank may have a somewhat different mandate and 
objectives. Monetary stability involves the stability of the price level and 
the value of the currency, while the stability of financial markets relates to 
the institutions in the financial sector, the players, the structure of the 
financial markets, the infrastructure, and financial market prices. While 
the central bank need not invariably have a supervisory role over financial 
institutions, Mr. Promise! believes that it has been important in the U.S .  
experience. In addition, he describes other functions of a central bank, 
including (iii) management of the payment system, ( iv) lender of last 
resort, and (v) crisis management ( including its international aspects). 
Finally, Mr. Promise( mentions how the risks posed by derivatives and 
hedge funds are being monitored by central banks. 

Ms. Roberts addresses central bank involvement in banking supervi­
sion, primarily in the Group of Seven (G-7) countries. She provides an 
overview of a review of supervisory practices in the G-7 countries com­
piled by the Board of Governors of the Federal Reserve System.  While 
most of these central banks are involved in bank supervision to a greater 
or lesser extent, the specifics of the involvement vary from country to 
country. She describes each of the nine specific areas relating to banking 
supervision and regulation that were addressed: ( i )  the legal basis for 
supervision; (i i) the agencies involved in banking supervision; (iii) the 
chartering responsibilities; (iv) the examination authority; (v) the reliance 
on external audits; (vi)  statistical reporting and surveillance; (vii ) correc­
tive measures and sanctions; (viii ) the responsibility for rule making; and 
(ix) deposit insurance. The findings for each of the G-7 countries are 
summarized by Ms. Roberts. 

Mr. Giddy evaluates the merits of a country's having an independent 
agency for the supervision of banks, as compared to housing the bank 
supervisory function in the central bank or the finance ministry. He 
argues that an independent agency is in the best interests of depositor 
safety and bank efficiency because it leaves the central bank free to con­
centrate on its proper function-monetary policy. He divides a govern­
ment's interest in the banking system into three public policy objectives: 
controlling the volume of liquidity, protecting the integrity of the bank­
ing system, and ensuring the availability of credit. He describes a division 
of labor among the central bank, the bank supervisor, and the finance 
ministry. Mr. Giddy matches the public policy objectives with the func­
tions of these three agencies, explaining that when the functions are con­
fused things tend to go awry. He then examines bank supervision and the 
central bank as lender of last resort; deposit insurance and the need to 
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counter moral hazard incentives; prudential regulation; the behavior of 
regulators; and the U.S. debate as to where bank supervisory authority 
should lie. He notes that the argument in favor of an independent super­
visory agency runs along the same lines as the argument for an indepen­
dent central bank. In conclusion, Mr. Giddy surmises that, in an ideal 
world, the bank supervisory agency would be separate and independent 
and have the sole function of administering liability-side prudential 
regulation. 

Mr. Wahlig provides a German perspective on who should be the 
banking supervisor. He defines the objectives of banking supervision and 
compares these objectives with the goals of monetary policy and the tasks 
of the central banks. Then he examines whether central banks may be 
exposed to conflicts if they are ultimately responsible for banking super­
vision, as well as serving as lenders of last resort. Next, he describes the 
system of banking supervision in Germany and explains the interaction 
between the Federal Banking Supervisory Office, which is responsible 
under the law for banking supervision, and the Deutsche Bundesbank, 
which is extensively involved in banking supervision in practice . Lastly, 
Mr. Wahlig mentions the role of the projected European Central Bank in 
banking supervision. 

Mr. Sparve offers a Swedish perspective on who should be the bank­
ing supervisor. He identifies two major models for banking supervision: 
supervision conducted by the central bank and supervision conducted by 
an authority separate from the central bank (either in the ministry of 
finance or a supervisory authority under the government). He surveys 
which of the models exist in several Organization for Economic 
Cooperation and Development countries. Mr. Sparve points out that, in 
all cases where the main responsibility for supervision is outside the cen­
tral bank, a close exchange of information and cooperation between tl1e 
responsible authority and the central bank exist. In addition, he notes the 
tendency to move supervision closer to the central bank. Next, he turns 
to the advantages and disadvantages of transferring banking supervision 
from a separate authority to the central bank. Mr. Sparve draws the fol ­
lowing conclusions: ( i )  the choice of banking supervisor i s  not a crucial 
issue; ( ii ) there is no need for a country to reformulate its structure unless 
there is a specific need; and (i i i) if a country were to build a new system, 
the central bank model should be recommended. 

Mr. Milleret provides a French perspective as to who should be the 
banking supervisor. He begins by examining the legal framework for 
banking regulation and supervision in France. He describes the establish­
ment, composition, and tasks of the regulatory and supervisory authori­
ties, namely, the National Credit Council, the Banking Regulations 
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Committee, the Credit Institutions Committee, and the Banking 
Commission. Then, he examines the independence recently granted to 
the Bank of France. In particular, he describes its two governing bodies: 
the Monetary Policy Council and the General Counci l .  In addition, he 
explains changes in the Bank of France's relations with the regulatory and 
supervisory authorities. Mr. Milleret closes by stating that the Bank of 
France plays an essential role in banking regulation and supervision, 
although these functions are fulfilled by authorities tl1at are distinct from 
the Bank of France. 

Mr. Baxter, in the paper presented by him, examines the lessons that 
bank supervisors can learn from the failure of the multinational bank 
known as the Bank of Credit and Commerce International (BCCI ) .  He 
provides answers to the following five questions: (i) What happened? ( i i )  
How did BCCI occur? ( ii i )  Why are these events important to banking 
supervisors? ( iv) What can be done to prevent a recurrence? and (v)  What 
lessons can be learned from the failure of BCCI?  He explains the finan­
cial and human costs. He identifies factors in six categories that led to the 
failure: ( i )  fractured supervision; ( ii )  irrational corporate organization; 
( i i i)  corporate culture; ( iv) authority; ( v) representation; and (vi )  tech­
nology. Mr. Baxter describes international initiatives to improve interna­
tional cooperation among bank supervisory authorities and domestic 
legislation concerning foreign bank operations in the United States. 
Specific actions taken in the course of criminal prosecutions and civil 
enforcement of banking laws in the United States are reviewed. Mr. 
Baxter concludes by noting that perhaps the most important lesson from 
BCCI's failure is that bank supervisors can no longer limit their supervi­
sion and regulation of banking organizations to their own geographic 
boundaries. 

Professor Barth, in the paper presented by him, considers the role of 
deposit insurance in tl1e United States. He points out that the large num­
ber of costly depository institution failures and the changing role of depos­
itory institutions in the U .S. financial marketplace have raised many 
questions: What caused all the failures and the huge resolution costs? Why 
are depository institutions losing market share? Are depository institutions 
becoming obsolete? Should the federal government provide tlnancial sta­
bility through deposit insurance, given the evolving environment? He 
describes the turmoil in the U .S .  banking system over the past 1 5  years . 
Then, he addresses the erosion in market share experienced by U.S .  bank­
ing institutions over the same period. In addition, he explains why the fail­
ures were so numerous and costly and why market shares have evolved as 
they have. Professor Barth identifies the key aspects of the present U.S. 
regulatory system and tl1eir effect on the evolution of the U.S .  banking 
system. He considers several options for the reform of deposit insurance. 
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Two of these options would eliminate deposit insurance by establishing ( i)  
the narrow bank concept, in which assets would comprise short-term gov­
ernment securities and liabilities would be demand deposits or transaction 
accounts, and (ii) a variation of the first proposal that would include the 
establishment of a federal government money market mutual fund. Lastly, 
he considers the implications of the U.S. banking experience for the evo­
lution of financial and regulatory institutions. 

Mr. Atiyas addresses the importance of bankruptcy laws, citing their 
role in the development of financial markets and industrial restructuring 
policy. He notes that most bankruptcy laws prescribe variants of two dis­
tinct procedures: liquidation, and reorganization of the insolvent debtor. 
He discusses market imperfections that provide the economic rationale 
for the existence of bankruptcy and reorganization policies. Then, Mr. 
Atiyas compares the bankruptcy laws of the United States, the United 
Kingdom, and France. He believes that ( i )  the U .S .  law may tend to favor 
the debtor, ( i i )  the U .K. law may tend to favor creditors (particularly 
secured creditors),  and (iii) the French law grants substantial decision­
making authority to the court rather than to debtors or creditors. 
Thereafter, he offers some thoughts on bankruptcy policies for develop­
ing countries, where the law may be outdated. He cautions against giv­
ing banks a dominant role in bankruptcy procedures. Mr. Atiyas 
concludes by noting that reform of the bankruptcy system alone is inef­
fective unless undertaken as part of a general overhaul of the regulatory 
environment in which restrictions on the mobility of capital and labor and 
inadequacies in the social safety net are addressed. 

Mr. Whelan analyzes important elements of Chapter 1 1  of the U.S. 
Bankruptcy Code. This innovative chapter has as its objective the reha­
bilitation of the debtor through reorganization rather than the liquida­
tion and distribution to creditors of the debtor's assets. He notes that the 
filing of the bankruptcy petition triggers the imposition of an automatic 
stay of proceedings, which creates a court-imposed moratorium on 
adverse actions against the debtor and tl1e debtor's property. He men­
tions the appointment and role of the unsecured creditors' committee. 
He then describes some of the rights of the debtor in possession, includ­
ing the right to reject or assume executory contracts or unexpired leases; 
the right to avoid or annul certain prepetition transactions; the right to 
use, sell, or lease property of the estate; the right to obtain secured or 
unsecured credit; and the right to secure turnover of property of the 
estate that was seized by creditor process prior to the Chapter 1 1  case. 
The countervailing rights of creditors are also mentioned. Mr. Whelan 
also addresses the process by which the debtor's reorganization plan is 
confirmed, as well as the statutory requirements that the plan must satis­
fY before the bankruptcy court. He states that the framework of Chapter 
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1 1  is based on several important legal principles that, on balance, protect 
both the debtor and the creditors. Mr. Whelan concludes that the reha­
bilitative provisions of the bankruptcy law have not only resulted in suc­
cessful reorganizations but have also saved countless jobs, provided a 
significant return to creditors, and enabled debtors to preserve the going­
concern value of their businesses. 

Mr. Schiffman first analyzes aspects of bankruptcy law in Eastern 
Europe. Providing examples from the bankruptcy laws of the Czech 
Republic, Hungary, and Poland, he focuses on the following aspects: 
administrative efficiency, the stay of related proceedings, the degree of 
finality of proceedings, enterprise rehabilitation, the avoidance of pre­
bankruptcy transfers, and priorities in the distribution of assets. Second, 
Mr. Schiffman examines bank insolvency law in Eastern Europe. He cri­
tiques certain methods of providing for the initiation of insolvency pro­
ceedings against a bank. He discusses how one law sets forth two stages. 
In the first stage, when a marked reduction in capital occurs, the central 
bank tries to find a buyer for the bank. In the second stage, if the bank 
declares that it is insolvent or if the central bank so determines, a court 
takes over the process and initiates bankruptcy proceedings . Mr. 
Schiffman considers whether a country's bank insolvency law should be 
consistent with its general bankruptcy law. 

Mr. Emert discusses how the new master netting agreements for for­
eign exchange can help to reduce systemic risk. Focusing on the 
International Foreign Exchange Master Agreement ( IFEMA), he pro­
vides information about the characteristics of the foreign exchange mar­
ket, the development of the master netting agreements, the variety of 
possibilities for their use, and a view of how the market is working to 
solve these problems. A master agreement, he explains, represents not 
one transaction but a number of transactions that are all subsumed under 
one contract. The principles underlying the master agreement and asso­
ciated close-out provisions of foreign exchange agreements are intended 
to permit a nondefaulting party to close out open positions without the 
risk of "cherry-picking" by a trustee or other representative of the 
defaulting party's estate. He also discusses how regulatory authorities are 
recognizing the risk-reducing benefits of netting agreements for the pur­
pose of measuring capital adequacy. Mr. Emert notes the importance of 
legislation upholding netting in cases of default or bankruptcy of a party 
to such a contract. He addresses issues arising from master agreements 
involving parties that trade in multiple jurisdictions-the "multibranch 
question."  He provides an example of banks' trading in two jurisdictions 
to show the significance of netting. Mr. Emert concludes by addressing 
the risks of not knowing the identity of one's counterparty that can arise 
in dealing with financial intermediaries. 
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Ms. Ainslie analyzes the particular provisions of the International 
Foreign Exchange Master Agreement ( IFEMA).  She notes that a major 
issue is the extent to which enforceable global master agreements should 
protect against systemic risk by allowing the handling of a counterparty 
failure to be based on a net rather than on a gross valuation of the deals 
under the agreement . She discusses each of the general sections of 
IFEMA, explaining their significance and interrelationship. Ms. Ainslie 
notes that any product-specific master agreements can be combined with 
other product-specific master agreements by the use of an inclusive "mas­
ter" master agreement. 

Mr. Cunningham describes over-the-counter (OTC) derivatives, their 
uses, and the credit risk management technique for OTC derivatives 
known as netting. He explains that, although the label "OTC derivatives" 
encompasses a wide variety of instruments, an OTC derivative in essence 
is a nonstandardized financial instrument that does not trade through any 
particular exchange or clearinghouse. He addresses the benefits and risks 
of OTC derivatives transactions, including certain concerns of regulators: 
leverage and credit risk. He focuses on the International Swaps and 
Derivatives Association ( ISDA) Master Agreement. Mr. Cunningham 
considers why netting works under the ISDA Master Agreement. In this 
area, he refers to the work of the Group of Thirty, the Basle Committee 
on Banking Supervision, and various governments. He notes that, in the 
countries represented on the Baste Committee on Banking Supervision, 
netting is generally the law. In certain jurisdictions that needed clarifica­
tion, validating statutes have been enacted. In others, legal opinions pro­
vide the basis for their acceptance. 

Mr. Raisler focuses on the risks of derivatives. He lists seven risks that 
are associated with derivatives: legal risk, credit risk, market risk, liquidi ­
ty risk, operational risk, reputation risk, and systemic risk. He points out 
that an important finding of a Group of Thirty report on derivatives is 
that the risks of derivatives are fundamentally no different from the types 
of risks associated with traditional instruments, including loans, securi­
ties, and deposits. He recommends that the senior management of any 
institution investing in derivatives set the standards by which that entity 
will engage in derivatives and manage the program that it will implement. 
Mr. Raisler analyzes each of the risks associated with derivatives. Finally, 
he addresses an additional risk that he describes as the potential for leg­
islative or regulatory risk overreaction. 

Mr. Welshimer considers the general concepts underlying securitiza­
tions, the factors that have influenced their growth and development, and 
the benefits and risks to financial institutions and other parties that par­
ticipate in the securitization process. He defines this process as taking rei-
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atively illiquid assets originated by financial institutions and repackaging 
them into securities that can be sold to capital market investors. The 
effect is a form of disintermediation that replaces traditional bank lend­
ing funded by deposits with funding of the same assets directly by the 
capital markets. In part, the motivation for securitization is the desire of 
banks to reduce assets ( and the required capital related thereto), to man­
age risk and generate fee income. Mr. Welshimer describes various kinds 
of securitizations. He concludes that securitization has been a great suc­
cess in the United States and foresees that developments in U.S.  securiti­
zations over the next few years will increase the efficiency of the 
transactions. He notes that markets elsewhere are developing rapidly. 

Mr. Giovanoli begins by defining the term "netting" as an agreed off­
setting of positions or obligations by trading partners or participants in a 
system.  He notes that interest in netting schemes and arrangements has 
focused on payment systems and contractual commitments, mainly in 
connection with derivatives and foreign exchange transactions. He then 
provides a general overview of the legal issues raised in connection with 
netting. He describes the origin and scope of netting. I\: ext, he points out 
the need for central banks to oversee payment systems, with a view to 
ensuring their smooth and efficient functioning, as well as their integrity 
and stability. He distinguishes between gross settlement systems and net 
settlement systems and explains netting of contractual commitments and 
netting of payments. Mr. Giovanoli considers the risks involved in pay­
ment systems and how those risks can be reduced. 1\:ational legislation 
and international initiatives, including initiatives of the Basle Committee 
and the European Union, are reviewed. In conclusion, he emphasizes the 
need for international harmonization of legislation on netting and pay­
ment systems. 

Mr. Cohen notes that the principal systemic risk preoccupying central 
banks is settlement risk in respect of large-value payments. Some 
observers have proposed that all large-value payments should be made on 
a real-time gross settlement basis. He discusses the problems associated 
with this solution, including the costs to the private banking system of 
collateralizing such a system in accordance with central bank require­
ments. He surmises that, notwithstanding the flaws of real-time gross set­
tlement, the systemic concerns over settlement risk are so great that they 
are likely to prompt comprehensive real-time gross settlement unless set­
tlement risk can otherwise be reduced to an acceptable level. Mr. Cohen 
then turns to the principal means to effect that reduction: legally binding 
netting on an international basis. He notes that the key question is 
whether it is possible to construct a netting scheme that is binding in all 
relevant jurisdictions. He believes that the only way to achieve the neces­
sary level of certainty is a legislative solution on an international level, 
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perhaps involving a model law to be enacted by participating countries by 
way of a treaty. He states that the U.S.  experience illustrates the need for 
uniform, multijurisdictional legislation. He describes U .S .  legislation that 
was needed to provide legal certainty with respect to netting. 

Mr. Cohen addresses several legal issues arising in the context of legis­
lated validation of netting arrangements: the scope of the netting legisla­
tion in terms of the institutions covered; bilateral versus multilateral 
netting; the obligations covered; the use of one or more currencies; obli­
gations of different maturities; the degree of flexibility accorded to the 
central bank in administering netting legislation; the degree of specificity 
of the structural requirements for valid netting; conflict of laws; and the 
question of whether a netting contract should apply just to the local 
branch of an international bank operating outside its home country or to 
the entire bank. Finally, Mr. Cohen makes two points. First, if there is 
legally binding netting, it should be treated as such for purposes of the 
Basle capital guidelines. Second, in any payment system, there must be 
legal finality of payment. 

Mr. Patrikis examines the concept of delivery against payment with 
regard to securities transfers. He describes how securities transactions 
were completed in the past with physical delivery of the certificates and 
compares the book-entry systems of today. He analyzes several types of 
delivery against payment systems. Reference is made, among others, to 
the Fedwire Clearing House Interbank Payments System (CHIPS), the 
Participants Trust Company, and the Central Gilts Office . Mr. Patrikis 
refers to the function of the central bank in the payment system, noting 
the Federal Reserve's role through Fedwire in extending daylight over­
draft credit in the context of a real-time gross settlement system that pro­
vides securities against payment for federal government securities. 

Ms. Fisher reviews the work of the Group of Ten central banks in the 
area of securities transfers. She points out that almost all securities trans­
actions occur through intermediaries and that, as each intermediary is 
added to the process, new legal relationships are created that carry new 
risks. Another problem is that issuers and investors have no choice about 
the clearing and settlement mechanisms that are used. In addition, she 
notes that in a cross-border environment the issues that arise in the sys­
tems are compounded by questions of choice and conflict of laws. She 
explains the difficulties that investors face in trying to protect themselves 
from risk when they do not know which intermediary is involved, where 
it is located, and what country may claim jurisdiction over the transac­
tion. She notes that there are two different types of schemes into which 
book-entry securities may be fitted: the legal regime applicable to physi­
cal securities, and special schemes that explicitly recognize electronic 
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securities. Finally, Ms. Fisher . refers to the complex issues that can arise 
from the insolvency of intermediaries on the international scene. 

Mr. Lorne provides two illustrations of why securities clearance and 
settlement are of interest to central banks. First, he describes the decline 
of security prices on, and consequent temporary closure of, the Hong 
Kong stock exchange in October 1987 and the "rescue package" that was 
put together by the authorities, the banks, and the brokers to reopen the 
exchange by lending to the guarantee corporations. Second, he reviews 
the circumstances surrounding the bankruptcy of the Drexel Burnham 
Lambert Group in New York in February 1 990, which did not encom­
pass that firm's broker-dealer or government securities subsidiaries. He 
explains how these examples illustrate the importance of the legal and 
practical aspects of securities clearance and settlement. Then, he asks what 
can be done to reduce the risks involved in the securities clearance and 
settlement system.  He focuses on three approaches: shortening the set­
tlement cycle, demobilizing or dematerializing securities, and creating 
and improving netting systems. Mr. Lorne states in conclusion that secu­
rities regulators and central bankers must work together to address the 
issues involved in improving the clearance and settlement system. 

Mr. Houpt examines the emerging international capital standards, par­
ticularly standards for market risks arising from the trading activities of 
banks. He reviews two risk-measurement techniques considered by the 
Basle Committee on Banking Supervision: one based on a so-called stan­
dard approach that applies risk weights to various trading positions, and 
another based on the results of a bank's own internal models. He 
describes the 1988 Basle Capital Accord, which addressed credit risk­
the risk that a borrower will default on its obligation and not repay the 
bank. Mr. Houpt notes that it did not address other important risks that 
banks face. One important risk is that evolving market conditions, such 
as changing interest rates or changes in the prices of equity instruments 
that banks trade, may affect a bank's financial strength . He describes the 
work of a subgroup established by the Basle Committee to address these 
matters. He reviews proposals concerning the supervisory treatment of 
market risks and the supervisory recognition of netting for capital ade­
quacy purposes. In conclusion, Mr. Houpt offers some general observa­
tions on the process of developing such standards. 
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Monetary Fund 

IA. Some Specific Legal Features of the 
International Monetary Fund 

FRANyOIS P. GIANVITI 

Introduction 

The fiftieth anniversary of the United 1'\ations Monetary and Financial 
Conference was marked in 1 994 . This conference led to the creation of 
the International Monetary Fund and the International Bank for 
Reconstruction and Development. It was held at Bretton Woods, New 
Hampshire from July 1 to 22, 1944, which explains why the Fund and 
the Bank are often referred to as the Bretton Woods institutions. 

The Articles of Agreement of the Fund and the Bank preceded the 
adoption of the charter of the United r\'ations, which was signed almost 
one year later, on June 26, 1945,  in San Francisco, but the ratification 
process for the UN Charter was faster: the Ul'\ Charter came into force 
on October 24, 1945, whereas the Articles of the Fund and the Bank 
entered into force only on December 27, 1 945 .  

Half a century has passed. The world has changed, and so  has the 
Fund. The Bretton Woods Conference was attended by the delegations 
of 44 nations, some of which were still occupied by the enemy. As of]uly 
6, 1994, the Fund had 1 79 members. In the meantime, the Articles of 
the Fund have been amended three times: in 1969, to introduce the 
Special Drawing Rights (SDR) mechanism; in 1978, to legalize the float­
ing of exchange rates; and in 1992, to strengthen the Fund's sanctions 
against delinquent members. 

As an international organization, the Fund presents a number of orig­
inal features that distinguish it from most other organizations, including, 
although to a lesser extent, other financial organizations. It is a well­
known fact that international organizations are initially created for spe­
cific purposes but gradually tend to expand their activities so that they 
eventually overlap with those of other organizations. A consequence of 
this trend is that it becomes increasingly difficult to define an organiza­
tion's mandate and to tell what distinguishes it from others. Eventually, 
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the time may come when all international organizations become fungible 
because they all work for the greater good of mankind. 

For the time being, however, there are differences among organiza­
tions. Some of these differences can be attributed to their charters, while 
others are the result of practice. As illustrations, two examples relating to 
the Fund can be mentioned (not as an exhaustive list, but as illustrations ) .  
The first example i s  the Fund's financial assistance to its members. The 
second example is state succession in the Fund. 

Fund's Financial Assistance to Its Members 

The Fund's financial assistance to its members is subject to different 
rules, depending on the origin of the resources involved. 

In the General Resources Account (GRA), the Fund holds the curren­
cies, gold, and SDRs contributed by its members in amounts equal to 
their quotas, plus all the accumulated reserves. These are the general 
resources of the Fund; they are available to all members. 

In the Special Disbursement Account (SDA), the Fund holds the pro­
ceeds of the capital gains that it has made on sales of its gold, that is, the 
surplus over SDR 35 per ounce. These resources have been made avail­
able to developing countries with the lowest per capita incomes. 

In Administered Accounts, the Fund holds resources contributed by 
members for specified purposes. 1 The Fund, in the management and dis­
position of these resources, may act as agent of the contributors or as 
trustee, depending on the terms of the instrument establishing the 
account. 

Given the greater importance of the GRA in the Fund's financial assis­
tance and the fact that most of the principles governing the GRA apply 
to the SDA, the following remarks will be limited to assistance from the 
GRA. 

These remarks can be organized around three themes, which will show 
the specificity of the Fund as a financial institution: 

• the purpose of the Fund's financial assistance; 

• the technique of such assistance; and 

• the conditions. 

In these three respects, the specific features of the Fund's assistance 
reflect the monetary character of the organization, although, over the 
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years, this character has somewhat changed, and the specificity of the 
Fund's assistance has diminished. 

Purpose 

The purpose of the Fund's financial assistance is set out in the language 
of Article I(v) of the Fund's Articles: 

To give confidence to members by making the general resources of the 
Fund temporarily available to them under adequate safeguards, thus provid­
ing them with opportunity to correct maladjustments in their balance of 
payments without resorting to measures destructive of national or interna­
tional prosperity.2 

In plain language, this means that the Fund is prepared to provide foreign 
exchange to its members for their external deficits if they are willing to 
correct the source of the problem through measures acceptable to the 
Fund. Therefore, the purpose of the Fund's assistance has two aspects: it 
helps the members solve their balance of payments problems, while 
avoiding their having to take recourse to harmful measures. 

l .  The reference to "balance of payments problems" is a key element 
in the definition of the purpose of the Fund's assistance, because it deter­
mines also the measure of the Fund's assistance. In other words, it is only 
to the extent that the member has an external financing problem that the 
Fund's assistance will be available . The purpose of the Fund's assistance 
also explains why the assistance is provided in foreign exchange rather 
than in the member's own currency. For instance, a member cannot 
request Fund assistance to have its budget deficit or credit expansion 
financed by the Fund, for either would be a misuse of the Fund's 
resources. To achieve either of these objectives, the member does not 
need foreign exchange : it can levy taxes or borrow the necessary amounts 
of its own currency. However, a budget deficit may also reflect net liabil­
ities to foreign creditors as a consequence of an external imbalance, and 
credit expansion may be linked to import payments; accordingly, to that 
extent, the Fund's assistance will be available. 

The concept of "balance of payments problem" might be understood 
as implying that, each time the Fund provides resources to a member, 
these resources must be earmarked for a particular payment. This may 
have been the intention of the founders of the Fund, as, in the original 
Articles, a member requesting assistance had to represent that it needed 
a particular currency, which it wished to obtain from the Fund, in order 
to make payments in that currency that were consistent with the Articles 
of Agreement.3 In particular, a member was not allowed to use the 
Fund's resources in order "to meet a large or sustained outflow of 
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capital. "4 While the condition of need of a particular currency has now 
disappeared, together with the reference to particular payments, the lim­
itation in Article VI, Section 1 has survived all the successive amendments 
of the Articles because it reflects a purpose of the Fund, which is "to facil ­
itate the expansion and balanced growth of international trade. . . . "5  
Under the Articles, members are not allowed to impose restrictions on 
the making of payments and transfers for current international transac­
tions,6 that is, payments for goods and services, but they are allowed to 
restrict capital movements and may even be requested by the Fund to 
impose such restrictions.? Therefore, the limitation on the use of Fund 
resources parallels the member's rights and obligations with respect to 
exchange restrictions. 

The idea of earmarked resources also explains various decisions taken 
during the initial years of the Fund. For instance, the Articles of Agreement 
were interpreted as precluding the use of Fund resources for the purchase 
of military equipment, which implies that resources obtained from the 
Fund could be traced. 

Over the years, however, the fungibility of foreign exchange reserves 
has been recognized. For instance, instead of directly requesting assis­
tance from the Fund for making certain payments in foreign currencies, 
a member may decide first to use its reserves in order to discharge its 
financial obligations and then to turn to the Fund in order to replenish 
its reserves. Similarly, the need to identify a particular currency gradually 
lost its justification as more currencies became convertible and could be 
used as international means of payment and stores of value. The fungi­
bility of major currencies also allowed the Fund to expand its stock of 
usable currencies beyond the U.S .  dollar, which was initially the only cur­
rency in demand. 

This evolution led to a broader definition of the purpose of the Fund's 
assistance at the time of the Second Amendment. Although the concept 
of balance of payments problem still appears in Article I and is still wide­
ly used in Fund documents, the Articles now identify three possible pur­
poses for Fund assistance. Under Article V, Section 3( b)(i i),  the member 
must represent "that it has a need to make the purchase because of its bal ­
ance of payments or its reserve position or developments in its 
reserves . . . .  " It is clear from this provision that the specification of a par­
ticular currency by the requesting member has disappeared; the Fund has 
a stock of usable currencies that are available for financial assistance. More 
important, however, is the identification of three different types of 
"need. "  In particular, a deterioration in a member's "reserve position" 
may by itself justify the Fund's assistance, even if there is no balance of 
payments deficit. For instance, a country with a balance of payments sur-
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plus would meet the condition of need if the level of its gross reserves fell 
too low because of some external payments. Even changes in the com­
position of reserves that are totally unrelated to balance of payments 
problems may give rise to Fund assistance . 

In practice, however, as noted above, the traditional reference to a 
"balance of payments problem" as the criterion of Fund assistance has 
survived. 

2 .  The second consideration that must guide the Fund in providing 
financial assistance is the avoidance of "measures destructive of national 
or international prosperity. "8 This is understood to mean avoiding 
exchange restrictions on current international transactions and also trade 
restrictions, to which the member might be tempted to resort when faced 
with a shortage of foreign exchange. More recently, concerns have been 
expressed about recourse to measures that may have an adverse effect on 
the environment or on the health or welfare of the population. 

Technique 

The Fund's assistance in the GRA is not provided in the form of loans 
but rather in the form of exchanges between the requesting member's 
currency and an equivalent amount of either anotl1cr member's currency 
or SDRs. The balance acquired by the Fund in the requesting member's 
currency takes the form of an entry to the credit of the Fund in the books 
of that member's central bank (the issuer of the currency ), unless the 
member prefers to substitute a nonnegotiable , non-interest-bearing 
promissory note payable to the Fund.9 These swaps, which are called 
"purchases" by the Articles, are often referred to as "drawings" in Fund 
parlance. The terms "lending" and "loans," although technically incor­
rect, are also sometimes used because they are more easily understood by 
nonspecialists. 

It may be noted in passing that, in the SDA and in Administered 
Accounts, loans in the true sense of the word are used to provide 
resources to members. The difference of loans from purchases is that in 
the former the borrowing member does not provide an equivalent 
amount of its currency. 

Why are there purchases rather than loans in the GRA? The justifica­
tion may have been that swaps are a well-known technique of support 
between central banks. These swaps between central banks are reversible, 
but, in the meantime, the borrower's currency is held as a form of collat­
eral that may eventually be spent or sold if the swap is not reversed. 
Similarly, in respect of a purchase, the Fund would have the power to 
spend or sell its holdings of the member's currency. In practice, a sale 
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would take place only if, by the due date, the transaction were not 
reversed; until then, the Fund would refrain from selling that currency to 
avoid a drain on the member's reserves. A sale by the Fund can be made 
only to another member, unless the issuer of the currency ceases itself to 
be a member of the Fund, in which case a sale in the market becomes pos­
sible . Despite the apparent guarantee provided by this technique, it 
would be extremely difficult for the Fund to dispose of the currency of a 
member in default, because that currency would have depreciated and 
might not be accepted by any purchaser except at a heavy discount. 
Moreover, the Fund's holdings are not held in notes and coins. These 
holdings may be reflected in a balance in the Fund's account with the 
debtor's central bank, in which case the transfer of the Fund's holdings 
needs to be recorded by that central bank. Alternatively, they may be rep­
resented by a promissory note, in which case, when encashment is 
requested, the debtor has to be able and willing to provide the required 
amount of its currency. The system is built on confidence and assumes 
that good faith will prevail. 

Depreciation of the issuer's currency is one of the risks of this type of 
transaction. The drafters of the Articles were aware of this risk. They 
imposed on all members an obligation to maintain the value of the 
Fund's holdings of their currencies in the GRA;IO the value must be 
maintained in terms of the SDR, which is the unit of account of the GRA. 

Conditions 

Each new member of the Fund is offered a quota, which must be fully 
paid in the media specified by the Fund. Typically, a new member would 
pay 75 percent of its quota in its own currency (for example, by crediting 
the Fund's account with the member's central bank or by issuing a 
promissory note) and 25 percent in SDRs or another member's currency 
as specified by the Fund. (Formerly, that portion was paid in gold but 
with some limitations. )  Quotas are periodically reviewed and may be 
increased with the payment of additional amounts, but no change can 
take place without the consent of the member concerned. 

The member's net contribution to the Fund is equivalent to the amount 
paid in SDRs or foreign currencies, which is usually 25 percent of quota. 
An equivalent amount can be drawn on the Fund by the member at any 
time, without cost or conditions other than the substitution of the mem­
ber's own currency; I I  there is no obligation to repurchase the amount 
drawn. Because the net contribution used to correspond to each member's 
gold payment to the Fund, the equivalent available amount used to be 
called the gold tranche; it is now known as the reserve tranche. Drawings 
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in the reserve tranche are a form of use of the Fund's resources, l2  but they 
are not regarded as part of the Fund's financial assistance. 

Once the reserve tranche has been fully drawn and replaced with the 
purchasing member's currency, the Fund's holdings of the member's cur­
rency stand at 1 00 percent of quota. Beyond that, the member is using 
the Fund's financial assistance, and the use of the Fund's general 
resources will continue as long as the Fund's holdings of the member's 
currency are not reduced to 1 00 percent or below. 

Above 1 00 percent of quota, the Fund's conditions for the use of its 
general resources gradually tighten, and these conditions may also vary 
with the type of problem faced by the member. Different policies have 
been adopted by the Fund to assist members facing different types of bal­
ance of payments problems. These policies will not be discussed here, but 
some general principles will be mentioned. 

First, between 1 00 percent and 200 percent of quota, a member is 
"entitled" to use the Fund's resources. Under the original Articles of 
Agreement, it was not clear whether the Fund could impose certain con­
ditions on the exercise of this entitlement. Countries had different inter­
pretations of the Articles on this point. The United States, which was the 
main provider of usable resources to the Fund, was firmly of the view that 
the Fund could deny a request for assistance if it found that the member's 
adjustment policies were inadequate. The U.S .  position prevailed. As 
early as March 1948, this interpretation was adopted by the Fund. l 3  The 
result was that the financial activities of the Fund almost came to a halt 
because the main potential users of Fund resources did not wish to face 
a possible challenge to their requests, which would have been perceived 
as a public affront to their governments and criticism of their policies. 

The 1 948 interpretation was a success for those that wanted to limit 
the use of Fund resources, but that success soon became a source of con­
cern for the organization, which had to find some means of restoring 
access to its resources. The obvious remedy was to create an entitlement 
that would not be subject to challenge. That is how stand-by arrange­
ments ( initially stand-by agreements) were invented. Beginning in 1 952, 
decisions assuring members that they could purchase a certain amount of 
foreign exchange over the next six months were adopted. The policy was 
formalized in 1953,  with, as its key element, the concept of a right not 
subject to review by the Fund, that is, a right that cannot be challenged 
when exercised by the member. 

Stand-by arrangements were supposed to be for six-month periods. 
However, the pendulum later started moving in the other direction, and 
arrangements were granted for longer periods. The exercise of the 
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member's right gradually became subject to various conditions that were 
objectively defined (performance criteria) and to periodic reviews by the 
Fund for the setting of subsequent conditions. 

Since the Second Amendment of the Articles, a stand-by or other 
arrangement (which may include an "extended arrangement" of longer 
duration ) is defined by the Articles as "a decision of the Fund by which 
a member is assured that it will be able to make purchases from the GRA 
in accordance with the terms of the decision during a specified period and 
up to a specified amount." i 4  

This definition i s  interesting in two respects. First, it confirms the tra­
ditional legal position of the Fund on the nature of Fund arrangements: 
they are not contracts between members and the Fund, but unilateral 
decisions of the Fund. Second, the definition recognizes that the mem­
ber's right to make purchases under the arrangement is subject to the 
terms of the arrangement, which means that conditions can be imposed, 
such as performance criteria and reviews. However, conditions are not 
obligations. If the member fails to meet the conditions under the 
arrangement, its right to make purchases is suspended, but there is no 
breach of an international or other obligation to the Fund. 

Despite this provision, the legal nature of Fund arrangements remains 
controversial . Some writers have taken the view that, as a Fund arrange­
ment is approved at the request of a member, the request is an offer 
by the member and the Fund's decision an acceptance, which, taken 
together, constitute a contract. Given the unambiguous language of 
Article XXX, the discussion is purely academic . The underlying logic of 
Article XXX can be explained as follows. Although the entitlement con­
ferred by the Articles to use the Fund's general resources has been weak­
ened by the 1948 interpretation, which has now been incorporated into 
the new Article V, Section 3(c), the entitlement still exists . I S  The Fund 
cannot deny a request for a purchase if the member meets the required 
conditions. Therefore, the approval of an arrangement is not an exercise 
by the Fund of a discretionary power, but the recognition of the mem­
ber's entitlement to use the Fund's general resources. 

Second, when the Fund's holdings of the member's currency reach 
200 percent of quota, the entitlement ceases, and, for any additional 
assistance, a waiver must be obtained from the Fund. As a condition of 
the waiver, the Fund has the authority to require collateral or the accep­
tance of particular obligations, such as a shorter repurchase period. In 
practice, such conditions have not been imposed. 

Third, whether the Fund authorizes a purchase or approves an arrange­
ment, the use of its resources is subject to conditions that are themselves 
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related to the purpose of the assistance, namely, to solve the member's 
balance of payments problems without resorting to measures destructive 
of national or international prosperity. However, the conditions are also 
intended to safeguard the Fund's resources. The Fund's conditionality is 
defined by the policies of the Fund adopted in accordance with Article V, 
Section 3( a): 

The Fund shall adopt policies on the use of its general resources, includ­
ing policies on stand-by or similar arrangements, and may adopt special poli­
cies for special balance of payments problems, that will assist members to 
solve their balance of payments problems in  a manner consistent with the 
provisions of this Agreement and that will establish adequate sate guards for 
the temporary usc of the general resources of the Fund. 

In the practice of the Fund, it is understood that conditionality must 
be uniform for all members. When access limits are specified for a partic­
ular policy, it must be expressed uniformly for all members in terms of 
quotas. Obviously, given the diversity in individual circumstances of 
members, individual conditions for the use of Fund resources may vary, 
but within a common framework. Different policies can also be imple­
mented for different types of problems, but not for different countries or 
lists of countries. For instance, in the GRA, no distinction is made 
between developing and developed countries. In 1 993, the Systemic 
Transformation Facility was created for countries facing an acute balance 
of payments problem due to the transition in their international trade 
from nonmarkct prices to market pricing, but any country facing that 
problem could receive the financial assistance of the Fund within the pre­
scribed limits and conditions. l 6  

Conditionality must be geared strictly to its purpose. There is n o  room 
for political conditions or any other irrelevant considerations, tempting as 
it may be to usc the Fund's resources for such purposes. 

In conclusion, the Fund's financial assistance from the GRA is specific 
in its purpose, technique, and conditions. However, the law of entropy 
applies to international organizations. As time passes, the initial purposes 
arc forgotten or seem no longer relevant , and specific features tend to be 
eroded. Purchases from the Fund are often called loans, which trivializcs 
their nature, and many seem to believe that these so-called loans should 
be disbursed for the same purposes as those of a development institution. 
The principle of uniform treatment of members is seen by some as a relic 
of the past that should be replaced with a distinction between developing 
and developed countries, with only the former being given financial sup­
port. Pressure is applied to bend general policies toward case-by-case 
decisions where political considerations can play a decisive role. Non­
governmental organizations urge governments to expand the Fund's 
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conditionality to achieve their own agenda. Intergovernmental organiza­
tions that have no financial resources would like to make the Fund the 
instrument of their own policies. 

Fifty years after its creation, the Fund has reached a crossroads . 
Evolution has taken place and will continue. The question is how far this 
evolution can go before the Fund loses its specificity as a monetary insti­
tution and thus its raison d'etre. 

State Succession in the Fund 

State succession is one of those difficult problems of international law 
that have not yet found universally accepted solutions .  Two conventions 
have been prepared by the International Law Commission, but they have 
not entered into force, essentially because of remaining disagreements on 
some of their provisions. l 7  

In  the history of  the Fund, there have been several cases of  changes in 
the legal status of members. Sometimes a member has absorbed a non­
member: the German Democratic Republic, which was a nonmember, 
acceded to the Federal Republic ofGermany, a member, in 1 990. Slightly 
different but similar in its effects is the merger between a nonmember and 
a member: Tanganyika (a member) and Zanzibar (a nonmember) merged 
in 1 964. In both cases the result was an expansion of a member's terri­
tory, without any effect on membership in the Fund. 

A third type of case is the merger of two Fund members: in 1958,  
Egypt and Syria merged to create the United Arab Republic, and, in  
1990, the two Yemens merged to become the Republic of  Yemen .  In 
both instances, the Fund's membership was reduced by one unit, but 
there was no membership procedure as for the admission of a new mem­
ber. There was no resolution of the Board of Governors and no calcula­
tion of a new quota. The Executive Board took note of the merger, and 
the quotas of the former members were amalgamated to form the single 
quota of the new country. In a sense, it was a continuation of member­
ship under a single name instead of two. The only practical consequence 
of a merger is that, as each member is allotted 250 basic votes, the total 
of 500 basic votes for the two members before the merger is reduced to 
250 after the merger. 

More difficult are the problems raised when territories within a mem­
ber state become independent. There are two possible situations. 

The first one is secession . For instance, Pakistan seceded from India in 
1947, Singapore from Malaysia in 1 965, Bangladesh from Pakistan in 
1 972, and Eritrea from Ethiopia in 1 993. In addition, numerous former 
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colonies have become independent over the years. In each case of seces­
sion, the international community has recognized that the seceding ter­
ritory's accession to independence does not affect the continued 
existence of the country from which it has seceded. Consequently, that 
country does not lose its membership in international organizations. 
More specifically, in the Fund, that country will retain its quota, as well 
as all its assets and liabilities; the Fund could not impose a reduction in 
quota on a member, even when its territory has been reduced. Conversely, 
the newly independent country does not automatically become a mem­
ber of the Fund. In order to be admitted to membership, it must make 
an application that will be examined by the Fund. If the conditions for 
membership are met, a membership offer with a specified quota, as cal­
culated by the Fund, will be made by the Board of Governors. The pro­
cedure will be completed when the new member signs the Articles of 
Agreement, thus accepting the obligations attached to membership 
under the Articles. 

The other situation, less common but more difficult, is the dissolution 
of a member. For instance, in 1 96 1 ,  after three years of existence, the 
United Arab Republic was dissolved; Egypt and Syria regained their 
respective independence. It was undisputed that there was no secession of 
one or the other from the United Arab Republic but a disintegration of 
the United Arab Republic into two successor states. The Fund, as well as 
the United Nations, took the view that there was no need to go through 
an admission procedure for Egypt and Syria. They were recognized by 
the Executive Board as separate members of the Fund, and their former 
respective quotas were reinstated. Fortunately, there had been no change 
in the quota of the United Arab Republic during the interim period. 
Otherwise, the reallocation of that quota between the two countries 
could have been problematic. 

The dissolution of the United Arab Republic could be handled in a 
pragmatic fashion because that entity was itself the recent product of the 
merger of two Fund members. In 1 992, however, two much more diffi­
cult cases had to be faced by the Fund: the dissolution of the Socialist 
Federal Republic of Yugoslavia and the dissolution of Czechoslovakia. 
The two cases were similar in most respects, except for three major dif­
ferences. The first one was that two of the six federal republics that con­
stituted the Socialist Federal Republic of Yugoslavia ( Serbia and 
Montenegro) were of the view that the Federation had not been dis­
solved IS and that the independence proclaimed by the other four 
republics should be considered as a case of secession from, not of disso­
lution of, the Socialist Federal Republic ofYugoslavia. The second differ­
ence was that war had erupted in the territories of the Socialist Federal 
Republic; the Federal Republic of Yugoslavia ( Serbia and Montenegro) 
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was subject to sanctions imposed by the Security Council of the United 
.t\ations, and the territory of the Republic of Bosnia and Herzegovina was 
not fully under the control of its government. The third difference was 
that, among the six former republics of the Socialist Federal Republic of 
Yugoslavia, the Republic of Macedonia was not recognized by many 
countries for various reasons, one of which being its name, which was 
found unacceptable and even offensive by its neighbor, Greece. 19  The 
international status of the Socialist Federal Republic of Yugoslavia was 
further complicated by the inability of the United Nations to reach a con­
clusion as to its continuation or dissolution: the Security Council recom­
mended a finding of dissolution, but the General Assembly preferred to 
suspend the exercise of Yugoslavia's rights in the UN without terminat­
ing its membership.20 

In the Fund, a finding of continuation of Yugoslavia would have meant 
that the four "seceding" republics (Slovenia, Croatia, Bosnia and 
Herzegovina, and Macedonia) would have had to be admitted with quo­
tas additional to that of the Socialist Federal Republic of Yugoslavia, 
which would have remained the same, although for a much smaller coun­
try (Serbia and Montenegro) .  Moreover, there was a general feeling that 
the new Federal Republic of Yugoslavia could not be regarded as a con­
tinuation of the old Federation, as that had disintegrated. The Arbitration 
Committee of the Conference on Yugoslavia (chaired by Mr. Robert 
Badinter) had reached the same conclusion.2 1 Therefore, dissolution, 
rather than secession, was the more obvious conclusion. 

If dissolution it was, who were the successors? On what basis would the 
assets and liabilities of the Socialist Federal Republic be allocated among 
them? Once an allocation had been calculated, could a successor object 
to its share, and how would the dispute be settled? Would all the succes­
sors be jointly and severally liable to the Fund for the debt of the 
Federation? 

Assuming that these difficulties were overcome, how would a successor 
become a Fund member? Under what procedure: admission pursuant to 
a resolution of the Board of Governors, or otherwise? Could there be a 
succession to membership as there was a succession to assets and liabili­
ties? Would the successors be allowed to become members individually, 
or would there be a collective succession to membership? In  the latter 
case, failure by one of the successors to meet the conditions for member­
ship or its unwillingness to become a member could prevent the others 
from succeeding to membership; individual admission would be their 
only recourse. 

In the absence of any explicit provision in the Articles on state succes­
sion, all these questions required innovative answers. Precedents were 
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also relevant, which showed a willingness on the part of the Fund to find 
pragmatic solutions, preferably with the consent of all the parties con­
cerned. Moreover, the specific features of the Fund could not be ignored. 
If the successors to the Socialist Federal Republic joined the Fund as new 
members, the accounts of the old member would have to be liquidated. 
In the SDR Department, the SDRs allocated to the Socialist Federal 
Republic would have to be canceled, thus creating an additional liability 
for the successors, which would have to return an equivalent amount to 
the SDR Department. In the General Department, the successors would 
lose the benefit of any capital gain on the gold subscription of the 
Socialist Federal Republic as this capital gain can belong only to members 
that joined the Fund before September 1 ,  1 975.  These adverse conse­
quences could be avoided only if the successors were deemed to 
continue, each for its share, the membership of the Socialist Federal 
Republic of Yugoslavia in the Fund. Admission to membership as new 
members would not achieve that objective, while succession to member­
ship would. Another advantage of succession was that it did not require 
a resolution of the Board of Governors: the Executive Board could take 
all necessary decisions. 

An analysis of the different aspects of the problem showed that two 
stages had to be identified. First, regardless of the position taken on mem­
bership, the succession to assets and liabilities had to be determined. Then, 
once the allocation had been made, admission or succession to member­
ship could be envisaged, with succession as the preferred approach, given 
the disadvantages of admission . 

However, the two stages had two common elements. First, both the 
allocation and the membership decisions had to be based on a quantita­
tive criterion, namely, the notional share of each successor in the quota, 
assets, and liabilities of its predecessor in the Fund. Second, the number 
of successors had to be decided. Clearly, Slovenia, Croatia, Bosnia and 
Herzegovina, and the Federal Republic of Yugoslavia (Serbia and 
Montenegro) were recognized by the international community. The exis­
tence of Macedonia as an independent country was undisputed, but it 
was not officially recognized. Ignoring its existence would have led to a 
division of the quota, assets, and liabilities of the Socialist Federal 
Republic among four successors, thus leaving out Macedonia-a totally 
unrealistic solution. Therefore, it was concluded that Macedonia should 
be included in the calculation, but with a provisional designation as "the 
former Yugoslav Republic of Macedonia" until a name was agreed upon 
between that country and the Fund. 

In spite, or perhaps because, of their complexity, the problems of state 
succession in Yugoslavia gave the Fund the opportunity to clarify its 
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position on a number of issues of principle. These conclusions can be 
summarized as follows: 

• It is for the Fund to determine, for its own purposes, whether a 
member has ceased to exist and, therefore, has ceased to be a member of 
the Fund. The Fund, when making this finding, is not bound by the posi­
tion taken (or absence thereof) by other organizations, including the 
United Nations. 

• If a finding of dissolution is made, it is for the Fund to identify the 
successor states. The fact that a successor state is not generally recognized 
by the international community does not preclude the Fund from find­
ing this state to be a successor to the former member if its existence as an 
independent state is in fact acknowledged. 

• The former member's assets and liabilities in the Fund are allocated 
by the Fund among the successor states on the basis of calculated 
"notional quotas ." Each successor state may either accept its share in 
assets and liabilities as calculated by the Fund or challenge it before an 
arbitral tribunal. The successor states are not jointly and severally liable 
for the debts of their predecessor to the Fund. 

• Any successor state that has accepted its share in assets and liabilities 
as calculated by the Fund (or as amended by arbitration ) may succeed to 
its predecessor's membership in the Fund, within the period specified by 
the Fund, if it has been found by the Fund to be able to meet its obliga­
tions under the Articles of Agreement and has no arrears to the Fund or 
in the SDR Department. The successor's quota will be equal to the 
notional quota that was used to allocate assets and liabilities. 

• A successor state that succeeds to its predecessor's membership will 
be deemed to continue that membership in the Fund. To that extent, 
there will be no liquidation of the predecessor's accounts with the Fund. 
In particular, the SDRs allocated to the predecessor will not be canceled, 
and, in case of liquidation of the Fund, any outstanding capital gain on 
the predecessor's gold subscription will be paid to the successor if the 
predecessor joined the Fund before September l ,  1975 (which was the 
case for Yugoslavia, but not for Czechoslovakia) .  

On the basis of these principles, the Fund, on December 1 4, 1 992, 
found that the Socialist Federal Republic of Yugoslavia had ceased to 
exist, determined the respective shares of the five successors in the assets 
and liabilities of the Socialist Federal Republic in the Fund, and made an 
offer of membership to all of them subject to the conditions mentioned 
above . 
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Recourse to "individual offers of membership," rather than a declara­
tion of joint successions to membership (as in the case of the dissolution 
of the United Arab Republic), was made necessary by the circumstances 
of Yugoslavia.22 First, at the time of the finding of dissolution by the 
Fund, the Socialist Federal Republic of Yugoslavia was in arrears to the 
Fund, and it was not clear when each successor could discharge its share 
of these liabilities to the Fund. Probably, given their different circum­
stances, the membership process would not be completed at the same 
time for all of them. Second, the Fund had to take account of the war in 
Bosnia and Herzegovina and the international sanctions against the 
Federal Republic of Yugoslavia (Serbia and Montenegro), which were 
likely to delay the Fund's finding of ability to meet membership obliga­
tions.23 It was not clear at the time of the decision when any of these 
countries would be able to meet their obligations under the Articles. For 
the more difficult cases, a radical approach would have been not to make 
them an offer, but this would have been discriminatory; alternatively, an 
offer subject to further confirmation by the Fund would not have been 
an offer at all . It may be noted that the conditions attached to the offer 
reflect the standard condition for all new members: the finding of ability 
to meet membership obligations is usually implicit but always precedes 
the adoption of the Board of Governors' resolution . The clearance of 
arrears is a partial demonstration of that ability. 

Since the decision of December 14 ,  1992 , Croatia, Slovenia, and the 
former Yugoslav Republic of Macedonia have become members of the 
Fund. The period initially prescribed for the completion of the member­
ship procedure has been extended for the other two successors. 

In the case of the dissolution of Czechoslovakia, the same basic princi­
ples were applied, except that simultaneous succession to membership of 
the two successor states could be arranged because the finding of ability 
to meet membership obligations did not raise any difficulty.24 The Czech 
Republic and the Slovak Republic became members on January 1 ,  1993, 
thereby succeeding to the membership of Czechoslovakia in the Fund. 

The successors of the Socialist Federal Republic of Yugoslavia in the 
Fund are now deemed to have been members of the Fund since 
December 27, 1 945,  and the successors of Czechoslovakia since 
September 20, 1 990. 



lB. The Relationship Between the International Monetary 
Fund and the United Nations 

WILLIAM E. HOLDER 

Introduction 

I t is timely to review the present relationship between the 
International Monetary Fund and the United Nations, for several rea­
sons. First, the number of intergovernmental entities continues to 
increase, with, for example, the recent establishment of the World Trade 
Organization and the Global Environmental Facility; thus, issues arise 
concerning the additional level of interaction between the old and the 
new structures. Second, existing organizations grow in both functions 
and scope, evolving to respond to new circumstances and challenges. 
Accordingly, there arises the reality of overlapping functions between 
organizations. Not surprisingly, therefore, there are calls for rationaliza­
tion of resources, the division of labor," and coordination of policies and 
activities. With the fiftieth anniversary of the drafting of the charters of 
the Fund and the World Bank (the Bretton Woods institutions), those 
calls are likely to increase, from official and unofficial sources. Finally, 
given the maturity of the Fund- UN relationship, it might be useful to 
restate the essence of the existing relationship and, in so doing, to seek to 
remedy some common misunderstandings. 

Institutions 

The United Nations and the Fund were created as international public 
organizations. Each has its own charter or constitutional document: in 
the case of the UN, the Charter of the United Nations; and in the case 
of the Fund, the Articles of Agreement. Each charter was negotiated sep­
arately; that is, the Fund terms were not negotiated as part of the United 
1\'ations, although the motivation for the creation of both was to bring 
postwar order to the world upon the cessation of World War I I .  

The Fund 

The Fund is a creation of the Articles of Agreement and is controlled 
by the Articles. Accordingly, the Fund has specified purposes, functions, 
and powers. To these ends, it has its own resources, organs, and mem­
bership. Moreover, under the Articles, members enjoy a range of rights 
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and privileges, and, reciprocally, are subject to various obligations and 
powers. 

The United Nations 

As with the Articles of the Fund, the UN Charter was finalized toward 
the end of World War I I .  By this treaty, the "United Nations" laid down 
lofty goals, both in the preamble and Article 1 .  By its explicit purposes, 
the UN is "to maintain international peace and security," including 
through the taking of collective measures and the peacefi.Il settlement of 
disputes; to develop friendly international relations; "to achieve interna­
tional co-operation in solving international problems of an economic, 
social, cultural, or humanitarian character," together with respect for 
human rights; and to harmonize national action in these respects. !  

Concept of "Specialized Agencies" 

Both the UN and the Fund are subjects of international law, with 
explicitly conferred legal personality ( "full juridical personality" in the 
case of the Fund, "such legal capacity as may be necessary" in the case of 
the UN).2 Accordingly, each can enter into agreements with other sub­
jects of international law. 

Agreements inter se, however, are contemplated by the respective char­
ters. First, by Article X of the Fund's Articles, the Fund is to cooperate 
"with any general international organization," as well as with public 
international organizations with related fields of specialized responsibili­
ties. Two qualifications apply: first, such cooperation will be "within the 
terms of this Agreement"; second, were a modification of the terms of 
the Articles involved, the effectiveness must await an amendment of the 
Articles.3 Clearly, reference to cooperation "with any general interna­
tional organization" was in anticipation of the UN, although express ref­
erence could not be made because the UN Charter followed the drafting 
of the Fund's Articles. 

In the case of the UN, it was contemplated that those specialized agen­
cies having wide international responsibilities "shall be brought into rela­
tionship with the United Nations" pursuant to the provisions of Article 
63.4 In turn, Article 63 prescribes that the relevant organ for entering 
into such agreements shall be the Economic and Social Council 
( ECOSOC), "subject to approval by the General Assembly." Finally, 
Article 57, paragraph 2 states that " [ s ]uch agencies thus brought into 
relationship with the United Nations are hereinafter referred to as spe­
cialized agencies." 
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In the light of these provisions, a comment on the term "specialized 
agencies" may be in order. Article 57 begins factually by referring to 
existing (or future ) specialized agencies. It follows that the entering into 
of a relationship agreement does not generate the status of a specialized 
agency; rather, that status is a prerequisite of entering into agreement. 
Moreover, this is the case notwithstanding that Article 57, paragraph 2 ,  

goes o n  to refer to specialized agencies as agencies that have entered into 
a relationship agreement. Finally, the negotiating record makes clear that, 
despite the acceptance of Article 57, paragraph 2, there was an express 
understanding that the relationship between the UN and the Fund was 
one of mutual association between independent entities. 

More specifically, the Fund negotiators agreed to the statement that 
"[ t ]he Fund is a specialized agency established by agreement among its 
member governments . . . . "5 This statement reflected the idea that, once 
the relationship agreement was concluded, the Fund would become a 
specialized agency within the meaning of the UN Charter. This wording, 
however, has to be read in the light of the following statement, which was 
placed on the record: 

It \\'as understood . . .  that the statement in Article I, paragraph 2, that 
the Bank ( Fund) is a Specialized Agency established by agreement among its 
member governments carries with it no implication that the relationship 
bet\\'een the United Nations and the Bank ( Fund) is one of principal and 
agent.6 

In conclusion, therefore, while the Fund is a specialized agency as 
referred to in the UN Charter, it is not a specialized "agency" (or agent) 
of the United .1\'ations. 

The Fund as an Independent Organization 

The Agreement Between the United Nations and the International 
Monetary Fund (the Relationship Agreement), as well as the Agreement 
Between the United Nations and the International Bank for Recon­
struction and Development, came into force on November 1 5 ,  1 947 fol ­
lowing a vigorous negotiation between the UN and, jointly, the Fund 
and the World Bank/ The two resulting Agreements are the same, except 
for an additional clause in the World Bank Agreement on loans (Article 
IV, paragraph 3; see below).B 

Independence of the Fund 

The negotiation of the Relationship Agreement had to bridge a con­
siderable difference of orientation between the two sides. From the point 
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of view of the UN, even i f  the Fund and the World Bank were i n  a special 
position, the UN had the duty under its Charter to coordinate the actions 
of specialized agencies and had to follow the mandatory character of cer­
tain Charter provisions. On the side of the Fund and the World Bank, the 
independent character of the institutions, stemming from their basic doc­
uments, the terms and the conditions under which they were executed, 
and their responsibilities, were emphasized strongly. Moreover, influence 
on their decisions by political bodies could not be tolerated. 

Within the day, the original draft provision regarding the relationship 
of the UN with the Fund, instead of being weakened, was strengthened 
somewhat. Article I, paragraph 2 of the Relationship Agreement, after 
reciting that the Fund is a specialized agency within the meaning of 
Article 57 of the Charter, asserts the independence of the Fund: 

By reason of the nature of its international responsibil ities and the terms 
of its Articles of Agreement, the Fund is, and is required to function as, an 
independent international organization. 

This provision manifests the independence of the Fund under its Articles, 
whereby certain functions are vested in its organs, and, therefore , that the 
competence conferred cannot be delegated to, or subject to, another 
organization or body external to the institution. 

As previously mentioned, the UN-World Bank Agreement contains a 
clause on the loan process; this provision is also designed to protect the 
independence of the World Bank. Specifically, Article IV, paragraph 3 of 
the World Bank Agreement states: 

The United Nations recognizes that the action to be taken by the Bank 
on any loan is a matter to be determined by the independent exercise of the 
Bank's own judgment in accordance with the Bank's Articles of Agreement. 
The United Nations recognizes, therefore, that it would be sound policy to 
refrain from making recommendations to the Bank with respect to particu­
lar loans or with respect to terms and conditions of tinancing by the Bank. 
The Bank recognizes that the U nited Nations and its organs m.1y appropri­
ately make recommendations with respect to the technical aspects of recon­
struction or development plans, programmes or projects. 

Does the lack of such a clause indicate a different result for the Fund? 
In fact, the explanation lies in the aspect of the operation of the Fund: 
not only did the Fund not make loans, but the use of Fund resources was 
a matter of entitlement. Thus, the report of the Negotiating Committee 
states: 

It  was further agreed that Article IV, paragraph 3, was omitted trom the 
Agreement with the Fund only because the Fund does not make loans. It was 
agreed that the philosophy underlying this paragraph applied to the 
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relationship between the United Nations and the Fund as well as the rela­
tionship between the U nited Nations and the Bank." 

Case of South Mrica 

At times, this independence of the Fund has been put to the test, in 
particular, concerning the Fund's relations with South Africa. From 
1964, the United Nations, primarily through the General Assembly, but 
at times by decision of the Security Council, adopted resolutions attack­
ing apartheid in South Africa and requesting the specialized agencies to 
take appropriate supportive steps. Following the normal practice for the 
treatment of such resolutions, these resolutions, when received by the 
Fund, were distributed to Executive Directors, without further action, 
and with a brief acknowledgement to the UN. In so doing, Article IV, 
paragraph 2 of the Relationship Agreement played a part: thereby, each 
organization undertakes to consider as soon as possible any "formal rec­
ommendations," but only after "reasonable prior consultation with 
regard thereto." In fact, there had been no such prior consultation. 

In  198 1 -82, however, in the context of possible use of Fund resources 
by South Africa, the dialogue became more intense . On December 1 7, 
198 1 ,  the General Assembly expressed concern that the Fund (and the 
World Bank) had not taken steps to terminate assistance to South Africa, 
requested them to do so, and called for consultations with the Fund and 
the World Bank on the matter. l O A further General Assembly resolution 
repeated the requests on October 2 1 ,  1 982 in essentially the same 
terms. l l  Shortly thereafter, the Managing Director of the Fund met with 
a delegation from the United Nations Special Committee Against 
Apartheid. On November 3, 1 982, the Executive Board of the Fund 
approved the use of Fund resources by South Africa, pursuant to a stand­
by arrangement and under the Compensatory Financing Facility. 1 2  

In  its deliberations and communications, the Fund took the approach 
that all organs of the Fund were required to adhere to the Articles of 
Agreement, and that, under the Articles, the rights of a member must be 
respected, including the member's entitlement to use Fund resources, in 
accordance with Fund policies on the use of Fund resources, subject to 
the final decision of the Executive Board. Moreover, the UN was remind­
ed that these principles were reflected in the Relationship Agreement, in 
that the Fund is to act as an independent institution . 

Situation of a Binding Security Council Resolution 

In  the event of a Security Council resolution, which by its terms binds 
members under Article 48 of the UN Charter, there is need for 
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elaboration. 1 3  I n  this contingency, the Relationship Agreement contains 
a specific provision. Article VI, paragraph l ,  reads: 

l .  The Fund takes note of the obligation assumed, under paragraph 2 of 
Article 48 oft he United �ations Charter, by such of its members as are also 
Members of the United Nations, to carry out the decisions of the Security 
Council through their action in the appropriate specialized agencies of 
which they are members, and will, in the conduct of its activities, have due 
regard for decisions of the Security Council under Articles 41 and 42 of the 
United Nations Charter. 

This provision presents a quite different balance to that put forward by 
the UN initially, which would have imposed an obligation impacting 
more directly on tl1e organization. l4 

Under this provision of the Relationship Agreement, a Security 
Council resolution would not be binding on the Fund itself. First, the 
binding obligation stemming from a Security Council resolution is direct­
ed at "members" of the UN. The Fund, while a subject of international 
law, is not a member; meanwhile, most decisions of the Fund are taken 
by the Fund's competent organs, not by its members. Second, the obli­
gation of the Fund, in turn, is to "have due regard" to Security Council 
resolutions. Such an obligation could be respected by the Fund's compe­
tent organs while still taking independent action. Finally, there is the 
question of whether, with the obligation of Security Council resolutions 
falling on members of the UN, those members who are also members of 
the Fund must instruct Executive Directors appointed or elected by them 
to take appropriate action at the Executive Board. In the view of the 
Fund, however, under the Articles of the Fund, the Executive Directors 
serve as "officials" of the Fund, not as "representatives" of the members 
appointing or electing them. Thus, an Executive Director would not be 
under an obligation to carry out the obligations of members that are also 
members of the UN. On the contrary, the Executive Director would, as 
an official of the Fund, have to act in the Fund's interests, including the 
adherence to its Articles and the protection of the Fund's assets. 

As a result, the competent organs of the Fund are in a position to act 
independently under the provisions of the Articles and other policies of 
the Fund. Thus, in the case of embargoes and the freezing of assets that 
are imposed by the UN on its members, the consistency of the action of 
a Fund member with the Articles is still to be assessed, on the Fund's side, 
by the Fund standards. In the same way, the Fund itself is entitled to 
engage in financial transactions with a member that is the object of the 
UN embargo and, in particular, to recover amounts due from the mem­
ber (if, indeed, national law does not prevent it). 
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Budget 

Another element of the Fund's independence might be mentioned: 
UN competence to review the Fund's budget. Under Article 1 7, para­
graph 3, of the UN Charter, 

3. The General Assembly shall consider and approve any financial and 
budgetary arrangements with specialized agencies referred to in Article 57 
and shall examine the administrative budgets of such specialized agencies 
with a view to making recommendations to the agencies concerned. 

For the specialized agencies other than the Fund and the Bank, the rela­
tionship agreements reflect this mandate; their budgets are thus submit­
ted to the UN for General Assembly examination and recommendation. I S 

Yet the UN does not "consider and approve" the Fund's budget. 
Again, the Relationship Agreement addressed the point. Article X, para­
graph 3, second sentence, states: 

The United Nations agrees that, in the interpretation of paragraph 3 of 
Article 1 7  of the United Nations Charter it will take into consideration that 
the Fund does not rely tor its annual budget upon contributions from its 
members, and that the appropriate authorities of the Fund enjoy full auton­
omy in deciding the torm and content of such budget. 

This provision thus exempts the Fund from the general supervision of 
Article 1 7, paragraph 3, of the UN Charter. During the negotiation of 
the clause, it was accepted that, as the Fund and the Bank do not rely on 
the contributions of its members for their financing, the General 
Assembly lacked a rationale for its normal involvement. Furthermore, 
while the Relationship Agreement posits that the Fund's Annual Report 
and quarterly financial statements are to be furnished to the UN,l6 the 
understanding remained that no recommendations were to be made by 
the UN. 

Cooperation 

While admitting that the relationship of the UN and the Fund is one 
between separate, independent organizations, the Relationship Agreement 
posits a wide variety of points of interaction and mutual cooperation. 

Reciprocal Representation (Article II). The UN is entitled to attend the 
meetings of the Fund's Board of Governors. As for the Executive Board, 
the UN is to be invited to attend "meetings especially called by the Fund 
for the particular purpose of considering the United Nations point of 
view in matters of concern to the United Nations." i 7  Conversely, the 
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Fund shall be entitled to attend the General Assembly, ECOSOC, and 
the Trusteeship Council. 

Agenda Items (Article III). The Agreement envisages consideration for 
inclusion of agenda items, on the one hand, for the meetings of the 
Fund's Board of Governors, and, on the other hand, for ECOSOC and 
its commissions. 

Consultations and Recommendations (Article IV). Under Article IV, 
paragraph 1 ,  " [  t ]he United Nations and the Fund shall consult together 
and exchange views on matters of mutual interest."  As a qualification, 
however, it is provided that one of the organizations shall not present 
"formal recommendations" to the other "without reasonable consulta­
tion with regard thereto." l8 

Exchange of Information (Article V). The Agreement calls for the 
exchange of information "to the fullest extent practicable," including 
publications, special reports, and studies. To this exchange, an important 
qualification is attached: it is accepted that confidential information fur­
nished by respective members is to be respected. l 9  

Statistical Services (Article IX). While the special interests of  each orga­
nization are accepted, the organizations are to cooperate for common 
purposes and to avoid duplication. 

Administrative Relationships (Article X). Specifically, the UN and the 
Fund are to consult periodically "concerning personnel and administra­
tive matters of mutual interest," toward the end of uniformity and effi­
ciency. Consistently, the Fund agrees to participate in the work of the 
Coordination Committee and its subsidiary bodies. 

Conclusion 

The relationship between the Fund and the UN has been controlled by 
the Relationship Agreement for close to 50 years. It has survived intact 
during that time. By its terms, the purposes of the Agreement may be 
subject to supplementary agreements.20 The Relationship Agreement 
also contemplates the possibility ofrevision.21  Alternatively, it may be ter­
minated by either side upon six months' written notice.22 

The resulting relationship, however, has attracted considerable criti ­
cism (as evidenced, for example, in the South African saga). I n  the nom­
inal coordination with the UN, some see a contradiction in tl1e light of 
the assertion of independence of the Fund, both in theory and practice. 
Others accept the present situation, but call for reform. 
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In recent years, the topic has been quite active, especially in connection 
with the review of the structure of the UN itself, focusing on the eco­
nomic area. In particular, the General Assembly called for reforms so that 
ECOSOC can 

discharge the responsibilities entrusted to it by the Charter by enhancing its 
role as a central forum for major economic, social and related issues and poli­
cies and its co-ordinating functions relating to the United Nations system in 
the economic, social and related fields.23 

Since then, work has continued and ideas have proliferated. 

In 1 993,  at the request of the Secretary-General, a special report was 
issued to the Administrative Committee on Coordination (ACC) by a 
consultant, Mr. Francis Blanchard (former Director-General of the 
International Labor Organization) .24 The report covers considerable 
ground concerning the relationship of the Fund (and the World Bank) 
and the UN. In essence, even though the ACC was set up to deal with 
administrative matters, the suggestion is that the ACC be used to coor­
dillate the substantive policies of the participating institutions, including, 
specifically, the international financial institutions. 

The time has come tor ACC to move from its administrative function, 
which still remains important, to a 'policy' function required by the new 
realities of the international situation. That is my recommendation, by which 
I do not mean that ACC should substitute itself to the deliberative organs 
of the United Nations or its specialized agencies. The intention is to turn 
ACC into a body which would provide impetus and effective direction under 
the chairmanship of the Secretary-General. This change from an administra­
tive to a 'policy' function will not require any lengthy and uncertain process 
of amending constitutional and other texts. It presupposes however the 
commitment of the members of ACC. They are the personal advisers of the 
Secretary-General on all issues relating to the economic, social and human­
itarian fields. They are his aides in the preparatory work leading to the adop­
tion of decisions by the General Assembly and the Economic and Social 
Council, as well as by the deliberative organs of the specialized agencies or 
of the major Programmes which participate in the work of ACC. Under the 
leadership of the Secretary-General , they have an individual and collective 
responsibility, in the areas fall ing within the mandates of their respective 
organizations, tor following up decisions taken by the General Assembly and 
the Economic and Social Council,* in the preparation of which their orga­
nizations are invited to participate.25 

* Hence the importance which attaches to the success of the rd(mn of the 
Economic and Social Council and the Second and Third Committees of the General 
Assembly. The overall pert(>rmance ofACC will depend to a great extent on the rela­
tionship between it and the Economic and Social Council. Members of ACC should 
support and assist this refi:>rm process. 
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The proposal, from the point of view of the Fund, raises several issues 
of substance, extending to the legal nature and structure of the Fund, and 
the need to review the existing Relationship Agreement. The report, 
however, fails to grapple with issues of implementation; it fails, in fact, to 
mention the Relationship Agreement at all .  



1 C. Issues Regarding the Special Drawing Right of the 
International Monetary Fund 

REINHARD H. MUNZBERG 

Intensive discussions took place from 1 992 to 1 994 on Special 
Drawing Right (SDR) issues following an unprecedented expansion of 
the International Monetary Fund's membership. There were two distinct 
rounds of discussions. First, a proposal for an allocation of SDRs was dis­
cussed. Interest focused on the criteria that are relevant to justifY an allo­
cation. The second round focused on the possibility of targeting 
increased amounts of SDRs to particular groups of members, specifically 
new members of the Fund. This renewed interest in the SDR is a very 
positive development for the Fund. 

History of the Special Drawing Right 

The SDR Department was created 25 years ago through the First 
Amendment of the Articles of Agreement. In  the period from 1969 to 
date, only two decisions to allocate SDRs were adopted. SDRs were allo­
cated in the period from 1970 to 1972 and from 1979 to 198 1 .  The rea­
sons for the absence of more regular allocations are easy to explain: 
developments did not turn out the way that was initially expected. 

The SDR was created against a background of a perceived potential 
shortage of reserves, in an environment characterized by growing tension 
in the monetary system and a declining role of gold. The idea was that a 
mandatory credit-line mechanism backed by a large number of partici­
pants, in particular by the major reserve countries, and based on objec­
tive distribution criteria, such as Fund quotas, might assist in supplying 
the reserves that a growing world economy might require. It was also 
thought that such a supply of reserves should provide unconditional li­
quidity rather than conditional credit. 

When the First Amendment was adopted and when the first allocation 
decision was approved in 1969, it was expected that the role of the SDR 
would grow over time as the need for additional reserves rose, and that 
SDRs would be allocated at a rate that would also be most conducive to 
attain the Fund's purposes, in particular to assist in the financing of the 
expansion of trade. However, the early and mid- 1970s produced a huge 
increase in other sources of liquidity and saw the emergence of the 
Euromarkets. Therefore, when the Fund in 1977-78 turned to a further 
allocation discussion, it had to assess the justification for an allocation, 
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particularly in light of the other sources of liquidity that were available to 
the world economy. 

The criterion for an allocation that had been established by the First 
Amendment had not been changed by the Second Amendment of the 
Articles in 1 978. That criterion requires a finding that there is a long­
term global need to supplement reserves through the allocation of SD R.s. 
It was argued by a large group of members that, in light of the abundant 
availability of liquidity in capital markets, such a need for supplementa­
tion did not exist. Ultimately, however, the view prevailed that the par­
ticular quality of the SDR, that is, its greater reliability and stability 
compared to borrowed reserves, needed to be taken into account, and 
that the finding of global need could not rely exclusively on proving that 
the need could be met only through SDRs. 

In addition, the Second Amendment had added to the Articles the 
objective of making the SDR the principal reserve asset, and the manner 
in which that objective should be taken into account in the context of the 
decision to allocate was explored. When the objective of making the SD R 
the principal reserve asset was adopted, it was made clear that this objec­
tive was not intended to have quantitative relevance, that is, a reduction 
in the volume of other reserve assets, currencies, or gold would not be 
required. It was ultimately agreed, however, that in a limited sense there 
could be a quantitative relevance in that it would be incompatible with 
the Articles to let the SDR fade away altogether. However, the objective 
would only be relevant once a finding of global need had been made, and 
it would not justifY an allocation by itself in the absence of global need. 

Proposal for a General Allocation 

When the Fund returned to an allocation discussion in 1 992-93, that 
discussion focused on a general allocation and, most important, on the 
reasons that would justifY such an allocation. In particular, it was explored 
whether the needs of a large group of the membership, specifically, coun­
tries that had joined the Fund recently, could justifY an allocation .  The 
relevant aspect in the provisions on allocations was therefore the concept 
of "global" need. At that time, the record of that concept was reviewed, 
and it was confirmed, as had already been explained in the early stages of 
the establishment of the SDR Department, that the need of individual 
members or groups of members could not justifY an allocation .  It was the 
need of the world economy as a whole for supplementation of reserves 
that would form a basis for an allocation of SDRs .  Moreover, in these dis­
cussions, the competition between the SDR and other sources ofliquidity 
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was again reviewed, and the same views that had been expressed in the 
1978 discussion were reiterated. 

The second round of discussions, in 1 993 and 1 994, focused more 
specifically on the issue of targeting SDRs to the new members of the 
Fund, or in a broader sense, to participants that had not received all allo­
cations ofSDRs. It was recalled that, under the Fund's Articles, SDRs can 
be allocated only through general allocations and only to those members 
that are participants at the time of the allocation. If a member joins the 
SDR Department after an allocation, it will receive SDRs only prospec­
tively in future allocations. Moreover, SDRs are allocated on the basis of 
current quotas of members. There is no selective element in the alloca­
tions and no mechanism for catching up through increased rates of allo­
cation with past allocations. Conversely, if a member joins the SDR 
Department, it will not receive SDRs because of its participation. This 
treatment of new members, namely, the absence of any selective element 
or possibility of catching up with past allocations, reflects a deliberate 
choice by the creators of the SDR. More specifically, this treatment is a 
function of the nature of the SO R as a mandatory credit-line mechanism, 
which is backed only by the participants in the SDR Department and 
therefore requires a broad participation at any point in time, based on 
objective criteria. 

In light of these constraints, a proposal was made to cancel all or part 
of the existing SDR.� and to allocate at least the equivalent amount of 
SDR.� on the basis of current quotas. This proposal, however, faced two 
main ditlicultics. First, while the Fund is entitled to cancel SDRs, it can 
do so only when there is no longer a need for the SDRs created previ­
ously to meet the need for additional liquidity. Therefore, the bases for 
allocation and cancellation are findings in opposite directions, one for 
more liquidity and one for less liquidity, and it is not possible to make 
these tlndings in good faith at the same time. Second, the treatment of 
new participants in the SDR Department was a result of a deliberate 
choice made by the membership when the SDR Department was estab­
lished, and it was therefore not found possible to remedy this result 
through interpretation or through the application of implied powers. 

The Executive Board was again invited to report on SDR issues to the 
Interim Committee in September 1994, which shows that the effort to 
increase the volume of SDRs and to make SDRs available to all members 
continues. 
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2 
Developments at the International Bank 
for Reconstruction and Development: 
The Restructuring of the Global 
Environment Facility 

ANDRES RIGO 

Introduction 

In March 1994, 73 countries met in Geneva and agreed to restructure 
the Global Environment Facility (GEF), created three years earlier as an 
experiment of international cooperation to finance activities for enhanc­
ing the global environment. I The restructuring of the GEF is the first 
tangible follow-up to Agenda-2 1 of the United Nations Conference on 
Environment and Development (UNCED), held in Rio de Janeiro in 
1992 .2 

The GEF has unique features that make it an interesting case study of 
an international organization: how existing structures are used to achieve 
new objectives, how they are modified in the process, and how new struc­
tures come into being. 

Pilot Phase 

The origins of the GEF trace back to the United Nations Environment 
Program (UNEP), established by the General Assembly as a result of the 
1 972 Stockholm Conference on the Human Environment.3 In its early 
work, UNEP started to define the global environmental issues in support 
of which, 20 years later, the financing mechanism of the GEF was creat­
ed. More direct precedents are the report of the 1 987 World Commission 
on Environment and Development (known as the Brundtland Report), 
which recommended the establishment of a facility to finance conserva­
tion projects and national strategies, and nongovernmental organization 
initiatives such as the report prepared in 1 989 by the World Resources 
Institute, Natural Endowments: Financing Resource Conservation for 
Development. 4 

At the Development Committee meeting of 1 989, a proposal was put 
forward by the French representative to establish an environment facility. 
The German delegation presented a similar proposal. At that meeting, 
the International Bank for Reconstruction and Development ( the Bank) 
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was asked "to assess the requirements for additional funding and explore 
the potential for donor support for addressing global environmental con­
cerns in developing countries. "5 

The Bank consulted with the donors, several developing countries, the 
United Nations Development Program (UNDP), and UNEP. As a result 
of these consultations, the Bank presented to its Board of Executive 
Directors a memorandum attaching a formal resolution for approval to 
establish the GEF. The proposal was approved on March 14 ,  1 99 1  and 
later endorsed by the Governing Councils of UNEP and the UNDP. In  
October of  the same year, the Bank, UNEP, and the UNDP signed an 
agreement on operational cooperation under the Global Environment 
Facility. 6 This agreement detailed the responsibilities of each of the imple­
menting agencies. They were expected to collaborate according to their 
respective "comparative advantage."7 The Bank retained responsibility 
for the Global Environment Trust Fund (GET), the chairmanship of the 
Facility, and the Secretariat. In terms of the operational responsibilities of 
each agency, the Bank is responsible for investment operations, the 
UNDP administers technical assistance, and UNEP coordinates research 
and provides guidance for selecting and evaluating projects through a 
group of 1 5  scientists, the Scientific and Technical Advisory Panel. 

Participation was open to all states provided that they contributed 
amounts equivalent to at least SDR 4 million over eight years. In the case 
of developing countries, the Bank was prepared to contribute half this 
amount. During the pilot phase, participants in the GEF met twice a year 
to review the operations and co-financing arrangements on the basis of 
reports prepared by the Bank, after consultation with UNEP and the 
UNDP. The participants reviewed the overall policy framework and the 
work programs of the three implementing agencies. There was no provi­
sion for a voting system in the meetings of the participants: "[ i ] t  was pre­
sumed that the Bank, which chairs these meetings, would follow the 
sense of the meeting as summed up by the Chairman. "8 

The GEF finances projects that are deemed to benefit the global, as 
opposed to the local, environment, in the areas of global warming, pol­
lution of international waters, biological diversity, and depletion of the 
stratospheric ozone layer from emissions of chlorofluorocarbons and 
other gases. The GEF had pledges amounting to about SDR 1 billion for 
the three-year pilot phase ( 1 99 1-94) from three different sources: the so­
called core fund (the GET), associated co-financing arrangements, and 
the funds provided under the Montreal Protocol to help developing 
countries comply with its provisions to phase out ozone-destroying 
substances.9 
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Interim Multilateral Fund 

I t  is illustrative in the context of the restructuring of the GEF to dwell 
briefly on the Montreal ProtocoJ . I O This protocol to the Vienna 
Convention for the Protection of the Ozone Layerl l requires both devel­
oping and developed countries to reduce the production and consump­
tion of chlorofluorocarbons, but it does not have a specific mechanism to 
meet the substantial costs of developing countries that are adopting sub­
stitutes for ozone-depleting substances. The issue of financing mecha­
nisms was raised by France in the Development Committee in 1 989 at 
the same time that the proposal for the GEF was first tabled. The ensu­
ing negotiations led to the establishment of a fund for the purposes of the 
Montreal Protocol, the Interim Multilateral Fund, to assist developing 
countries in meeting their obligations under the protocol for a period of 
three years starting January 1 ,  1 99 1 .  

For purposes of the operation of the Interim Multilateral Fund, an 
Executive Committee was established with 1 4  members, 50 percent of 
which are from industrialized countries and 50 percent from developing 
countries that are potential beneficiaries of this fund. The Executive 
Committee develops policies, plans, budgets, and criteria for project eli­
gibility; it also approves country programs for compliance and cooperates 
with the implementing agencies according to their respective areas of 
expertise. The functions of the three agencies are similar to those under 
the GEF. The parties to the protocol meet once a year, and each of the 
agencies has entered into a separate agreement with the Executive 
Committee for carrying out the activities to be financed. The agreement 
of the Bank with the Executive Committee of the Interim Multilateral 
Fund provides for an Ozone Projects Trust Fund to be financed out of 
the Interim Multilateral Fund, which became permanent in 1 992 . 1 2  The 
Bank is the trustee only of the funds for the projects for which it is the 
implementing agency. Funding for the years 1 994-96 will amount to 
approximately $500 million, from assessed contributions by all parties to 
the Montreal Protocol, based on the UN contribution scale. 

The New GEF 

As early as 1 992, the participants of the GEF agreed that its structure 
should be adjusted so that it could play a permanent role beyond the pilot 
phase. For this purpose, a number of principles were agreed providing, 
inter alia, that "the GEF should build on proven institutional structures, 
such as the partnership among UNDP, UNEP, and the World Bank, 
thus avoiding the creation of new institutions," and that the GEF would 
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be "transparent and accountable to contributors and beneficiaries 
alike . "1 3  

Agenda-2 1 of UNCED, the United Nations Framework Convention 
on Climate Change, and the United Nations Convention on Biological 
Diversity also called for the restructuring of the GEF as a prerequisite for 
its designation as the financial mechanism of these conventions. 1 4  

The negotiating process, which concluded in  March 1 993, lasted two 
years and required seven meetings of the participants. During this drawn­
out process, the replenishment negotiations and the changes in the struc­
ture interplayed, nearly placing the process in jeopardy. The role of the 
Bank, the apportionment of the contributions, voting, and the "institu­
tionalization" of the GEF as a distinct entity were among the topics that 
attracted the most attention. The result is a $2 billion fund entrusted to 
the Bank and the Instrument for the Establishment of the Restructured 
Global Environment Facility. I 5  

The GEF has become universal . Any state that is a member of the UN 
or its specialized agencies may become a party and does not need to con­
tribute to do so. The GEF has an elaborate structure, which may be con­
trasted to the meetings of the parties and the secretariat in the pilot 
phase. It has now an Assembly, a Council, and a Secretariat. I 6  The 
Assembly consists of representatives of all participants but meets only 
once in three years, that is, once during the replenishment period. Its 
function is one of reviewing the GEF's membership, its policies, and its 
operation. 

The Council will be composed of 16 members from developing coun­
tries, 14 from developed countries, and 2 from countries with economies 
in transition. The Council will meet semiannually. The chairmanship shall 
alternate from one meeting to another between recipient and nonrecipi­
ent Council members. The Chief Executive Officer (CEO) will cochair 
the meetings. The Council will approve the work program, and individ­
ual projects within the program will be developed and approved by each 
of the agencies. The CEO will endorse each project before final project 
approval. The Council may review a project prior to final approval by the 
agency concerned if at least four Council members so request. 

The Secretariat is to service and report to the Assembly and the 
Council. The Secretariat will be supported by the Bank but be function­
ally independent. The CEO is to be appointed for three years by the 
Council on the joint recommendation of the implementing agencies. 

The implementing agencies continue to be the same and they are 
expected to make arrangements with other institutions-multilateral, pri-
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vate, or public-for preparation and execution of GEF projects. A new 
Scientific and Technical Advisory Panel will be established by Ul\'EP in 
consultation with the other agencies and on the basis of guidelines and 
criteria established by the Council. 

Decisions of the Assembly and Council normally will be taken by con­
sensus. In the case of the Council, if consensus is not reached, any mem­
ber may ask for a formal vote. A formal vote requires a double-weighted 
majority: an affirmative vote representing 60 percent of the total number 
of participants and 60 percent of the total contributions . J 7  

Implications of the New GEF 

The negotiating process, the instrument negotiated, the resulting 
structure of the new GEF, and how they fit in a wider context merit the 
following comments. 

Negotiating Process 

The negotiating process was open not only to donors but also to all 
states, as opposed to the pilot phase negotiation, which was donor driven. 
The more active participation of the beneficiaries has deeply influenced 
the results. In this respect, the negotiations reflected the North-South 
confrontation that has come to characterize the negotiations of environ­
mental conventions in recent years. They reflected the concern for effi­
ciency of the donors, as opposed to the concern for equity of 
representation of developing countries. The latter consider it their right 
to develop and to use their own resources, bearing in mind the pollution 
generated in the North . 1 8 Thus, it is not surprising if the umbrella mech­
anism of the GEF emerging from these negotiations is not that different 
in structure from the institutional arrangements established under the 
various environmental conventions. In this respect, the Executive 
Committee of the Montreal Protocol can be seen as a starting point for 
the new GEF and the Conventions on Climate Change and Biological 
Diversity. l9 A noteworthy input in the negotiating process is the inde­
pendent evaluation of the GEF requested by the participants at the end 
of 1992, which, completed a year later, had an impact on the later stages 
of negotiations. 

Instrument Negotiated 

The instrument negotiated is not a treaty, although the negotiations 
gave the impression that one was being negotiated. In  the end, it is an 
instrument negotiated by governments, but it will not be ratified by them 
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as a treaty would be. The instrument was formally adopted by the Board 
of Executive Directors and the Board of Governors of the World Bank, as 
well as by the Governing Councils of UNEP and the UNDP.20 

Any amendment or termination must be approved by the Assembly 
upon the recommendation of the Council, but it becomes effective only 
after each of the implementing agencies and the Bank, as trustee, adopt 
it in accordance with the respective rules and procedural requirements. 

Resulting Structure 

The resulting structure resembles very closely that of a new interna­
tional organization, except that the negotiated instrument refrains from 
specifically saying so and from giving the organs of the GEF the power to 
contract. This lack of a separate personality is reflected in several of the 
ways in which the new GEF is expected to operate. For instance, the rela­
tionship of the GEF with the Climate Change and Biological Diversity 
Conventions is to be approved by the Council, but the instruments 
embodying it in the form of agreements or arrangements are to be for­
malized by the Bank as trustee. 

This raises the question, When does an entity come to exist indepen­
dently from its sponsors? While the Conference of the Parties to the 
Conventions on Climate Change and Biological Diversity and the 
Executive Committee of the Montreal Protocol are considered to have 
juridical capacity to contract, the GEF Council or the Assembly appar­
ently will not have such power. 

In the wider context of international cooperation, the GEF is an inter­
esting experiment to maximize the comparative advantage of existing 
institutions without creating new ones. While the cooperation has not 
been perfect, it has worked sufficiently well to keep the GEF as the basic 
arrangement for financing and implementing environment projects in the 
future. As restructured, the GEF provides an umbrella for cooperation 
and consultation to implement the objectives of framework conventions 
as individual protocols are added. It appears to be a valid counterpoint on 
the financial side to the treaty-making style that has developed in the 
environment area. I t  is sufficiently practical and flexible to adapt to an 
evolving field while making use of existing structures. 

The coordination of the structures set up under each of the conven­
tions and the GEF itself will no doubt be a test of the system. To the 
extent that the Ozone Projects Trust Fund can be considered a prece­
dent, it has worked reasonably well; however, there might be more of an 
overlap in the future between the GEF itself and the structures of each 
one of the conventions. 



Chapter 

3 Developments at the International 
Finance Corporation 

JENNIFER A. SULLIVAN 

The International Finance Corporation ( IFC) is a member of the 
World Bank Group that promotes development in its member countries 
by supporting the private sector. The IFC is the world's largest source of 
direct investment for private project finance in developing countries. 
Since it began operations in 1 956, the IFC has financed over twelve hun­
dred business ventures in more than one hundred countries. 1 

I n  recent years, the trend throughout the world has been to move away 
from government control of the economy and toward greater encour­
agement of private initiative and the development of a viable private sec­
tor. The sweeping reforms in Central and Eastern Europe, the Baltic 
countries, Russia, and the other countries of the former Soviet Union are 
the most obvious example. These changes in the political and economic 
climate have confronted the IFC with a special challenge and a special 
burden. 

IFC's Role as Investor in the Private Sector 

The IFC's principal traditional activity is as a project lender or investor. 
Using its own funds, the IFC lends money to, and invests equity in, pri­
vate sector projects whose prospective earnings, the IFC believes, are like­
ly to be sufficient to meet debt service and to earn an acceptable return 
on equity. Projects must also benefit the local economy and be environ­
mentally sound. Unlike the World Bank itself and many other multilater­
als, the IFC does not accept government guarantees of its loans or equity 
investments. Although, as a rule, the enterprises financed by the IFC are 
wholly or majority privately owned, the IFC may provide finance for a 
company with minority government ownership, provided that the private 
sector is participating and the venture is operated on a commercial basis. 

IFC's Role as Mobilizer of Resources: The "B" Loan Program 
and the Capital Markets 

Another important IFC function is as a mobilizer of resources. The 
IFC raises additional funds for projects from other lenders or investors 
that derive comfort from the IFC's involvement. In the IFC's "B" Loan 
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Program, the IFC is the lender of record but is itself funded by commer­

cial banks through participation agreements that the IFC signs with such 

banks. In fiscal year 1 994, for every dollar that the IFC approved for its 

own account, it mobilized about six dollars from other investors .2 

The IFC also mobilizes finance through the capital markets. For exam­

ple, the IFC may sponsor and underwrite portfolio funds for investing in 

local markets or arrange and underwrite international securities issues by 

companies from emerging markets. 

Current Developments 

Privatization 

The dramatic political and economic changes in Central and Eastern 

Europe, the Baltic countries, Russia, and the other countries of the for­
mer Soviet Union have necessitated equally dramatic changes in the legal 

and institutional framework, thus increasing the demand for investment 

and advisory services in these countries, particularly in the area of privat­
ization. The IFC's aim in these former command economies is to maxi­

mize its impact in accelerating the transition to productive market 
economies. 

Frequently, the IFC starts by providing technical assistance in areas 

such as securities market development and privatization. When warrant­

ed, the IFC makes investments directly in medium- and large-sized pri­
vate enterprises. It also fosters the development of smaller enterprises 
through investments in the country's capital markets, for example, by 

providing credit lines through financial intermediaries and financing ven­
ture capital and leasing companies. 

1\oteworthy advisory assignments have involved preparing and imple­
menting, with financing from the U.S. Agency for International 
Development and the U .K. Know-Hmv Fund, the privatization of thou­
sands of small enterprises in Russia, as well as scores of small firms in 
Ukraine.3 The IFC designed an auction method for privatization that is 

being used as a model in both countries. An estimated 70,000 small busi­

nesses have now been privatized in Russia using this method.4 In Russia, 
the IFC also participated in the privatization of trucking firms and col ­

lective farms in one region, and both of these projects are now being used 
as models for other regions. 
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Power Sector B.O.T. Projects 

Significant changes are under way in the financing of basic infrastruc­
ture. Many governments are now looking for private capital for infra­
structure investments, as well as for investments in telecommunications, 
power, ports, roads, and the like, which were formerly financed exclu­
sively by the public sector. For example, power projects frequently involve 
high capital costs and long payback periods, thus requiring long-term 
financing. However, private power projects may find it difficult to attract 
foreign direct investment. Typically, a private power project might have 
only one purchaser for its power, often a public utility that, owing to a 
subsidized tariff structure, is not creditworthy. In many cases, privatized 
companies have no track record, so there is no basis for judging their per­
formance. In addition, few lenders worldwide have experience in financ­
ing private power projects because the power sector has not historically 
been open to private companies in the developing world. Foreign 
investors are particularly cautious because power projects are not export 
oriented and thus do not generate hard currency. Furthermore, revenues 
are often subject to the rate-setting policies of government agencies. 
Most export credit agencies are used to the comfort of government guar­
antees and are just beginning to accept the concept of nonrecourse or 
limited-recourse project finance . The IFC therefore has pbyed an impor­
tant catalytic role in power projects by attracting other investors. 

A popular option today for power projects is based on the B.O.T. 
Model, by which a private company builds, operates, and, after several 
years, transfers to the government a privately financed power plant. The 
IFC has financed B.O.T. projects for new power stations in Asia and Latin 
America and is currently considering a number of such power projects in 
other regions. Most recently, the IFC completed, as lead financial advis­
er and lender, the structuring and arranging of the financing for a 700-
megawatt coal -fired plant to be constructed on a B .O.T. basis in the 
Philippines, with a project cost in the range of $900 million . 5  

Typical PoJVer Project Arrangement 

In order to mitigate the risks and attract the necessary capital to the 
private power sector, one of the IFC's main objectives in B .O.T. projects 
is to ensure an adequate revenue stream for debt repayments. Therefore, 
the contractual arrangements, particularly a strong power purchase agree­
ment and provision for any potential conditionality affecting the revenue 
stream, are important. 
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Regulatory Agencies 

Equally important to the strength of the project agreements are stable 
relationships with the regulatory agencies. Because of the IFC's long and 
close relationships with its member governments, the IFC's participation 
in a project is often viewed as a sign to investors that a company's rela­
tionship with the government will be stable. 

Foreign Exchange Risk 

Because most power projects generate local currency revenues, poten­
tial foreign investors are concerned about the foreign exchange risk. To 
address this risk, lenders typically require local currency payments to be 
adjusted for changes in the foreign exchange rates on the date of pay­
ment. Depending on the circumstances, lenders may also require some 
assurances regarding convertibility or that some level of reserves of for­
eign exchange be maintained in offshore accounts. 

Commercial Risks: Construction and Completion 

Lenders typically will not assume much completion risk in power pro­
jects. The project company is expected to hedge this risk through use of 
a fixed-price, date-certain, turnkey contract that contains warranties and 
provisions for performance bonds and liquidated damages if the contrac­
tor fails to perform (and bonuses for better-than-expected performance) .  
Lenders may also require at  least a limited completion guarantee that 
commits the sponsors jointly and severally to complete the project 
through additional equity injections or subordinated loans up to an 
agreed capped amount based on a worst-case scenario. 

Political and Governmental Risks 

The IFC has found that lenders typically require the purchasing utili­
ties and governments to assume the risk of uninsurable or political and 
governmental force majeure both during construction and operation . To 
achieve this, the power purchase agreement with the local utility provides 
that the utility is not excused from making that portion of payments 
necessary to service debt if any of the enumerated events occurs. 
Alternatively, or in addition, the utility sometimes agrees to purchase the 
project at fair market value if certain force majeure events occur. 

Government's Performance Undertaking 

If the state-owned utility is perceived to be insufficiently creditworthy 
or the tariffs that the utility charges to its customers are not set by an 
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independent regulatory agency, sponsors and lenders also typically 
require the government to provide some level of backup support of the 
utility's payment and other obligations under the power purchase 
agreement. 

New Products 

As more countries are encouraging private entry into the power sector, 
the IFC is working to respond to the increased demand, focusing partic­
ularly focus on capital market development. The IFC is investing in spe ­
cialized infrastructure funds, underwriting bond issues, and, in Hungary, 
borrowing for itself local currency for on-lending locally, a product that 
would be particularly suitable for power projects, which generally do not 
earn foreign exchange. 



COMMENT 

WILLIAM M. BERENSON 

Global Environment Facility 

The Global Environment Facility ( GEF) was recently restructured. I t  
was not restructured as  an  international treaty organization, but rather to 
use existing administrative facilities and structures within the participat­
ing agencies. This is an experiment. The Secretariat for the administration 
of the Global Environment Trust Fund ( GET) is now within the World 
Bank and will be operating under the legal personality of the World Bank, 
as the agency itself will not have a legal personality. 1 Although the agen­
cy, in its restructuring, is not an independent legal personality, it has taken 
on some of the trappings of treaty organizations. The Secretariat has a 
Chief Executive Officer appointed every three years. I t  has an Assembly 
(or what is called a Board of Governors in some international financial 
institutions), which is made up of the member states and which will meet 
eYery three years to establish general policy directives and make general 
decisions about the direction of tl1e institution.2 The GEF has a 
Governing Council, which meets twice a year and which is composed of 
1 6  members from the so-called industrialized countries, 14  members 
fi·om the so-called developing countries, and 2 from countries in eco­
nomic transition. 3 Finally, there is a panel of distinguished scientists, the 
Scientific and Technical Advisory Panel, which will be established within 
the United :t'.;ations Environment Program ( UNEP) and offer technical 
advice to the GEF. The United Nations Development Program ( UNDP), 
in its role, will provide direct technical assistance to the member states. 
Thus, these three executive agencies, UNEP, the UNDP, and the World 
Bank, are under umbrella direction from the Council and from the 
Assembly within their special competences. 

Another interesting structural aspect of the GEF is the method of vot­
ing. PreYiously, the GEF lacked formal rules for voting. Now, while there 
is the aspiration that it can do everything by consensus, if consensus fails, 
a provision has been made for the use of a double-weighted method of 
\'oting: a vote representing 60 percent of the contributions and 60 per­
cent of the total membership will carry a proposal ( if consensus cannot be 
made in either the Council or the Assembly).4 

This interesting structure could be a model in the future for other insti­
tutions within the international organizations community. The idea of 
preventing a proliferation of new secretariats requiring additional contri-
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butions for administrative exercises is a positive one i n  the world of inter­
national organizations. 

Developments at the International Finance Corporation 

There are four criteria that the International Finance Corporation 
( IFC) primarily looks for when making its loans to support private sector 
development: 

• the economic (or earning) stream of the project; 

• the sufficiency of the revenues generated by the project, that is, will 
they sufficiently pay back the capital and support debt service? 

• the benefits to the local economy that the project will provide; and 

• the environmental soundness of the project. 

The fourth criterion, environmental soundness, has been increasing in 
importance in international projects over the past 1 0- 1 5  years, and par­
ticularly since the UN conference on the environment held in Rio de 
Janeiro and the establishment of the GEF. 

Power projects fall within a range of infrastructure projects, including 
telecommunications, highways, and waterworks, that used to be largely 
government owned and operated. Now, however, there is a tendency for 
power-generating facilities to be placed in private hands or to be devel­
oped by private businesses. A new spirit of privatization seems to have 
enveloped most of the world over the past ten years. In funding a power 
project, the IFC often uses the B.O.T. Model, in which a private compa­
ny builds the facility, operates it for a couple of years, and then transfers 
it to the government. 

The major concern for the IFC in this kind of a development project is 
whether the resulting revenue stream will be sufficient to pay off the cap­
ital cost and the debt service. Other concerns, as well , arc of particular 
interest. For example, will there be a stable relationship with the regula­
tory entities? Often these facilities are not owned by governments, but by 
private parties. Some may be eventually transferred back to governments. 
The power utilities buying the power, however, may be private compa­
nies; they may have tariffs that are subject to governmental regulations; 
and there may be licensing requirements and safety and environmental 
standards. The necessity of compliance with those standards is important 
because compliance has a cost, and, as costs increase, profits may go 
down. Therefore, information is needed regarding the stability of the 
relationship with the regulatory entities. Also, there is the question of 
how likely it is that additional regulatory requirements will be imposed 



42 • Comment 

that will make the investment less attractive and result in insufficient rev­
enue to fund the debt service and a return of the capital . 

Another important question, which is critical to foreign investors and 
to financial institutions investing in a country, relates to exchange risks. 
Foreign investors want to make sure that they can get their money out. 
Are there provisions in the local law that prohibit or obstruct repatriation 
of capital and profit? Corporations, private banks, and central banks will 
ask, "What kind of assurances can we get from the government? What 
kind of procedures are going to be in place? Are these going to be com­
plicated or simplified?" 

Still another factor that foreign investors look at is completion risk. 
There is an element of completion risk in every project, whether private­
ly or publicly financed. An investor who is financing a project wants to 
see the performance bond, the completion bond, and provisions for liq­
uidated damages if the project is not completed in a timely fashion. 

Other considerations include, How creditworthy is the entity that is 
going to be buying the power? Is it going to pay its bills? If it is a private 
entity, what happens if it becomes insolvent? Is it subject to government 
guarantees? There must be revenue streams. If the buyer of the power 
goes out of business or cannot pay its bills because it has other demands, 
the project is a bad investment. Therefore, the buyer's creditworthiness 
must be investigated, and the investor should obtain and secure the nec­
essary guarantees, in order to be sure that the investment is going to be 
secure. 

Investment in Legal Infrastructure 

Many countries will need to make investments in their legal infrastruc­
ture, including arbitration facilities, and take other measures for the res­
olution of disputes between investors and public entities. Investors must 
be confident that the justice system is fair. These countries will have to 
train people, invest in equipment, and build new courthouses. The 
investment cannot be a onetime affair; it has to be a continual process. 

The greatest legal structure in the world can be designed, but if the 
administration of that system is not funded, it does not do anybody any 
good. The system must attract and keep good talent. Salaries that are 
competitive with the private sector must be paid in order to get the best 
talents into the system.  Otherwise, it will fai l .  There should not be a 
revolving door, through which people come and go. This leads to con­
flict-of-interest problems. Also, the staff must be paid enough money so 
that it does not become dependent upon the people whom it regulates. 



William M. Bermson • 43 

This problem of regulators being captured by the regulated must be 
avoided. The only way that it can be done is by making sure that the 
administrative law structure has adequate resources. 
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4 
The First Three Years of the European 
Bank for Reconstruction and 
Development: Legal Issues and Solutions 

ANDRE NEWBURG 

Introduction 

In a paper summing up the role played by law in the affairs of the 
International Monetary Fund, its former General Counsel, Sir Joseph 
Gold, wrote that the IMF is "an economic organization, but one in 
which great weight is attached to the law of the institution . . . .  " 1  The 
task of IMF lawyers, he noted, "has been to find within the law solutions 
for the many problems that arise" in the institution's life .  In doing so, 
they have developed a "discrete branch of public international law" that 
might be called "international monetary law."2 

The important function of law described by Sir Joseph Gold has also 
characterized the young life of the European Bank for Reconstruction 
and Development ( EBRD or Bank) .  As in other international financial 
institutions, the constitutional law of its charter has shaped the develop­
ment of EBRD policy and practice. This chapter will examine some legal 
issues that have arisen during the Bank's initial years. It  first refers to 
those elements of the Bank's charter that differ from the charters of other 
international financial institutions, particularly the political and environ­
mental aspects of the Bank's mandate. The chapter then addresses issues 
arising from the dramatic changes in the countries constituting the 
Bank's membership; the private sector focus of the Bank's charter; and 
the Bank's relationships with other international financial institutions. 

The EBRD's Charter and Unique Mandate 

Despite the close affinity with its international financial institution sib­
lings, the law of the EBRD is different. Two key distinctions are its youth 
and its unique mandate. The Bank began operations in April 1 99 1 .3 
Therefore, EBRD lawyers, unlike their counterparts in other internation­
al financial institutions, do not benefit from a long line of internal prece­
dents for guidance. To some extent, they can rely on the earlier 
interpretations and practices of other international financial institutions, 
especially the International Bank for Reconstruction and Development 
( the World Bank or IBRD) and the IMF, which have developed over the 
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decades a vast body of precedents. The drafters of the Agreement 
Establishing the European Bank for Reconstruction and Development 
( the Agreement) quite sensibly sought to draw on the experience of those 
more mature institutions in formulating the Bank's structure, and parts 
of the Agreement closely resemble the Asian Development Bank's and 
the World Bank's charters.4 Those charters have been interpreted and 
developed in regulations, policy papers, operational guidelines, legal 
opinions, and decisions by governing bodies. In areas where the 
Agreement fol lows the charters of other international financial institu­
tions, the EBRD has looked for guidance to the practices of its sister insti­
tutions and has benefited greatly from interpretations developed over the 
years by them.s However, as several of the Bank's more novel features 
have no parallels in other institutions, many of the issues faced by the 
Bank have presented new questions of law and policy. 

While providing a model for the Bank, the existence of the other inter­
national financial institutions also made it necessary to define carefully the 
functions of the new institution. The drafters attempted to carve out a 
role for the Bank that would complement and not duplicate that of other 
institutions. The result is an institution that in various respects differs 
markedly from its sister institutions. 

First, the Bank was formed specifically to support the transformation of 
the countries of Central and Eastern Europe into market-oriented demo­
cratic societies. Article 1 of the Agreement states: 

[T]he purpose of the Bank shall be to foster the transition toward open 
market-oriented economies and to promote private and entrepreneurial ini­
tiative in Central and Eastern European countries committed to and apply­
ing the principles of multiparty democracy, pluralism and market 
economics.6 

Article 8 of the Agreement strengthens this purpose by providing that the 
Bank may operate only in countries "proceeding steadily in the transition 
toward market-oriented economies" and that apply "the principles set 
forth in Article 1 . . . .  "7 

Second, the Bank has a specific environmental mandate. It is required 
to promote, in all of its activities, "environmentally sound and sustainable 
development. "8 

Third, the Bank has a specific private sector focus. Article 2 states that 
the Bank shall promote "private and entrepreneurial initiative . "9 The 
Bank therefore combines under one roof the functions of a merchant or 
investment bank with those of a development bank. IO It finances the 
emerging private sector with equity investments and loans, and it finances 
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public sector infrastructure necessary for private sector development and 
the proper functioning of a market economy. 

Fourth, the Bank is the first international financial institution in which 
the countries of Eastern Europe the Baltic countries, Russia, and the 
other countries of the former Soviet Union were not only founding 
members but were also represented on its Board of Directors. 

The political and environmental aspects of the Agreement are unique 
characteristics of the Bank. The charters of other international financial 
institutions prohibit them from being influenced by political considera­
tions or by the political character of their members, and these charters do 
not contain provisions explicitly requiring attention to environmental 
concerns. 1 1  Although this has not prevented the World Bank from taking 
human rights and environmental considerations into account in its oper­
ations, it may to some extent have constrained its scope for action on 
these issues. l 2  

Underlying the political objectives reflected in  the Agreement is the 
conviction that economic development is closely linked to political 
democracy, the rule of law, and respect for human rights. These goals 
have been added to the international community's long-standing con­
cerns for development and economic growth as instruments for the alle­
viation of poverty. As the EBRD's President, Jacques de Larosiere, stated 
at the Bank's 1 994 Annual Meeting in St. Petersburg: 

Success in [ the direction of structural reform ] requires that the population 
understand the significance . . .  of reforms which may be painful in their 
immediate consequences. Hence the importance of the strengthening of and 
progress toward democracy that the EBRD must take into account in its 
own activity. l 3  

Procedures to  implement the political aspects of  the EBRD's mandate 
are set out in a 199 1  policy paper. '4 Political and economic progress is to 
be assessed annually, in the Bank's country strategies, rather than on a 
project-by-project basis. The Bank attaches particular importance to 
those civil and political rights that are essential elements of multiparty 
democracy. Ratification of the European Convention on Human Rights 
and admission to, and good standing with, the Council of Europe are 
regarded as positive indicators of a country's commitment to the princi­
ples of multiparty democracy. IS In evaluating the progress being made by 
a country toward the rule of law and democracy, the Bank consults with, 
and relies substantially on, the views of the Council of Europe, the 
Conference on Security and Cooperation in Europe, and other interna­
tional bodies with special expertise. 



48 • The First Three Years of the EBRD 

If a member were to implement policies inconsistent with the Bank's 
purpose, the Board of Directors is required to consider whether the 
country's access to Bank resources should be suspended or modified. i 6  
However, the Bank not only monitors the political events in the countries 
in which it conducts operations, but it also may provide assistance in 
strengthening the rule of law and democratic institutions . ! ?  Economic, as 
well as political, objectives can be served by such assistance . Without 
effective legislative and institutional reforms, transparency, accountabili­
ty, due process, and reliable means of legal redress, there will be no large­
scale foreign investment in the countries of Central and Eastern Europe. 

In tandem with the Bank's political mandate and also unique among 
international financial institutions is the Agreement's special emphasis on 
the environment. The Agreement lays out an environmental mandate 
that requires the Bank to "promote in the full range of its activities envi­
ronmentally sound and sustainable development . . . .  " 1 8  Although other 
international financial institutions have adopted similar policies because 
of recent controversies over the environmental aspects of their activities, 
the Agreement is the first such charter that expressly recognizes the 
increasing public concern for the environment. 

The environmental mandate both indicates a general direction for the 
Bank's investment policies and places limits on the Bank's operations. l 9  
The Bank does not finance projects that do not satisfY its environmental 
standards. Its environmental policies and procedures require all projects 
to be screened for potential environmental impact at an early stage . If 
projects are deemed environmentally sensitive, they are subject to more 
extensive assessments. In cases that involve the transfer or lease of prop­
erty, or the modification of existing facilities, an environmental audit is 
also required. The Bank's environmental standards are based generally on 
those of the European Community, although Bank policy recognizes the 
need, on occasion, for the use of "more stringent environmental stan­
dards in areas which suffer from high levels of pollution or are ecologi­
cally fragile . "20 The Bank also seeks to promote environmentally sound 
projects. An outstanding example is the Nuclear Safety Account, estab­
lished with the Bank in 1993 by 1 3  countries and the European 
Community for the purpose of providing grants for urgent safety 
improvements in nuclear power reactors in countries of the region.2 1  

It is early yet to judge the extent to which the distinctive features of its 
charter have furthered the Bank's overall mission. A positive assessment, 
based on the first three years of operations, was given by the Bank's 
President at the 1 994 Annual Meeting when he described the Agreement 
as having created "an ideal vehicle for effective action. "22 
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Membership Issues 

Soon after its inauguration, the Bank had to face in rapid succession a 
number of issues relating to the admission of ne\v members and the dis­
solution of countries that had been founding members of the Bank. 
Although decisions regarding eligibility for, and the terms and conditions 
of, membership are within the exclusive competence of the Bank's gov­
erning bodies,23 the Bank's actions in this regard had to be taken against 
the background of the policies of its members and other international 
bodies. 

Even before the coming into force of the Agreement, the German 
Democratic Republic, which had signed the Agreement as a "recipient 
country," ceased to exist as a result of German reunification on October 
3, 1 990.24 Germany decided not to take up the 1 5 ,500 shares ( 1 .55 per­
cent of the Bank's capital ) allocated to the former German Democratic 
Republic and did not seek access to the Bank's resources available to the 
Linder of that former country. In any event, it would seem difficult to 
sustain the position that assistance to a region that had become an inte­
gral part of Germany would be consistent with the purpose of the 
Agreement.2s By a decision of the Board of Governors, the shares that 
had been allocated to the former German Democratic Republic were 
added to the shares that had been designated as nonallocated in the 
Agreement and were made available for subscription by new or existing 
members.26 

Although several non-European countries, including Brazil and India, 
indicated an interest in membership, it soon became evident that there 
would be a need first to earmark nonallocated shares for subscription by 
new regional recipient members. In July 199 1 ,  Albania became the first 
new applicant for membership. A few months thereafter, applications 
were received from each of the three Baltic countries, which had declared 
their independence from the U.S.S .R. In each case, the country had been 
recognized by substantially all member countries .27 

Dissolution of the U.S.S.R. 

The dissolution of the U.S.S.R. at the end of 199 1  and the emergence 
of the countries of the former Soviet Union as independent states raised 
a number of novel and complex issues that required rapid resolution if the 
Bank's ability to operate in the entire territory of the former Soviet 
Union were not to be disrupted. As the U.S .S.R. had not been a mem­
ber of the World Bank Group or of any other multilateral financial insti­
tution, the Bank had to develop its own doctrine on a basis that would 
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be acceptable to its membership, as well as to the Russian Federation and 
the other countries of the former Soviet Union that were prospective 
members of the Bank. 

In order to continue preparation for Bank operations in Russia and the 
other former U .S.S.R. countries, it was important to formulate an 
approach under which U.S .S .R. membership could be regarded as having 
provisionally devolved upon them pending the resolution of various 
issues. Accordingly, early in January 1 992, a proposal was submitted to 
the Board of Directors under which the "successor" states of the U .S.S.R. 
would continue "in principle" to be eligible for Bank operations, provid­
ed that they expressed the desire "to continue" membership in the Bank 
and to adhere to the Agreement. At the same time, consultations were 
undertaken to ensure consistency with the views of the Bank's other 
member countries in respect of the succession to the U.S.S.R. 

It soon became apparent that many members wished to treat the 
Russian Federation as the sole successor to the U .S.S.R. in the Security 
Council and other UN bodies, and to its rights and obligations under 
various international treaties. The United States especially wanted to 
establish the Russian Federation as the successor to the U.S.S .R.'s obli­
gations under strategic arms reduction agreements. As a number of the 
former countries of the Soviet Union are located in Asia, the question 
also arose of whether all the republics could be considered "European" 
so as to satist)' the eligibility criteria of the Agreement.28 A related issue 
was that, as the Asian countries could be eligible for membership in the 
Asian Development Bank (ADB ),  membership in the EBRD might be 
incompatible with the view of some countries that a "recipient" country 
should not be a member of more than one regional multilateral develop­
ment institution. 

After considerable discussion, the Board of Directors adopted a policy 
that sought to accommodate these concerns while meeting the Bank's 
objective of maintaining continuity of operations pending the completion 
of membership procedures.29 Under this approach, upon dissolution of a 
member country, its shareholdings are divided among the states that had 
been part of its territory and that "the Board of Governors of the Bank 
determines, for purposes of the Agreement Establishing the Bank, to be 
the states upon which the membership devolves."30 In each case, mem­
bership is conditioned on confirmation by the country that it wishes to 
adhere to the Agreement and is "committed to the Bank's purpose as 
described in Article l of the Agreement. "31  Moreover, if a country had 
been part of the territory of a dissolved recipient member country, it will 
for purposes of the Agreement retain its status as a Central or Eastern 
European recipient country. The Board of Directors also determined that 
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nothing in the Agreement would bar a recipient country from also being 
a member of another "regionally focused international financial institu­
tion," although it noted that the Board of Directors might wish to take 
such membership into account in formulating the operational strategy for 
that country.32 

As the Bank's members wished to ensure that the aggregate share­
holding of the 1 2  countries of the former Soviet Union would not exceed 
the shareholding of the former U.S .S .R. ,  it was necessary to obtain the 
agreement of each of the 1 2  countries of the former U.S.S.R. to a divi­
sion between them of the 60,000 shares held by the U .S.S.R. A tenta­
tive allocation was proposed by the Bank, and, by the end of February 
1 992, an agreement had been reached by which the Russian Federation 
retained two-thirds of the shares and the balance was divided among the 
other countries. Each country was credited with its pro rata share of the 
initial stock subscription payment that had been made by the U.S.S.R. 
and undertook to pay the remaining installments. As a result, it was pos­
sible to admit the Russian Federation to membership prior to the Bank's 
first annual meeting in April 1 992. By December 1 992, the l l  other 
countries of the former Soviet Union, having completed the necessary 
formalities, had also become members. 

Limitation on Operations in the U.S.S.R. 

As a result of the dissolution of the U.S.S.R. ,  the Bank had to deal, 
much sooner than had been expected, with the controversial question of 
the limitation on Bank operations in the U.S.S.R. This limitation reflect­
ed a complex compromise that had been reached in the last stages of the 
negotiation of the Agreement in an effort to dispel the concern of some 
countries, principally the United States, that the U.S .S.R. could absorb 
the vast majority of the Bank's resources. It also reflected skepticism 
about the extent to which the U .S.S .R. at the time was prepared to move 
toward multiparty democracy and a market economy.33 In order to avoid 
singling out the U .S.S .R. and putting it on a different footing than the 
other recipient countries, an intricate solution was devised. Article 8 .4 
was added to the Agreement, permitting any recipient country to request 
the Bank, for a period of three years after the entry into force of the 
Agreement, to provide access to its resources only for "limited purposes" 
and in an amount not in excess of the payments made by that country for 
its shares.34 Such a request was to be "attached as an integral part" of the 
Agreement.35 

Prior to signature of the Agreement, the head of the Soviet delegation, 
Victor Gerashchenko, addressed a letter to the Chairman of the 
Conference on the Establishment of the European Bank for Reconstruc-
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tion and Development, acknowledging the "fears of a number of coun­
tries that due to the size of its economy the Soviet Union may become 
the principal recipient of credits of the Bank" and stating that his 
Government was prepared to limit its access to the Bank's resources pur­
suant to Article 8 .4 .36 Moreover, although the Gerashchenko letter 
expressed confidence that continuing economic reforms in the Soviet 
Union could "inevitably promote the expansion of the Bank's activities 
into the territory of the Soviet Union," it went on to state that the 
U.S.S.R. "will not choose that at any time in future the Soviet borrow­
ings will exceed an amount consistent with maintaining the necessary 
diversity in the bank's operations and prudent limits on its exposure. "37 

With the dissolution of the U .S.S .R. ,  it became evident that, while the 
Bank's activities in all 1 2  countries of the former Soviet Union could in 
principle be limited to technical assistance and the other types of financ­
ing permitted by Article 8 .4, it was impracticable to apply the quantita­
tive limitation to these prospective new members. In any event, it was 
clear that these countries would not wish to join the Bank on terms that, 
even tor a limited period, provided them with no net new resources. 
However, significant differences of opinion remained as to the appropri­
ate manner in which the limitation should be removed. Although the 
Gerashchenko letter had been a unilateral request, it now was "attached 
as an integral part of the Agreement. "38 While Article 8 .4 envisaged that 
the limitation could be removed by a supermajority vote of the 
Governors, it permitted such action only at the end of a period of three 
years from the coming into effect of the Agreement. 39 A tew members 
took the position that, as a legal matter, the Gerashchenko letter could be 
"detached" only by an amendment of the Agreement . This was likely to 
be a lengthy process as it required the approval of three-fourths of the 
member countries representing not less than 85 percent of the total vot­
ing power and, in some countries, parliamentary procedures.40 

The General Counsel advised the Board of Directors that the particu­
lar characteristics of the U .S .S .R. at the time of signature of the 
Gerashchenko letter had constituted an essential basis tor the limitation 
and that the dissolution of the U .S .S .R., which had not been foreseen or 
contemplated at the time, radically transformed the basis and framework 
of the limitation. Although this could under general principles of inter­
national law be considered a fundamental change of circumstances justi­
f}·ing its termination,41 it was not necessary to rely solely on this principle. 
The power of interpretation accorded to the Board of Directors by the 
Agreement is designed to give the Board adequate latitude to enable the 
Bank to pursue its objectives in the changing conditions under which it 
operates.42 In these circumstances, an interpretation by the Board of 
Directors that the limitation was no longer applicable would be 
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consistent with the Agreement. This approach also appealed to several 
member countries that were concerned that viewing the dissolution of 
the Soviet Union as a fundamental change of circumstances could have 
unacceptable implications for other international treaties concluded by 
the U .S .S .R. The Board of Directors accordingly exercised its powers of 
interpretation by deciding that "the limitation on financing and opera­
tions that had been requested by the former U.S.S.R. pursuant to Article 
8 .4 of the Agreement is no longer meaningful and shall not be applica­
ble" to the countries of the former U .S .S .R.43 

Some member countries continued to fear that the removal of the lim­
itation could result in the allocation of a disproportionate amount of the 
Bank's resources to the countries of the former U.S .S .R. They did not 
consider as an adequate safeguard the operating principle of the 
Agreement that the Bank should not allow a disproportionate amount of 
its resources to be used for the benefit of any member.44 In response 
to these concerns, the Board of Governors approved a policy pursuant to 
which at least 60 percent of the Bank's resources is to be committed 
to recipient countries other than the countries of the former U.S.S.R. 
until the end of 1994. Thereafter, any change would be a general policy 
decision requiring a two-thirds vote of the Board of Directors.45 

Dissolution of Yugoslavia 

The dissolution of the Socialist Federal Republic of Yugoslavia raised 
new issues relating to Bank membership. The situation \vas complicated 
by the secession of several constituent republics and the region's collapse 
into civil war. Mter extensive deliberation, the Bank's governing bodies 
determined that, as Yugoslavia had been dissolved and no longer existed 
as a state under international law, it had ceased to be a member. None of 
the countries resulting from the dissolution would be regarded as sole 
successor, but each of the constituent republics was eligible to be consid­
ered for membership.46 

The dissolution ofYugoslavia also made it necessary to consider the divi­
sion of its shareholding in the Bank. Not wanting to prejudge the broader 
issue of rights to the assets of the dissolved Yugoslavia, the Board of 
Governors decided that, initially, each country previously forming part of 
Yugoslavia should, upon accession to membership, be allocated the mini­
mum subscription.47 Following a definitive reallocation of Yugoslavia's 
shares, each country would, as a condition of continuing membership, sub­
scribe to such number of additional shares as the Board of Governors might 
determine. Accordingly, the Bank allocated Slovenia, the first of the former 
Yugoslav republics admitted to membership, the minimum number of 
shares upon its admission to membership in October 1992 .48 Croatia fol-



54 • The First Three Years of the EBRD 

lowed suit, and its membership was approved in January 1993 on the same 
terms.49 In light of the controversy over its name, the membership applica­
tion of the former Yugoslav Republic of Macedonia raised the sensitive 
question of whether the Bank could admit a state that did not have a uni ­
versally accepted name. The General Counsel advised that, under principles 
of public international law, a state need not have an internationally recog­
nized name to be considered for membership in the Bank.50 In the end, a 
compromise was reached, and the new state's membership was approved in 
February 1 993 under the provisional name "Former Yugoslav Republic of 
Macedonia. "51 

Dissolution of Czechoslovakia 

In contrast to the former Yugoslavia, the dissolution of Czechoslovakia 
at the beginning of 1993 led to a relatively smooth and uncontroversial 
succession, resulting in speedy membership for both the Czech Republic 
and the Slovak Republic. By the middle of January 1 993, the Board of 
Governors had approved the admission of the two new members; the 
terms of admission reflecting an agreement between them as to the divi­
sion of the assets of the former Czech and Slovak Federal Republic. 52 

Private Sector Focus 

The development of a strong private sector being one of the funda­
mental goals of the Bank, the Agreement contains a number of provisions 
bolstering the Bank's private sector focus. Thus, the intended recipients 
of Bank financing are defined in terms designed to concentrate the Bank's 
efforts on the financing of the private sector and on state-owned enter­
prises in the process of privatization.53 At the same time, the drafters of 
the Agreement recognized that, given the small size or even nonexistence 
of the private sector in the recipient countries, the Bank also should sup­
port the public sector in its transition from purely centralized control to 
demonopolization, decentralization, or privatization and to a competitive 
business environment. The drafters also recognized that the Bank should 
assist recipient member countries in implementing structural and eco­
nomic reforms.54 Loans also may be made for the reconstruction or 
development of infrastructure if "necessary for private sector develop­
ment and the transition to a market-oriented economy. "55 

In their desire not to leave things to chance, the drafters of the 
Agreement imposed quantitative constraints on state sector operations by 
requiring that not more than 40 percent of the Bank's resources be com­
mitted to the state sector of the recipient countries as a whole during the 
first two years of the Bank's operations and during each fiscal year there-
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after. The same limitation applies to each recipient country over a five­
year period. 56 The development of a methodology for the application of 
these quantitative tests was a drawn-out and sometimes difficult process, 
resulting in approval by the Board of Directors of the so-called portfolio 
ratio policy, in which the Board interpreted some key terms not defined 
in the Agreement.57 

State and Private Sectors 

The term "state sector" is defined broadly in the Agreement to include 
national and local governments, as well as enterprises "owned or con­
trolled" by them. 58 The term "private sector" is not defined, but the def­
initions are so structured that any enterprise not falling within the state 
sector is treated as private sector. Some members considered that an 
enterprise owned by any state, whether or not the recipient country, 
should be considered to be a state sector entity. However, as the purpose 
of these provisions of the Agreement is to limit Bank support for enter­
prises controlled by the governments of the recipient countries, it was 
determined that only an enterprise owned or controlled by the govern­
ment of the recipient country should be deemed to constitute part of the 
state sector. 

There were differences of view as to the import of the terms "owner­
ship" and "control." Some members considered that state ownership of 
a majority interest in an enterprise necessarily required state sector classi­
fication. Others believed that equity ownership should be deemed signif­
icant only to the extent that it carried with it the power to control the 
management and policies of the enterprise. It was ultimately agreed that 
the portfolio ratio policy should note that, while majority ownership cre­
ated a presumption of control, there were circumstances in which a 
minority shareholder could exercise control, as, for example, under con­
tractual arrangements. In practice, in dealing with portfolio ratio classifi­
cations, the Board of Directors has accepted private sector classification 
where effective control is exercised by minority private sector investors, 
even though majority ownership continues to be retained by the state. 

The Agreement also excludes from the state sector a state-owned 
enterprise that is "implementing a programme to achieve private owner­
ship and control. "59 The portfolio ratio policy, while recognizing that 
such a determination can be made only on a case-by-case basis, states that 
it would be appropriate to consider that a privatization program is being 
implemented if the government has "officially declared its intent to pri­
vatize the enterprise . . .  within a reasonable time, and is taking appro­
priate steps to give effect to that intent. "60 
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Measurement of Portfolio Ratio 

The Agreement defines the portfolio ratio in terms of the total of the 
Bank's committed loans, guarantees, and equity investments provided to 
the state sector. Consistent with the Bank's operational usage, the port­
folio ratio policy treats funds as committed when the documentation for 
the financing has been signed and is legally binding. Measurement of the 
r<ltio on a global basis was to be made as of April I S , I 993 and December 
1 5 , 1 993 ( the latter date marking the end of the Bank's fiscal year) .  
Thereafter, it is to be measured in respect of each fiscal year as of the end 
thereof. The ratio in individual recipient countries is to be measured at 
the end of the first five years of operations.61 

The Bank did not meet its 60 percent private sector objective at the ini­
tial measurement dates. As of April I S, 1 993, the private sector ratio was 
45 percent, increasing to S6.S percent at December 3 1 ,  I 993. Under the 
conditions in which the Bank operates, it may not achieve a global 60 
percent private sector ratio for the I 994 fiscal year. However, it  is impor­
tant to note that, when measured in terms of the number of projects or 
of the level of disbursements, the scope of the Bank's private sector activ­
ities is considerably greater than the ratio based on the volume of com­
mitments suggests. As of December 3 I ,  1 993,  74 percent of the total 
number of projects had been in the private sector, accounting for 89 per­
cent of total disbursements. 

There is increasing awareness by member countries that, in view of the 
vast changes that have occurred since the Agreement was signed on May 
29, I 990, it may not be reasonable to expect the Bank to meet the ratio 
tor each of the recipient countries by I 996, the end of the first five years 
of operations. When it was signed, the Agreement envisaged eight recip­
ient countries, only four of which (Bulgaria, Hungary, Poland, and 
Romania) now exist in their original form.62 Of the four other countries, 
the German Democratic Republic ceased to exist before the Bank began 
operations, and three ( Czechoslovakia, the U .S .S .R. , and Yugoslavia)  dis­
solved into a number of smaller countries .  63 These 4 countries have now 
been replaced by 20 recipient countries, including 1 2  countries of the 
t(mner Soviet Union that had been subject to a stringent financing limi­
tation. These developments have had a significant impact on the demand 
profile for Bank financing. In many of the new recipient countries, the 
private sector is still small, and there is a great need for financing public 
sector infrastructure projects and supporting the transition to a market­
oriented economy. 

An effort to meet the target of committing 60 percent of resources to 
the private sector in each recipient country could imply a reduction or 
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slowing down of support for state sector projects. Such a policy would 
not, however, further the long-term objective of the Bank in countries in 
an early stage of transition to a market economy. The drafters of the 
Agreement recognized the close interdependence of private and public 
sector activities. As noted in the Chairman's Report of the conference at 
which the Agreement was negotiated, the development of the private sec­
tor was necessarily seen as a long-term objective .64 It was evident that, in 
order to achieve this objective, considerable efforts would be needed in 
the public sector so as to achieve conditions conducive to the develop­
ment of the private sector. 

The Agreement does not specif)r what action the Board of Directors 
should take if the state sector ratio is exceeded as of any measurement 
date. The Board has been advised that this is a matter entirely within its 
discretion, having due regard for the object and purpose of the 
Agreement. In the circumstances, it would seem consistent with 
the Agreement to apply the portfolio ratio in a manner that will permit 
the Bank to continue its support for the public sector in countries in early 
stages of transition while maintaining the commitment of the Bank to pri ­
vate sector development, with a view to achieving the 60:40 ratio as soon 
as reasonably possible in countries in more advanced stages of transition. 

Relationship with Other International Financial Institutions: 
The Negative Pledge 

The Agreement calls on the Bank to cooperate with other internation­
al financial institutions and organizations.65 This provision reflects the 
concern of the founders to minimize overlap and duplication of effort 
between the Bank and those existing institutions that are backed by many 
of the same countries as the Bank. In the spirit of this provision, the Bank 
has entered into agreements of cooperation with several international 
organizations, including the Council of Europe, the Organization for 
Economic Cooperation and Development, the International Labor 
Organization, and the United Nations Development Program .66 As sev­
eral Asian member countries of the Bank have recently become members 
of the ADB,67 a memorandum of understanding has been concluded as a 
first step toward a flexible allocation of areas of principal responsibility 
between the two institutions in each of these countries. The Bank also 
regularly participates in cofinancings with the IBRD and with the 
International Finance Corporation. 68 

An interesting example of cooperation between the EBRD and the 
IBRD, in which the legal departments of the two institutions played a 
significant role, was the resolution of a potential conflict of a legal nature 
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relating to the IBRD's negative pledge clause .69 This clause is of particu­
lar importance for the World Bank, which is permitted by its charter to 
make loans only to, or with the guarantee of, a member state and which 
does not normally seek security for its loans. I nstead, it relies on a broad 
negative pledge covenant of the member state intended "to ensure that 
no other external debt shall have priority over its loans in the allocation, 
realization or distribution of foreign exchange held under the control or 
for the benefit" of the borrower. 70 This covenant applies to the creation 
of any lien, as security for any external debt, on the "public assets" of the 
member country. In the current version of the clause, "public assets" are 
defined to include assets of any "entity owned or controlled by, or oper­
ating for the account or benefit of, such member . . . .  "7 1 

The EBRD, on the other hand, given its private sector focus and its 
objective of supporting privatization and the transition of state-owned 
enterprises to a competitive business environment, tries to avoid reliance 
on state guarantees whenever it can do so, consistent with sound bank­
ing principles.72 The EBRD has therefore sought to develop nonrecourse 
financing techniques based on various types of security interests. Such 
credit structures also make it possible for the EBRD to fulfill its catalytic 
role of attracting cofinancing from commercial banks and export credit 
agencies, which generally have been reluctant to extend unsecured 
sovereign credits to many of the countries in which the EBRD operates. 
In the case of projects of state-owned enterprises and public infrastruc­
ture projects, such security arrangements frequently involve the creation 
of liens on properties or revenues that fall within the definition of "pub­
lic assets" in the World Bank's negative pledge clause . 

This issue was brought into focus when both the World Bank and the 
EBRD began to prepare for operations in the Russian Federation after it 
had joined the World Bank in 1 992. In addition to cofinancing a World 
Bank oil sector loan to the Russian Federation, the EBRD wished to 
complement such sovereign lending with nonrecourse project financings 
of the oil sector, which remained substantially in the hands of state­
owned enterprises. Such project financings typically are secured by a 
pledge of oil export revenues in an "offshore" debt-service account. In 
order to permit the EBRD-and the export credit agencies with which it 
wished to arrange cofinancings-to proceed with such projects, it was 
necessary to find ways in which conflict with the World Bank's negative 
pledge could be avoided. Although in the past the World Bank granted 
waivers in special circumstances, this procedure is cumbersome, as it nor­
mally requires case-by-case approval by its Board of Directors. 

The modern trend in international financial practice has been to relax 
the application of negative pledge restrictions, so as to permit the 
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incurrence of secured debt to finance productive projects. The formula­
tion of a general waiver policy for project financings consistent with that 
practice appeared to be a desirable course of action for the World Bank, 
as well as for the EBRD in respect of its public sector loan and guarantee 
agreements.73 The elaboration of such a general waiver policy occurred 
over a period of about 1 8  months, involving not only consultation 
between the IBRD,  the EBRD, and some of their shareholders, but also 
with representatives of the Berne Union and the Russian Federation, the 
country that initially had the greatest interest in reaching an understand­
ing regarding security arrangements for project financings.74 

There was general agreement on the concept that the waiver should be 
granted in respect of projects producing incremental foreign exchange 
earnings. However, the World Bank and the EBRD initially took differ­
ent approaches to establishing the conditions to be met by the project, 
and by the country, in order to be eligible for the waiver. The World Bank 
policy that had been adopted in March 1 993 had required, among other 
things, that the assets subject to the lien be held by a special purpose enti­
ty. It had also imposed a number of other specific conditions. Meanwhile, 
the EBRD in considering its waiver policy had to take into account the 
EBRD's purpose of assisting its recipient countries to mobilize capital for 
state-owned enterprises in transition and to maximize the use of project­
financing techniques, rather than relying on state guarantees. The EBRD 
also wished to adopt a waiver policy that would encourage financing, 
including cofinancing of its projects by export credit agencies and com­
mercial banks, which typically prefer security arrangements to state 
guarantees. 

Accordingly, in November 1 993, the EBRD adopted a policy under 
which the waiver applies generally to liens securing external debt incurred 
in project financings, provided that there is a reasonable expectation that 
the debt can be serviced from the revenues generated by the project. If 
project revenues are paid into an escrow account, the lien may not cover 
more than 1 2  months' projected external debt service. Waivers may be 
granted by the Bank for an initial period of three years, on recommenda­
tion of the EBRD President, to a country that is implementing policies 
furthering the transition to an open, market-oriented economy.75 

As differences in the negative pledge waiver policies of the World Bank 
and the EBRD could have led to practical difficulties in countries that are 
borrowers from both banks, there were continued consultations, follow­
ing which the World Bank submitted to its Executive Board a proposal 
more closely aligning the policies of the two institutions. This revised 
waiver policy was approved by the Board of Directors of the World Bank 
in December 199 3 .  
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Conclusion 

In addition to the distinctive features previously mentioned, the EBRD 
Agreement differs from the charters of other international financial insti­
tutions in its level of operational detail. Rules that in other international 
financial institutions are developed by governing bodies in documents 
such as regulations, policy papers, and operational guidelines are etched 
in the founding document of the EBRD. Additional interpretative guid­
ance is provided by the Chairman's Report.76 Providing explanatory 
notes to the individual provisions of the Agreement, the Chairman's 
Report was intended to be read with the Agreement itself. It states that 

certain formulations in the text represented general understandings which 
needed to be recorded, but which were not suitable tor the Articles. It was 
therefore agreed that . . .  [this] report would form part of EBRD's basic 
documents, tor future reference in interpreting the Articles.77 

There is an obvious conflict between the interests of contracting par­
ties, which wish to influence an organization by regulating extensively its 
future activities, and those of its governing bodies, which seek optimal 
freedom of action in managing the course of the institution. In the case 
of the Bank, one commentator has remarked that a "strong desire not to 
leave things to chance seems to have taken precedence . . .  over consid­
erations of appropriate drafting. "78 Others have predicted that "the 
detailed provisions of the Agreement, which were inevitably influenced 
by the exigencies of the time of drafting, may cause difficulties in imple­
mentation over time. "79 It is too soon to tell whether the proper balance 
has been struck. As Sir Joseph Gold stated in his paper on the 
International Monetary Fund: 

[ t ]he effectiveness of the legal norms of the Fund depends on the extent 
to which they are respected by members, and respect tor them depends on 
the extent to which members are convinced that the norms promote their 
interests. The conviction may emerge that norms are unsatisfactory because 
they are out of date."XO 

The EBRD's experience with some of the issues that have been 
touched upon here suggests that, in order to serve its object and purpose, 
the legal norms of the EBRD must continue to be adapted to the rapid­
ly changing environment in which it operates. 



COMMENT 

RUSSELL L. MUNK 

Introduction 

Using the European Bank for Reconstruction and Development 
(EBRD) by way of example, this comment briefly summarizes how the 
United States participates in the several development banks. Each coun­
try that i s  a member of a development bank has a Governor. The U.S .  
Governor for all of  the development banks i s  the Secretary of the 
Treasury; that is why the U .S. Department of the Treasury is the agency 
within the U.S. Government that has responsibility for U .S.  participation 
in the development banks. 

Each bank has a Board of Executive Directors with responsibility for 
supervising the day-to-day operations. The EBRD has 23 Executive 
Directors, I of whom is a representative of the United States. Under U.S .  
law, the U.S. Executive Director is appointed by the President and con­
firmed by the U.S. Senate . 1  This can create problems because there is 
often a delay in getting an Executive Director appointed. For example, 
there was a question of what would happen during the interim between 
the end of the prior Administration and the appointment of an Executi,·e 
Director by the current Administration . The Treasury temporarily 
appointed the Assistant Secretary of the Treasury to be the U.S .  
Executive Director of the EBRD. In  turn, the Executive Director 
appointed an Alternate Executive Director, who actually functioned in 
London. Finally, in the spring of 1994, the Senate confirmed an individ­
ual as the Executive Director. 

Role of the U.S. Treasury Department 

Within the Treasury Department, a 16-person Office of Multilateral 
Development Banks is responsible for following the issues in the de,·cl­
opment banks on a day-to-day basis. Three persons work on environ­
mental issues, three persons review loan documents, and a couple of 
people review procurement issues. 

I nteragency groups within the U.S.  Government also monitor the 
development banks. There is one group for expropriation issues and 
another for the environment. In these groups, representatives from the 
State Department, the Environmental Protection Agency, and the 
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Commerce Department, as well as the Treasury Department, meet and 
discuss various issues relating to U .S .  participation in development banks. 

A relatively new phenomenon is the increasing role of the nongovern­
mental organizations (NGOs), which concern themselves with environ­
mental, resettlement, and population issues. The Treasury Department is 
careful to consider their views in formulating its policies. 

Funding 

One of the reasons that the development banks are interested in the 
United States is their need for financial support. However, the U nited 
States has a large budget deficit. The upshot is that the United States is 
in arrears on its obligations to a number of the development banks. For 
those involved with U .S .  participation in the development banks, this is a 
source of concern.  Every year, the Treasury Department seeks contribu­
tions from Congress for the development banks. For several years, how­
ever, the Treasury Department has not been able to get congressional 
authorization for financial support of the EBRD. 

One problem with the EBRD is that it is a new institution. Usually, 
new institutions require more money in their start-up stage. Typically, in 
a more established institution such as the World Bank or the Inter­
American Development Bank, if a country buys stock, most of the stock 
is callable capital . If the bank is otherwise unable to service its debt, the 
callable capital acts as sort of a guarantee, and the subscribing country 
does not have to put cash in the bank up front. However, that is not the 
case with the EBRD .  As a new institution, it did not have loans out­
standing. The only way that it could make money was to take cash from 
the members and invest it, and then operate off the investment. Thus, 
30 percent of the EBRD capital is represented by paid-in capitaJ .2 As a 
consequence, the Treasury Department has had difficulty mobilizing the 
amount of funds that the United States owes to the EBRD. 

Setting the Agenda 

The Treasury Department maintains a continuous dialogue with the 
EBRD .  The United States would always like the development banks to 
address items on their agendas that they are not currently addressing. At 
the same time, the United States recognizes that it is not the only mem­
ber of the development banks. With respect to the Fund for Special 
Operations at the Inter-American Development Bank, if the United 
States opposes a loan, it will fai l .  However, in the other development 
banks, even if the United States votes no, the loan will still go ahead. 
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In  the EBRD, environmental considerations are built into the charter. 
In 1989, the U .S .  Congress passed a law that is referred to as the "Pelosi 
Amendment. "3 It requires, among other things, that the U.S Executive 
Director may not vote in favor of a loan with significant environmental 
effects unless an assessment has been prepared, and such assessment has 
been circulated 1 20 days before the loan goes to that bank's Board of 
Executive Directors. The EBRD has been unable or unwilling to meet 
this 120-day requirement. As a result, the United States has voted against 
a number of EBRD loans. It is noteworthy that, according to the Pelosi 
Amendment, any loan with a significant effect on the human environ­
ment-negative or positive-must be studied. In a number of cases, dif­
ficulties arose because, although the loan had a significant positive effect, 
the EBRD did not prepare the documents 1 20 days in advance . 

Another area where the United States is pressing the EBRD is disclo­
sure of information. The NGOs and members of Congress feel that the 
development banks have not been open enough and have not consulted 
affected peoples sufficiently in their operations. This concern has given 
rise to an effort to make the documents of the development banks more 
available to the public and to NGOs. The World Bank set up a public 
information center, and it made arrangements in 1993 for disseminating 
its documents more widely. The United States believes that this prece­
dent should be followed by the EBRD, as well . 

Arising out of its concern for greater protection of the interests of peo­
ple affected by bank projects, the United States has also been encourag­
ing the EBRD to establish an inspection panel . A few years ago, a project 
of the World Bank provoked a controversy about resettlement plans.4 At 
that time, the World Bank established a commission of experts, headed 
by Bradford Morse, to look into the matter.s The Morse Commission 
prepared a report that in general concluded that the World Bank had not 
adequately insisted that the provisions of the loan documents be imple­
mented.6 The Executive Board of the World Bank took up the issue and 
determined not to authorize further disbursements for this particular 
project unless certain reforms were initiated by India. India did not carry 
out these reforms and decided not to continue to receive funding for the 
project. Some members of Congress and individuals within the U .S .  
Executive Branch were impressed by the work of the Morse Commission; 
they suggested the establishment of a permanent body in the World Bank 
that would function like the Morse Commission. In September 1 992, the 
World Bank set up an inspection panel consisting of a permanent group 
of three outside experts to look into complaints regarding the World 
Bank's implementation of policies and its enforcement of loan covenants. 
Members of that panel were appointed in the spring of 1 994. The EBRD 
has not yet taken steps to set up such a panel, even though the United 
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States is pointing to the EBRD's sister institutions, the Inter-American 
Development Bank and the Asian Development Bank, as examples; these 
latter institutions seem well along in establishing such panels for 
themselves. 

Concerned about the possibility of waste, fraud, and abuse, the U .S .  
Congress has encouraged the Treasury Department to exhort the devel­
opment banks to tighten up their internal auditing and inspection proce­
dures. In turn, the Treasury Department has sought to encourage the 
EBRD to strengthen the role of its internal auditor. 

Finally, there are issues regarding expropriation. A new law mandates 
that the U nited States vote against loans to countries in which there are 
outstanding claims against expropriation by U .S. citizens.? However, 
the law excludes, among other things, expropriations that t� place 
before January l ,  1956. Moreover, the United States does not have to 
vote against a loan to a country with outstanding expropriation claims if 
the loan supports basic human needs.s The Treasury Department will 
have to explain this law-and how it will be implemented-to the various 
development banks. 

Conclusion 

The United States is very supportive of the important role that is 
played by the development banks. At the same time, the U.S Congress 
and the public have expressed an active interest in this role. Laws have 
introduced new requirements concerning U .S .  participation in the devel­
opment banks. The Treasury Department will continue to explain and 
interpret these requirements, and otherwise oversee U.S .  participation in 
the banks. 



Chapter 

5 European Monetary Union and the 
European System of Central Banks 

CYNTHIA C. LICHTENSTEIN! 

Introduction 

On November 1 ,  1993, the Treaty on the European Union signed at 
Maastricht on February 7, 1992 ( the Maastricht Treaty) came into force.2 
Despite the difficulties in the summer of 1993 with the European 
Community's system for holding most of its member states' currencies in 
close alignment,3-the exchange rate mechanism-the European Union 
followed the provisions in the Treaty for the progressive stages of eco­
nomic and monetary union. The Union took the steps provided for at the 
second stage ( to begin January 1 ,  1994 ),  namely, the creation of the 
European Monetary Institute ( EMI) .4 The European Council, meeting 
in Brussels on December 1 0-1 1 ,  1993, having previously decided that 
the EMI would have its seat in Frankfurt, appointed ( in accordance with 
the procedures set out in Article 1 09f of the Treaty) Professor Baron 
Lamfalussy, former General Manager of the Bank for International 
Settlements, as the President of the EM I .  It is the function of the EMI, 
among others laid out in Article 1 09f of the Treaty, to prepare for the 
third stage of Economic and Monetary Union ( EMU).5  

This chapter addresses the subject of what the EMI is  not, and what, 
as a matter of Community law, it cannot do and cannot impose on the 
central banks of the member states. It then examines the nature of the 
European System of Central Banks (ESCB), which is scheduled to come 
into being at the third stage of EMU ( under the Treaty, by January 1 ,  
1999 at the latest ).6 The central thesis of this paper is that, at that point, 
there will, in fact, be a Union central bank, a Community organ with 
"lawmaking" powers and access to the Court of Justice to enforce its law. 
The national central banks will, in effect, be its branches. To demonstrate 
this thesis, it will be necessary first to discuss briefly Community law­
making structure and enforcement. The chapter will then discuss how the 
Treaty on European Union fits the ESCB into this structure as the 
Union's independent central bank for monetary policy. It will then dis­
cuss how this absolute and unitary control over monetary policy does not 
pertain to the other role of many central banks: prudential supervision. 
Finally, the chapter addresses how the Treaty deals with the situation in 
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which the third stage of EMU might begin for some member states but 
not for others, as well as the special provisions for Denmark and, if the 
United Kingdom does utilize its "opt-out" clause, the United Kingdom. 

Lawmaking Capacity of the Community 

It is not possible here to do more than skim the surface of European 
Union institutions and their lawmaking capacity in order to lay the foun­
dation for understanding what will be the force of the instructions of the 
European Central Bank (ECB) to the national central banks (which 
together compose the ESCB) after the effectuation of EMU. A 
Community organ, such as the Commission or the Council, is given by 
the Treaty certain competencies, and those organs act (within the com­
petencies) by making regulations, directives, decisions, recommenda­
tions, and opinions.? Recommendations and opinions do not create law, 
in the sense that they do not create, under Community jurisprudence, 
rights of action in anyone. The other acts may be enforced, that is, they 
entitle persons, institutions, or enterprises affected or granted rights or 
obligations to go to the European Court of Justice (ECJ ) for a judgment. 
The EC] over the years has created through the development of certain 
concepts an overarching Community law that is superior to national law 
and to which the member states and their national organs are subject. 
Thus, the House of Lords of the United Kingdom has declared that the 
Parliament knew when it entered into the Community that it was accept­
ing the Community rule of law and that, therefore, an Act of Parliament 
violating Community law could not stand.s 

Even before the Treaty on European Union came into force, the Treaty 
of Rome, as amended by the Single European Act (to try to achieve the 
single market), had included a series of articles providing for Community 
legal control over Community law in accordance with the dictates of the 
Community organs under the Treaty. The EC] has the power of judicial 
review over the question of whether the Treaty has been followed when 
the Community organs act.9 Moreover, several provisions of the Treaty 
provide for enforcement of Community law. Article 1 69 gives the 
Commission (the Community "executive" )  oversight over whether a 
member state is fulfilling its obligations under the Treaty or under 
Community secondary legislation . I O  The Commission must give the state 
concerned the opportunity to present its side of the matter and then issue 
a "reasoned opinion" on why it thinks the state is failing to comply with 
Community law. The Commission may take the matter to the ECJ if the 
member state does not comply with the opinion. Article 1 7 1  provides 
that, if the ECJ finds that a member state has failed to fulfill an obliga­
tion under the Treaty, the state "shall be required to take the necessary 
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measures to comply with the judgment of the Court of Justice." l l  
Paragraph 2 as added by the Maastricht Treaty provides a procedure for 
the Commission to review whether a member state has complied with a 
judgment and to go back to the ECJ if necessary to ask for a penalty pay­
ment . l 2  Article 1 73 provides the ECJ jurisdiction to review the "acts" of 
Community organizations, "other than recommendations and opinions," 
at the instance not only of other organizations, but also of member states, 
and Article 1 75 relates to suits for failure to act . l 3  Article 1 76 provides 
an obligation upon a Community institution that has acted or failed to 
act comparable to the obligation upon member states in Article 1 7 1 . 1 4  
Article 1 77, a frequently discussed provision i n  treatises o n  Community 
law, is the requirement that national courts refer up to the ECJ for "pre­
liminary rulings" issues in their courts that implicate Community law. I S  
This provision of the Treaty ensures not only that Community law is 
supreme, but also that national courts do not give rise to divergent 
national views of what the Treaty means. Article 1 77 is a powerful 
weapon for creating a jurisprudential union, for ensuring that treaty inter­
pretation and interpretation of "acts of the institutions of the 
Community" ( that is, Community secondary legislation ) are not consid­
ered to be political questions that are not subject to the Community legal 
order. 16  Article 1 77 means not only that the Commission is a watchdog 
through its powers under Article 169, but also that a private party in a 
national court can claim that the matter before that court requires an ECJ 
preliminary ruling, and so have the ECJ rule on what the Community 
law's view of the matter should beY 

The Treaty on European Union provided for the integration of a sin­
gle central bank, a single monetary policy, and a single currency into the 
Community's far-reaching system of jurisprudence. Arguably, if one 
understands the effect of establishing the ECB as a Community institu­
tion under these provisions, one understands why the United Kingdom 
demanded, as the price of its signature on Maastricht, an opt-out clause 
exempting it from the third stage of EMU at its option, (even if ulti ­
mately the United Kingdom does not exercise this option) .  

"Delicate" Task of the EMI 

The second stage of EMU began on January 1 ,  1994, and, pursuant to 
it, the EMI came into existence. Professor Jean-Victor Louis has stated 
that "there is no transfer of power in the field of monetary policy during 
the second stage . The EMI Council cannot take monetary policy deci­
sions, such as fixing interest rates or decreeing compulsory reserves. "  I S  
The EMI is assigned many important tasks by the Treaty, not the least of 
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which is to prepare for the third stage by specifying the "regulatory, 
organisational and logistical framework necessary" for the new monetary 
institution of the third stage, the ESCB, "to perform its tasks in the third 
stage ." l9  However, as Professor Louis has noted, its role is "delicate 
because it has a power of influence more than a legal power of decision 
in a period in which Member States retain their competences in the field 
of monetary policy. "20 Thus, while Article 1 09f provides that during the 
second stage the EMI shall have all the power given to the ECB by the 
Maastricht amendments to the Articles relating to judicial control ,2 1 
the EMI's lack of power of decision over monetary policy means that the 
power to enforce, the power to go to the ECJ, is meaningless in that 
respect. 

The power under Article 1 73 (of going to the Court "for the purpose 
of protecting [ its ] prerogatives" ) might be useful to force the Council of 
the Community to "consult" the EMI "regarding any proposed 
Community act within its field of competence" or to force the authori­
ties of the member states to consult it on "any draft legislative provision 
within its field of competence ."22 But what is the EMI's "field of com­
petence"?  Its tasks are set out in Article 109f: to "strengthen," "moni­
tor," "hold consultations," "facilitate," "prepare," "promote," and 
"supervise ."23 The last task suggests some power in the meaning of 
"competence." The EMI is to supervise "the technical preparation of 
ECU banknotes."24 Under the EMI's Statute, made part of the Treaty by 
a Protocol , the EMI may perform the "legal acts" of delivering opinions 
and making recommendations and may "adopt guidelines, and take deci­
sions, which shall be addressed to the national central banks. "25 Only 
"decisions" are "binding," and then only "upon those to whom they are 
addressed .  "26 Article 1 5 .4 also refers back "[ w ]ithout prejudice to Article 
3 . 1  ," which provides that the EMI shall act "without prejudice to the 
responsibility of the competent authorities for the conduct of monetary 
policy within the respective Member States ."27 

Sea Change of the Third Stage 

The lack of power to enforce through judicial access of the EMI in the 
mo\'e to monetary union contrasts with the powers of the ECB in the 
third stage. The Treaty provides for the beginning of the third stage if a 
requisite number of member states fulfill "the necessary conditions for 
the adoption of a single currency. "28 It mandates January 1 ,  1 999 as the 
latest date for attainment of the third stage and presumes that, before that 
date at the latest, the EMI will have vanished and the ECB and the ESCB 
ha\'e come into being, with the tasks and powers set out in the Treaty and 
the Protocol on the Statute of the European System of Central Banks and 



Cynthia C. Lichtenstein • 69 

of the European Central Bank annexed to the Treaty.29 This Statute's title 
contains references to both the ESCB and the ECB, and Article l ,  
Chapter I of the Constitution of the ESCB says that the two "shall be 
established in accordance with Article 4a of this Treaty," which says no 
more than that they shall be established.3° I t  is necessary to turn to 
Articles l 05 and l 06 of the Treaty to ascertain the tasks and the legal 
structure of the ECB and the ESCB. The first task cited is "to define and 
implement the monetary policy of the Community. "31 The second task is 
"to conduct foreign exchange operations" as authorized by the Council 
under Article 1 09.  The third task is "to hold and manage the official for­
eign reserves of the member states ." The fourth is "to promote the 
smooth operation of payment systems. "32 Article 1 05(  5) and ( 6) relate to 
the role of the ECB and the ESCB with respect to "prudential supervi­
sion of credit institutions and other financial institutions," which is dis­
cussed subsequently in this chapter.33 Article 1 05a gives the exclusive 
right to authorize the issuance of banknotes to the ECB, although the 
actual issuance may be by both the ECB and the national central banks.34 

In the performance of these tasks, what is the relationship between the 
ECB and the national central banks? In carrying out these tasks, which of 
the two is given the lawmaking powers? The Treaty is very clear. The 
ESCB consists of the ECB and the national central banks, but the two are 
hardly in a relationship of equality. "The ESCB shall be governed by the 
decision-making bodies of the ECB which shall be the Governing 
Council and the Executive Board."35 Article 8 of the Statute of the ESCB 
sets out the same phrase, namely, "[ t]he ESCB shall be governed by the 
decision-making bodies of the ECB," as the "General Principle. "36 
Article 9.2 of the Statute states unequivocally that the ECB "shall 
ensure" that these tasks "are implemented either by its own activities pur­
suant to this statute or through the national central banks pursuant to 
Articles 1 2 . 1  and 14."37 Article 14 .3  states that the national central banks 
"shall act in accordance with the guidelines and instructions of the 
ECB ."38 The section then requires the Governing Council of the ECB to 
"take the necessary steps to ensure compliance with the guidelines and 
instructions of the ECB . . . .  " This is a clear reference to the power of the 
ECB under Article 1 80 of the Treaty to take a national central bank to 
the ECJ if that bank does not comply with a reasoned opinion explaining 
why it is in violation of the ECB's guidelines or instructions.39 

However, it is not only in relation to the national central banks that 
the ECB has been given the power to resort to the ECJ to enforce its 
mandate of directing the Union's single monetary policy in the third 
stage. Recall that, under Article 1 73 as amended by the Maastricht 
Treaty, the ECB may resort to the ECJ "to protect [ its ]  prerogatives. "40 
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Under the Treaty, economic policy is coordinated by the Council while 
the ECB has exclusive control of monetary policy. The Treaty contains 
provisions for participation of the President of the Council and a mem­
ber of the Commission in meetings of the Governing Council of the 
ECB, and for participation of the President of the ECB in Council meet­
ings "when the Council is discussing matters relating to the objectives 
and tasks of the ESCB.  "41 Suppose that the Council and the ECB differ 
as to whether the Council is discussing such a matter, and the Council 
fails to invite the President of the ECB to its deliberations. ( In the 
United States, by way of analogy, such a matter might be held to be a 
political question on which the federal courts would not intervene . )  
There i s  no question that under Article 1 73 the ECB would have the 
right to ask the ECJ for a ruling on the question of whether the matter 
under discussion by the Council related to the ESCB and to obtain a 
judgment against the Council, ordering it to permit the President of the 
ECB to be present.42 

Role of the ESCB in Prudential Supervision 

Unlike its control over monetary policy, the ECB has only a limited 
role to play in the area of prudential supervision.43 This conclusion 
assumes the absence of Council action (which must be taken unanimous­
ly on a proposal from the Commission and after ECB consultation and 
assent from the European Parliament) under Article l OS ( 6) to "confer 
upon the ECB specific tasks concerning policies relating to the pruden­
tial supervision of credit institutions and other financial institutions with 
the exception of insurance undertakings ." Article 1 OS of the Treaty pro­
vides that the ESCB "shall contribute to the smooth conduct of policies 
pursued by the competent authorities relating to the prudential supervi­
sion of credit institutions and the stability of the financial system .  "44 Just 
how this contribution is to be made is not spelled out in the Treaty. Thus, 
the scheme of prudential supervision remains within the jurisdiction of 
the national central banks or other national authorities. However, it will 
be recalled that Article I OS( 4) requires consultation of the ECB both on 
any proposed Community act "in its fields of competence" and by 
national authorities as to draft legislation, again within its fields of com­
petence.45 Here, the Council of the Community is to set the limits and 
conditions of the consultation.46 Thus, if the Community were to enact 
legislation providing for prudential supervision of participation in the 
derivatives markets, the ECB would have to be "consulted."  Moreover, 
these provisions will give the ECB some limited input into national leg­
islation on supervision of the financial markets. However limited the role, 
the fact remains that, if either the other Community organizations or a 
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member state were to ignore the ECB in policing the markets and the 
actors in the markets, the ECB could request the Court to order it to be 
"consulted." The judicial control mechanism gives more force to a vague 
prerogative . 

ESCB in a Bifurcated Currency Union 

Up to this point, the discussion has proceeded as if all the member 
states would, by the agreed final date for the third stage of EMU, give up 
their own system of monetary policy, adopt the single currency ( the ECU 
or rather, as this goes to press, the euro ), and be subject, as far as mone­
tary policy is concerned, to the control of the ECB. However, the 
Maastricht Treaty recognizes that, in fact, not all the member states will 
necessarily meet the criteria for entrance into the single currency union; 
it also provides in separate protocols that Denmark and the United 
Kingdom need not participate in the third stage .47 How then will the 
ESCB operate in this eventuality? Article l 09k of the Treaty provides for 
the situation, as does Chapter IX of the Statute of the ESCB.48 Those 
states ( as well as Denmark and the United Kingdom if they so choose) 
that do not fulfill the conditions for the adoption of a single currency are 
called by the Treaty "Member States with a derogation."49 

Those states so designated are not subject to the rights over their mon­
etary policy ( and consultation obligations on their prudential supervision 
legislation) given the ECB in Articles l 05 and lOS a, the lawmaking 
authority of the ECB given in Article l 08a, or the Community's power 
over their foreign exchange policies given in Article 1 09.50 (The deroga­
tion also applies to other economic policy obligations . )  A member state 
with a derogation does not participate in naming the members of the 
ECB's Executive Board.5 1  This general scheme of nonapplicability of cer­
tain ESCB rights and obligations is set forth in Chapter IX of the Statute 
of the ESCB and the ECB, which specifies that the central banks of states 
with a derogation "retain their powers in the field of monetary policy 
according to national law. "52 Therefore, they are not subject to the 
instructions of the ECB noted previously. Article 43.4 lists specifically 
those Articles of the Statute that shall be read as applying only to nation­
al central banks without derogation. However, other activities and tasks 
of the ESCB ( such as collection of statistical information and reporting 
activities) do not involve the authority of the ECB over the national cen­
tral banks but involve only collaborative functions. To ensure that this 
collaboration is carried out at the level of the ECB, the Statute provides 
for establishment of a third decision-making body ( the first two being the 
Executive Board and the Governing Council ), the General Council, 
whose responsibilities are set out in Article 47 of the Statute .53 
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The main point is that in a bifurcated monetary union the governors 
of the central banks in the single currency sit on the Governing Council 
of the ECB; the governors of the central banks whose member states have 
a derogation sit on the General Council with the other governors. If one 
remembers that it is the Governing Council of the ECB that controls the 
ECB's right of access to the judicial control mechanisms, the division of 
authority between the two decision-making bodies is clear. 



COMMENT 

ROSA MARIA LASTRA 

European Monetary Union and Central Bank Independence 

Introduction 

This comment focuses on three issues: the process leading toward the 
creation of the European System of Central Banks ( ESCB) in the third 
stage of Economic and Monetary Union (EMU);  the steps already taken 
in implementing the Treaty on European Union ( the Maastricht Treaty ); 
and central bank independence. The first two issues, relating to EMU and 
Maastricht, are of particular interest for Europeans. The third one, cru­
cial at the level of the European Union (EU), also is a key issue for other 
nations in the developed world and for developing countries. 

Process Leading Toward the Creation of the ESCB 
in the Third Stage of EMU 

The history of monetary integration in the European Community 
(EC),  as well as the very history of the EC, shows how an organization 
gains and loses momentum in its gradual development and how the polit­
ical will to move forward is at least as important as the economic benefits 
derived from the integration. Since its inception, the EC has been con­
fronted with various challenges: the Customs Union in the late 1950s 
and 1960s; the consolidation of its institutions and the first enlargement 
in the 1970s; the single European market program and the second 
enlargement in the 1980s; and the deepening (not only in terms of eco­
nomic union, but also of monetary and even political union) and 
prospective further enlargement of the organization in the 1990s. 
Additionally, the EC faces other problems today, including the alleged 
lack of democratic legitimacy of its institutions and the need tor institu­
tional reform, its increasing bureaucratization, the need to define more 
clearly the requirements of the principle of subsidiarity, and the existence 
of regional economic imbalances. 

Although the Treaty partially addresses the challenges of the 1990s, it 
fails to solve adequately some of the concerns of member states and 
prospective applicants. There are also constitutional constraints on the 
realization of the goals agreed in Maastricht. The European Union is not 
a federation. Neither the Maastricht Treaty nor the founding treaties of 
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the European Communities provide a formal "constitution" to the 
Union. Moreover, the nonexclusive transfer of sovereign powers from the 
member states to the EU institutions in the third stage of EMU will 
result in a dual responsibility divided between EU institutions and 
national authorities. 

It should be noted that the Maastricht Treaty is a rather complex legal 
document. Amendments to the Treaty Establishing the European 
Economic Community, which pertain, inter alia, to monetary union, 
comprise Article G of the Maastricht Treaty. 1 The European Union is 
formed of the three existing European Communities, namely, the 
European Coal and Steel Community, the European Economic 
Community (now the EC) and the European Atomic Energy 
Community.2 The EU is supplemented by two forms of cooperation 
established by the Maastricht Treaty, the common foreign and security 
policy and the cooperation in the areas of justice and home affairs.3 

While the Single European Act captured the momentum gained in 
launching the internal market program as "an area without internal fron­
tiers in which the free movement of goods, persons, services and capital 
is ensured"4 and prepared the way for further monetary cooperation, the 
Maastricht Treaty tried to capitalize on the momentum gained on the 
road toward EMU.s However, its drafting, signature, ratification, and 
implementation provide a good example of the ups and downs of the his­
tory of EC integration. The Treaty finally came into force on November 
1 ,  1993, opening the way for the future establishment of the ESCB. Its 
forerunner, the European Monetary Institute ( EMI ) ,  started operations 
in January 1994, at the start of the second stage of EMU. The EMI is 
conceived as a transitional and preparatory phase for entry into the third 
stage . It is a rather weak institution, whose operations seem to show a 
continuity with the Committee of Central Bank Governors that it 
replaced, rather than a substantial new approach to the realization of 
EMU.6 More monetary stability seems to be necessary in order to move 
ahead with the EMU plan, and, as the member states retain their mone­
tary policy responsibilities in the second stage, it is uncertain whether the 
EMI has the powers to achieve its goaJ .7 

Paradoxically, the Maastricht Treaty gained binding legal force at a 
time when some member states were more preoccupied with their 
growth prospects and unemployment problems than with the pursuit of 
price stability. The economic slowdown in many European countries at 
the beginning of the 1 990s and the historical events that have changed 
the shape of Europe in the past several years, namely, German reunifica­
tion, the breakup of the former Soviet Union, the transition in Eastern 
Europe and the Baltic countries, Russia, and the other countries of the 
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former Soviet Union from centrally planned economies to market 
economies, and the breakup and war in Yugoslavia, have signified a 
change of priorities in the European continent. 

Arguably, European citizens and their expectations have lost touch 
with the supranational objectives agreed in Maastricht. This criticism was 
evidenced during the period of ratification of the Maastricht Treaty. The 
Danish and French referendums, the British opposition to the Treaty, the 
legal challenges presented to the German Federal Constitutional Court,s 
the rise of popular opinion in Germany against the prospective disap­
pearance of the deutsche mark, and the general disenchantment across 
Europe with a community perceived as distant from its citizens were 
some of the difficulties that member states faced in that period. 

Following the September 1992 currency crisis and the speculative 
movements in the ensuing months, the exchange rate mechanism (ERM )  
of the European Monetary System (EMS) was reformed i n  August 1993. 
The widening of the bilateral bands to plus or minus 1 5  percent (except 
for the bilateral relationship between the deutsche mark and the guilder, 
to which the previous 2 .25 percent band still applies) has been character­
ized by some economists as a virtual breakdown of the system.9 

As regards the future of the ERM, there are in theory several options1 0  
besides the present status quo: reintroduction o f  exchange controls; 
accelerated movement toward EMU in a subset of core countries; the 
taking of alternative routes to EMU; and reversion to narrow bands. The 
last option seems to have been rejected as an official solution by the min­
isters of finance of the member states and by the President of the EMI 
because it would require a credible commitment to intervene to defend a 
currency that exceeds those bands (that is, a commitment made by the 
central bank of the strongest currency to support the weak currency) . 1 1  
Unofficially, however, some member states, such as Belgium, the 
Netherlands, Luxembourg, Denmark, and Ireland, have been trying to 
operate within a fuzzy 2.25 percent narrow band, and the ERM has been 
relatively stable since its reformation . 

The "convergence criteria" that member states must meet to qualifY for 
monetary union, defined in Article 1 09j and further elaborated in a 
Protocol annexed to the Treaty, refer to price stability, nonexcessive gov­
ernment budgetary deficits, stability within the ERM, and (reflecting the 
durability of the convergence achieved under the ERM) stable, long-term 
interest rate levels. I2  The EU is due to hold an Intergovernmental 
Conference in 1 996 to revise the Treaty as far as seems desirable in the 
light of experience . I 3  
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According to the letter of the law, stability within the ERM (one of the 
four criteria of economic convergence ) can be understood as stability 
within the wide bands and, therefore, can be managed in the context of 
Article 109j . However, the spirit of the law when the Treaty was signed 
in Maastricht in February 1992 was different. 

The main problem ahead in achieving economic convergence lies in the 
size of government deficits, as most of the member states, including 
Germany, would not pass today the test of having a "sustainable govern­
ment financial position," strictly read. However, the language of Article 
1 04c of the Maastricht Treaty, in combination with the Protocol on 
Excessive Deficit Procedure annexed to the Treaty, provides some room 
for interpretation: the sustainability of the government financial position 
is defined, first, by "whether the ratio of planned or actual government 
deficit to gross domestic product exceeds the reference value [ 3 percent] ,  
unless either the ratio has declined substantially and continuously and 
reached a level that comes close to [ 3 percent] or, alternatively, the excess 
. . .  is only exceptional and temporary," and, second, by "whether the 
ratio of government debt to gross domestic product exceeds a reference 
value [ 60 percent ] ,  unless the ratio is sufficiently diminishing and 
approaching [ 60 percent] at a satisfactory pace. "14 Therefore, a country 
(for example, Ireland) whose public debt-to-GDP ratio considerably 
exceeds the 60 percent reference value, would still be able to qualify for 
EMU if the debt ratio is considered to be "sufficiently diminishing" at a 
"satisfactory pace . "  I S  The Council of Ministers will decide whether an 
excessive deficit exists or not, acting on a recommendation from the 
European Commission. l 6  

The criteria of  economic convergence have been regarded by Germany 
as a condition sine qua non in order to move ahead with EMU. The rul­
ing of the German Federal Constitutional Court of October 12 ,  1993 
clearly reaffirmed that "the convergence criteria cannot be relaxed . . . .  
[T]he Federal Republic of Germany, by ratifYing the Union Treaty, is not 
subjecting itself to unsupervisable, unsteerable, automatic pilot in its 

progress to a monetary union . " l 7  The wording of the German Federal 
Constitutional Court's ruling is consistent with previous and subsequent 
declarations of the Bundesbank: 

The key to further advance in monetary integration is a sufficient degree of 
conva;gence in economic development and economic policy between the 
mem ber countries of the union . . . .  [T]he Treaty stipu lates that the 
European economic and monetary union shall enter its third stage on 
January 1 ,  1999. However, even then only those countries that meet the con­
vet;gence criteria can participate. I X  
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The skepticism reigning in the debate about Maastricht will probably 
pose difficulties in fulfilling the EMU timetable. According to Article 
I 09j of the Maastricht Treaty, not later than December 3 I ,  I 996, the 
Council of Ministers, meeting in the composition of heads of state or 
government and " [  t]aking due account" l9  of the reports prepared by the 
European Commission and the EMI on the progress made by member 
states regarding these convergence criteria, and of the opinion of the 
European Parliament, shall decide, acting by a qualified majority, whether 
a majority of the member states fulfill the necessary conditions for the 
adoption of a single currency ( that is, the convergence criteria) and 
whether it is appropriate for the Community to enter the third stage . If 
so, the Council of Ministers will set the date for the beginning of the 
third stage of EMU. If, by the end of I997, the date for beginning the 
third stage has not been set, that stage shall start on ] anuary I ,  I 999 . 20 
Despite this Treaty provision, the ruling of the German Federal 
Constitutional Court firmly declared: 

In the framework of the conditional nature of the content of the Treaty and 
the tactual convergences it presupposes, the time for the commencement of 
the third stage of economic and monetary union must also be seen as a tar­
get rather than as a legally enforceable date . 2 l  

Any change in the EMU provisions made in the I 996 
Intergovernmental Conference (because a revision of the timetable for 
EMU is in fact a revision of the Treaty) would probably open a "Pandora's 
box" of questions, and a new ratification "by all the member states in 
accordance with their respective constitutional requirements" would 
probably mean years of discussion.22 The Maastricht Treaty represents a 
compromise between those who favor a federal Europe and those who 
oppose it. The ambiguity in many of its provisions is rooted in this diffi­
cult balance. Should the provisions on monetary union be revised in the 
I996 Intergovernmental Conference, EMU may be postponed sine die. 
Seemingly, the only way to go ahead is thus to respect the principle pacta 
sunt servanda, perhaps by creatively reinterpreting the language in the 
Treaty pertaining to EMU. A consolidation of the incipient economic 
recovery in Europe may rekindle enthusiasm for EU integration and 
should help governments streamline their budget deficits, hence facilitat­
ing compliance with the Maastricht requirements. 

The real challenge for the I996 Intergovernmental Conference lies in 
the institutional reform of the European Union, particularly the future 
structure of the European Parliament, which will have to accommodate 
both the needs of a Community of I 6  or more members and the new 
responsibilities entrusted to it in the monetary-and eventually the polit­
ical-area .  The roles of the Parliament, the European Commission, and 
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the Council of Ministers need to be redefined, as well as the representa­
tion and voting powers of the states. Moreover, with a free flow of capi­
tal, a new policy on the fiscal means of the Community must be adopted. 
Together with the debate about the deepening of the institutions of the 
European Union, the debate about its widening is generating much 
controversy. 23 

Steps Already Taken in Implementing the Maastricht Treaty 

The implementation of the requirements imposed by the Maastricht 
Treaty is on course, both at the level of the member states and at the level 
of the EU institutions. As regards the latter, some regulations came into 
force on January 1 ,  1 994. Two of them specify definitions for applying 
the prohibitions contained in Articles 1 04 and 1 04a of the Treaty, which 
refer respectively to the prohibition of the financing of government 
deficits through central bank credit and to the prohibition of privileged 
access by public authorities to financial institutions.24 Another regulation 
on the application of the controversial Protocol on Excessive Deficit 
Procedure requires member states to report to the European Commission 
their planned and actual government deficits and levels of government 
debt twice a year.25 The procedure for avoiding excessive deficits is trig­
gered whenever one of the reference values ( the 3 percent ratio of gov­
ernment deficit to GDP or the 60 percent ratio of public debt to GDP) 
is exceeded or threatens to be exceeded.26 

Furthermore, the Council of Ministers has made some decisions on the 
functioning of the EMI . One of them refers to the calculation, in terms 
of population and GDP at market prices, of the member states' contri­
butions to the financial resources of the EMJ .27 Another important 
Council of Ministers decision refers to the consultation of the EMI by the 
member states on draft legislation related, inter alia, to currency legisla­
tion, status and powers of national central banks, clearing and payments 
systems, and rules applicable to financial institutions.28 

At the level of the member states, some of them, such as Italy, France, 
and Belgium, already introduced legislation in compliance with the 
Maastricht requirements in 1993 .29 Spain and Germany introduced leg­
islation in 1 994, and Greece is expected to enact its legislative proposals 
soon.30 The Bank of Spain Autonomy Law was finally enacted in June 
1994, following a period of amendments to address some of the concerns 
posed by the corruption charges faced by a former governor of the Bank 
of Spain .3 I  In Germany, the Bundesbank Act was amended in July 1 994, 
in order to comply with Article 1 04 of the Maastricht Treaty and the reg­
ulation implementing it.32 In particular, the authorization contained in 
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Section 20. 1 of the Bundesbank Act, which permitted the Bundesbank to 
grant short-term cash advances to the Federal and Linder Governments, 
has been revoked.33 In connection with the ban on cash advances, 
Section 1 7  of the Act, requiring public authorities to deposit their liquid 
resources with the Bundesbank, has also been repealed.34 The United 
Kingdom, whose central bank celebrated its tercentenary in 1 994, is con­
sidering the idea of central bank independence without necessarily link­
ing it to compliance with the Maastricht requirements.35 Two recent 
reports encouraging greater independence for the Bank of England, the 
so-called Roll Report and a report prepared by the House of Commons 
Treasury and Civil Service Select Committee, have not given rise to any 
legislative changes so far. 36 

Central Bank Independence 

Central banks in Europe and in other parts of the world are experienc­
ing a wave of change toward greater independence. It has become more 
widely accepted that the central bank should be committed to price sta­
bility and that, in order to control inflation, the central bank should be 
independent from political interference. The following paragraphs point 
out a few controversial points in the debate about independence.37 

Central Bank Independence as a Political Decision 

Despite the economic merits of central bank independence, the actual 
decision to grant independence is a political one . Relations between cen­
tral banks and governments are not always easy; the link between eco­
nomics and politics is a difficult and complex one, which changes across 
countries and over time. This is true both for European countries and 
other developed nations and also for the developing world. 38 

Three Dimensions of Independence 

Central bank independence has three dimensions: an institutional or 
organic one; a functional or operational one; and a professional one. The 
first two dimensions require the protection of a binding legal framework. 
The third dimension is often part of the de facto independence, which is 
determined by the personalities of the governor and minister of finance 
(and in some cases of other high officials) ;  by the frequency of change of 
the governor; by the actual practices of both the minister of finance and 
the central bank; by the depth and quality of economic and monetary 
analysis; by the political and economic circum·stances ( for example, eco-
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nomic expansion or recession ); by the experiences of the country con­
cerned; and by national priorities. 

The Maastricht Treaty does provide a legal framework to protect cen­
tral bank independence; the most significant provision is the prohibition 
against financing government deficits through central bank credit.39 

Need for Accountability 

Independence is only one side of the coin. The other side in a demo­
cratic state is accountability. Such accountability should be "diversified," 
including through both parliamentary control and accountability to judi­
cial bodies. Disclosure is another form of accountability, generally sup­
ported by countries, such as the United States or the United Kingdom, 
that encourage strong financial market discipline and transparency.40 
Germany, whose model of corporate governance fosters close ties 
between banks and corporations, with a corresponding flow of confiden­
tial information, may not possess an equally strong tradition of disclosure . 

Importance of Price Stability Vis-a-Vis Other Economic Goals 

Central bank independence is often regarded as a basic premise for a 
monetary policy committed to monetary stability. Therefore, central 
bank independence may seem more attractive when a country is con­
cerned about inflation than when a country is trying to fight recession 
and unemployment. For instance, the Bundesbank's policy of high inter­
est rates in the aftermath of German reunification was questioned in the 
rest of Europe, which was suffering from an economic slowdown, and 
even by some in Germany itself. The Bundesbank kept interest rates high 
in order to fulfill its legal mandate of safeguarding the value of the cur­
rency.4 1 This commitment to price stability is the essence of the case for 
central bank independence. It should be noted, however, that the ESCB 
will be committed to European price stability and not only to German 
price stability, and that, therefore, it will take into account the interests of 
all the member states of the Union . 

Central Bank Independence and Foreign Exchange Policy 

The conduct of foreign exchange policy involves determining the 
exchange rate and the exchange regime (or exchange arrangement) and 
managing the official monetary reserves. Responsibility for the formula­
tion of the exchange rate policy typically rests with the government, while 
responsibility for its implementation is generally entrusted to the central 
bank. Central banks normally have more freedom to formulate monetary 
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policy than they do exchange rate policy.42 However, the Swedish 
Riksbank is responsible for the determination and implementation of for­
eign exchange policy, according to Article 4 of the Swedish Central Bank 
Act.43 

The government's responsibility in formulating foreign exchange poli­
cy is rooted in historical and political reasons,44 and in the consideration 
that the exchange rate is not only a nominal anchor for the domestic price 
level, but also a part of general economic policy, linked to the trade and 
employment objectives of a country.45 

The Maastricht Treaty does not entrust the ESCB with clear responsi­
bilities in the field of foreign exchange policy.46 

Central Bank Independence and Banking Supervision 

Independence is often advocated as regards monetary policy. It is also 
necessary in the conduct of banking supervision .  Independence to pursue 
stable money should thus be accompanied by independence to pursue 
sound banking. If the central bank is not directly in charge of bank reg­
ulatory activities, the bank regulatory agency also needs to be indepen­
dent from governmental guidelines. 

According to the Maastricht Treaty, the national central banks or other 
competent authorities will keep their supervisory responsibilities.47 

Independence Alone Does Not Guarantee Price Stability 

Other factors need to be taken into account in order to make inde­
pendence effective in terms of inflation control: fiscal restraint and a cred­
ible general economic policy; labor market discipline; the support of the 
financial and nonfinancial community for anti-inflationary measures; and 
the political stability of the country. 





Chapter 

6 The European Community's Second 
Banking Directive 

RENE SMITS 

Introduction 

Before addressing the Second Banking Directive, the major piece of 
legislation in the field of banking supervision of the European 
Community (EC), this chapter begins with some introductory statements 
on the EC and its legislative process. This introduction may help to put 
the Second Banking Directive into perspective. 

Three European Communities 

The European Union, as the major organization for European eco­
nomic and political integration is now called, is the current "end result" 
of a process of "nation building" that started after the Second World War. 
At that time, German and French coal and steel production was placed 
under a common authority, the present-day European Commission. Its 
functioning, as well as that of the other institutions of the European Coal 
and Steel Community (ECSC), was laid down in the Treaty of Paris, 
which entered into force in 1 95 1 . 1 A common regime for the market in 
the two products that had been at the center of the war industry was con­
sidered to bring to an end the internecine warfare that had plagued the 
continent for so long and had twice set afire the entire world. Italy as well 
the three Benelux states (Belgium, the Netherlands, and Luxembourg) 
joined France and Germany in the ECSC. 

In 1 957, the Treaty Establishing the European Economic Community 
(the EEC Treaty ; after Maastricht, the EC Treaty ) built upon that first 
construction for European unity.2 (The Treaty Establishing the European 
Atomic Energy Community (Euratom) became operative at the same 
time but has remained far less important. )3 The EEC Treaty provided for 
the establishment, within predefined time limits, of a customs union and 
a common market among "the Six," as the members were called. They 
were joined by the United Kingdom, Ireland, and Denmark in 1973 to 
form "the Nine," by Greece in 198 1 (making ten members), while Spain 
and Portugal joined the EC (as the three Communities were then com­
monly named) in 1986. Currently, applications for membership are pend-
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ing from Turkey, Malta, Cyprus, Hungary, and Poland. A request for 
accession from Switzerland is dormant; the Swiss voted down participa­
tion in the internal market through the European Economic Area, so full 
accession is not on the table . The accession of Finland, Austria, Sweden, 
and Norway was negotiated and ratified by the European Parliament; in 
Finland, Austria, and Sweden, the popular vote was affirmative, but the 
Norwegians voted against membership. 

Customs Union and Common Market 

The establishment of a customs union and a common market was meant 
to be brought about through decisions that the Council of Ministers (the 
body consisting of ministers from the member states) would take on pro­
posals from the European Commission (the Community's executive arm, 
consisting, at present, of 1 7  men and women who operate independently 
of government instructions and who are accountable to the European 
Parliament) .  The European Parliament was to give its opinion on draft 
legislation. A European Court of Justice was established in Luxembourg 
to ensure that the law was observed. Although many measures tearing 
down restrictions and abolishing discriminations between the member 
states were in effect taken, the major impetus toward integration came 
from the European Court of Justice. It held that citizens and companies 
could rely on the directly effective provisions of the EEC Treaty and of 
secondary law ( that is, legislation adopted under the EEC Treaty) .  This 
ruling promoted the freedom of movement for economically active peo­
ple, goods, services, and capital that the EEC Treaty meant to bring 
about. 

1 992  Internal Market Program 

Nevertheless, the vision of an economically integrated Europe needed 
fi.trther positive action to be completed: too many national laws made the 
operation of business across state boundaries a difficult and expensive 
affair. Diverging labeling laws, local authorization requirements, a lack of 
recognition of diplomas and certificates, the incidence of tax laws, and 
the dispersal of supervisory authority among 12 jurisdictions made 
"Europe" nonexistent in many economic areas. To remedy this situation, 
an enormous legislative program was started, under which the Council 
was to adopt in cooperation with the European Parliament directives 
harmonizing many economic laws and eradicating the last obstacles to an 
integrated market. The Single European Act, adopted for this purpose, 
contained important amendments to the EEC Treaty.4 It provided that 
the internal market was to be completed before the end of 1 992. 
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Maastricht Treaty: Political Union and Economic and Monetary 
Union 

The vision of a politically integrated Europe that lay at the root of eco­
nomic integration (which had been adopted once a direct road to a polit­
ical and defense Community had been cut off in the early 1950s) gained 
momentum with the end of the cold war and the collapse of the Soviet 
Union. The time seemed ripe for a new leap toward common external 
policies beyond the field of international trade . Also, the commitment to 
abolish the internal Community borders necessitated further cooperation 
in the areas of justice and home affairs. Thus, a conference was called to 
draft the necessary provisions. 

A parallel conference was to crown the internal market with the estab­
lishment of Economic and Monetary Union (EMU), that is, common 
economic policies and a single currency for Europe . 

The end result of this bargaining process is the Maastricht Treaty on 
European Union.s It establishes two pillars of intergovernmental coopera­
tion (in external and defense matters, as well as for justice and home affairs) 
next to the Community pillar, whose legal foundations were expanded and 
modernized, with a specific timetable set for establishing EMU and dele­
gating additional powers to the European Parliament. The ensemble was 
labeled the "European Union." Although this name does not indicate a 
nc.v international legal person, it gained acceptance once the difficult pro­
cess of ratifYing the Treaty on European Union had been completed. The 
Treaty on European Union encompasses amendments to the existing 
treaties, which it does not replace . The institutions of the Community ( the 
European Commission, the Council of Ministers, the Court of Justice, and 
the European Parliament) are "borrowed" to perform functions in the two 
areas of intergovernmental cooperation based on the Treaty on European 
Union. The so-called European Council ( the meeting of the heads of state 
or government of the 12  members and the President of the European 
Commission ) is to give political impetus to the process and has been given 
some decision-making powers. The central position and political impor­
tance of the European Economic Community were underscored by the 
change of its name to the EC ( hence, no longer only economic in charac­
ter) . The other two Communities ( the ECSC and Euratom) are still alive 
but are certainly less active than the EC. 

European Economic Area 

The European Union got off to a slow start on November 1 ,  1993.  
Two months later, another ambitious project finally became operative : 
the so-called European Economic Area.6 It links the states of the 
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European Free Trade Association (EFT A)-a free trade zone, established 
in 1961 as an alternative to the European Economic Community, whose 
dwindling membership included only the Scandinavian and Alpine coun­
tries, owing to defections to the EC-with the common market. 
Legislation on the single market became effective in Austria, Sweden, 
Norway, Finland, and Iceland, and it will also apply in Liechtenstein as 
soon as this state has severed its economic union with Switzerland (the 
only EFTA member that chose not to join the European Economic Area). 

Through the Agreement on the European Economic Area, the eco­
nomic integration of the continent was brought one step forward: non­
EC members have effectively joined the internal market without taking 
part in the other fields ofEC activity or participating fully in the decision­
making process in Brussels and Strasbourg. 

Second Banking Directive's Place in European Integration 

The Second Banking Directive is the cornerstone of the internal bank­
ing market.7 It  sets the tone for similar directives in the area of insurance 
and securities trading. The Second Banking Directive applies, by virtue of 
the Agreement on the European Economic Area, in 1 9  states, which are 
each required to adapt their own legislation to the directive's contents. 
That is the nature of a directive; it is a binding decision that imposes upon 
member states the obligation to comply with its terms within a predeter­
mined period left for national implementation. 

Because it helps to realize an integrated banking market, the Second 
Banking Directive can be said to contribute to laying the groundwork for 
the single monetary policy that will be conducted with the establishment 
of EMU.8 This chapter shows that, although there is still some room to 
improve the Second Banking Directive to bring about a fully integrated 
banking market and a currency union, the groundwork has been laid . 

Structure of the Second Banking Directive 

First and Second Banking Directives 

The Second Banking Directive is not the only piece of EC legislation 
on banking supervision. It builds upon, amends, and expands the First 
Banking Directive of 1977, which was a modest first step toward harmo­
nizing supervisory rules in the common market.9 This chapter addresses 
the body of law consisting of the First and Second Banking Directives 
taken together. 
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Three Directives on Banking Supervision 

The Second Banking Directive was adopted in 1 989; it had to be 
implemented by the member states by December 3 1 ,  1 992 at the latest. I O 
Two accompanying directives were also adopted in 1 989; the three 
together were intended to harmonize banking regulation in such a way 
that the banking supervisory authorities of the member states could from 
January 1 ,  1 993 onward rely on each other's supervision. ! !  The internal 
market is based on this system of home state control and on the mutual 
recognition by the member states of the regulatory framework and its 
application to the banking system. 

It was considered necessary and sufficient that the authorization 
requirements for banks were harmonized, as well as the main rules to 
which banks are subject once licensed to operate . These rules are con­
tained in the Second Banking Directive itself, and in the Solvency Ratio 
and Own Funds Directives. l 2  The latter directives lay down the regime of 
solvency testing for credit risk. They implement in the EC the Group of 
Ten's agreement on capital adequacy ( the so-called Basle Capital 
Accord) . l 3  It is interesting to note that a nonbinding understanding as to 
the capital ratios for internationally operating banks was thus given legal 
effect in the EC for all credit institutions authorized to operate in the 
internal market, whether locally or throughout the Community. 

Home State Supervision: The Rule and Exceptions to the Rule 

Regarding the solvency tests, there is a division of responsibilities in the 
context of the Second Banking Directive. It was agreed that the state 
licensing a bank (the home state) is responsible for supervising the bank's 
compliance with all supervisory rules, especially the solvency ratio, while 
the state or states where the bank operates have only residual powers. 

With respect to these residual powers, the lack of monetary integration 
in the EC (as yet) made it necessary to stipulate tha.t the host states are 
responsible for monetary (as opposed to prudential) supervision and for 
overseeing a branch's liquidity (which, after all, has to do with its fund­
ing capabilities in the local currency market) .  Finally, competences with 
respect to host state rules, which are indispensable and have not been the 
subject of harmonization, remain with the host state authorities. In this 
context, this "general good" exception to the main division of tasks 
among the supervisors derives from the European Court's case law on the 
powers of host states to regulate business conducted on their territories 
by producers or providers of services from elsewhere in the internal 
market. 1 4 
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Contents of the Second Banking Directive 

The Second Banking Directive consists of a long preamble containing 
no fewer than 23 considerations and 25 articles, divided into six titles. 
Mter the first title, which provides the definition and scope of the direc­
tive, the conditions for harmonizing authorization requirements are 
given in the next title . I S  Relations with third countries form the subject 
matter of the third-and, internationally, the most widely discussed­
title, which is placed between the licensing criteria and the rules applying 
to a bank once admitted to the market. l6  A separate title consists of spe­
cific provisions giving procedures for putting into effect the freedom of 
establishment and freedom to provide services in another member state 
given by the Treaty on European Union. 1 7 Matters such as technical 
amendments and entry into force conclude the text of the Second 
Banking Directive, IS to which a list of banking activities subject to mutu­
a l  recognition is  annexed. l9  

Concept of a Credit Institution 

The EC has taken an institutional approach to the supervision of banks: 
all companies and firms that conform to the definition of a credit institu­
tion are to apply for licenses before starting business. The definition from 
the First Banking Directive has been maintained, namely, that a "credit 
institution" is "an undertaking whose business is to receive deposits or 
other repayable funds from the public and to grant credits for its own 
account. "20 There are several striking features of this definition. 

• Only a firm that is in the business of banking is considered a credit 
institution. Occasional banking-like activities do not bring a firm within 
the purview of the EC directives. 

• Decisive for qualifYing as a "bank" ( shorthand for "credit institu­
tion" )  is the solicitation of repayable funds. Approaching the public for 
investments makes a firm an investment company, subject to the securi­
ties directives. 

• A firm that limits its banking activities to nonpublic activities is not 
a credit institution. In the Netherlands, banking activities for institution­
al investors only are considered not for the public. Of course, the inter­
pretation of the elements of the definition is ultimately up to the 
European Court. 

• A credit institution is in the business of accepting funds to grant 
credit for its oJVn account. A firm that acts only as an intermediary, bring­
ing depositor and debtor together without committing its own name, will 
not count as a credit institution. 
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When these elements are combined, a credit institution is said to exist. 
EC law requires credit institutions to be authorized and supervised. It fol ­
lows from the nature of EC legislation that member states may encom­
pass more entities under their banking laws, including companies engaged 
in other activities under their own definition of a bank. These definitions 
must, as a minimum, have the scope of the EC's definition. Any discrep­
ancies remaining among state banking laws are lessened by the common 
list of activities in which a bank may engage once authorized in a single 
state (provided that its home state license does not restrict its scope of 
business) .  This list, which is annexed to the Second Banking Directive, 
will lead to harmonization in practice as the interpenetration of banks on 
each others' territories will bring about market forces conducive to an 
alignment of regimes: out-of-state competitors that are allowed to engage 
in more activities than local banks are a powerful inducement to adapt 
banking regulations.21 

Harmonized Conditions for Obtaining (and Keeping) 
a Banking Authorization 

Reading the First and Second Banking Directives together makes it 
clear that six authorization requirements apply. First, a credit institution 
must have mvn funds.22 This condition obliges bankers to incorporate. It 
seeks to ensure that the funds of the banker are legally separate from 
those of the depositors. 

Second, a credit institution must have initial capital of at least ECU 5 
million .23 Sufficient own funds are required to start a banking business, 
in order to restrict entry to the banking market to serious applicants who 
can muster a minimum amount of own funds. Of course, the actual busi­
ness that banks undertake may lead to higher capital requirements under 
the Solvency Ratio and Own Funds Directives. The solvency requirement 
is separate from the initial capital requirement. The minimum is to be 
maintained throughout the life span of the banking business. 

The level of ECU 5 million was arrived at through a compromise. The 
amount is "peanuts" for an internationally operating bank, but it also 
applies to local credit unions, which are allowed to do business through­
out the internal market ( through a procedure to be discussed below). A 
lower threshold of ECU 1 million may be set by the state authorities for 
specific classes of banks; such a move is subject to European Commission 
scrutiny. 24 

Third, a credit institution should be managed by at least two persons. 25 
The requirement that a minimum of two persons "effectively direct the 
business of the credit institution" means that its day-to-day management 
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must be subject to the "four-eyes principle ."  Effective checks and bal ­
ances must be present, with a view to "avoiding risky solo operations ."26 

Fourth, the managers of a credit institution are to be experienced and 
of good repute.27 Sufficient banking experience will shield a credit insti­
tution from incompetence. It should always be borne in mind that a bank 
solicits funds from the public and is expected to administer and invest 
them better than the individual depositor would or could. The require­
ment as to the good repute of bank managers means that only trustwor­
thy people may be at the helm of an institution that is in the fiduciary 
business. 

The high standards to be applied in connection with this fourth 
requirement have not been specified further in Community legislation, or 
in that of several member states, where it is considered a matter for the 
discretion of the central bank or other supervisory authority granting the 
banking license. Elsewhere, a list of previous acts considered incompati­
ble with the office of bank manager has been drawn up: bankruptcy, con­
viction for fraud, and similar events are considered to make one 
unsuitable for running a credit institution.28 Any decisions on the accept­
ability of bankers are subject to judicial review. The principle of court 
review of supervisory decisions underlies Article 1 3  of the First Banking 
Directive and also follows from Article 6 of the European Convention on 
Human Rights (which covers each of the member states and is also 
applied by the European Court to Community decisions) .29 

Fifth, a credit institution must have suitable shareholders. 3D I n  addition 
to the requirement of experienced and suitable management, the suit­
ability of members or shareholders of a bank must also be tested in 
advance .3 1  Once a license has been granted, the continued suitability of 
shareholders is to be screened by the supervisory authorities under 
Article 1 1  of the Second Banking Directive.32 The sound and prudent 
management of the bank is the criterion by which to judge the share­
holders, and to detect and counter any influence to the detriment of the 
depositors.33 Article 1 1  provides for a continuous notification of changes 
in membership to the authorities, who must try to neutralize any detri ­
mental shareholders' influence .34 In  some states, this is done by requir­
ing that any exercise of voting rights in a banking corporation that has 
not been authorized in the most recent scrutiny is null and void or can 
be declared so on supervisory application by the courts. Thus, harmful 
influences can be effectively thwarted. 

Finally, a credit institution should submit to the supervisory authorities 
a program of operations. 35 A business plan makes it easier for the author­
ities to evaluate the request for a banking license. This condition makes 
it possible to look into the plans of the prospective entrant to the bank-
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ing market and test the organization against prudential standards, such as 

the establishment of sound administrative and accounting procedures, 
and to see whether adequate internal control mechanisms will be put in 
place.36 This condition also makes it possible to evaluate the probability 
that the bank will conform with solvency requirements and report there­

on to the supervisors. 37 

"Reciprocity" or Relations with Third Countries 

The issue of reciprocity stirred up much debate during the preparations 
of the Second Banking Directive. The relevant provisions of the directive 
set out what the Community can do if it considers that the creation of its 
single banking market is being used by banks from third countries with­
out EC banks being able to operate just as freely in those countries. 38 

Authorization to Operate Across the Common Market (European 
Passport) 

The six conditions for an authorization to set up a bank just addressed 
apply to any new applicant from the Community, the other European 
Economic Area states, or third countries. Member states are free to 
impose other licensing conditions, provided that they are compatible 
with the directives. After all, the Second Banking Directive and its com­
panion directives complete the minimum harmonization necessary and 
sufficient for mutual recognition by EC states of each other's prudential 
systems. These directives do not purport to regulate banking supervision 
exhaustively. 

Those who wish to establish a bank must go through this licensing pro­
cess. However, contrary to the pre- 1 993 regime, setting up a branch or 
starting cross-border activities in another state is no longer subject to sep­
arate licensing by the host state: a credit institution authorized in one 
member state is granted a "European passport" and may operate 
throughout the internal market (subject to qualifications to be addressed 
later). Any legal entity lawfully established in the common market and 
authorized as a bank can avail itself of the single market procedures for 
Community-wide banking, irrespective of the nationality of its parent. 
Under Article 58 of the EC Treaty, any corporation of a profit-making 
nature established in one member state, whatever its parents, is consid­
ered a European legal entity and can avail itself of the freedom of estab­
lishment and the freedom to provide services.39 
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Market Access and National Treatment for EC Banks Elsewhere 

In the case of applications for a banking license from outside the EC 
and from the other participants in the European Economic Area, an addi­
tional test may be applied. This test concerns the openness of the bank­
ing markets in the home country of the applicam.40 Establishing this 
condition was meant not as an entry restriction, but as a last resort to 
ensure that the liberalization of the EC banking market would serve as an 
example and lead to the tearing down of walls around other lucrative 
markets . Also, it proved necessary to replace any state reciprocity rules by 
a Community-wide provision, as otherwise a member state that made 
entry into its market contingent upon free access to a third market for its 
own banks would decide the issue for other states as well .  Once inside the 
market, a bank will profit from its European passport and thus circum­
vent any reciprocity policy applied by another member state . The U . K  
reciprocity policy was the most important i n  this respect, a s  the London 
market is the main prize for many outside banks. 

Notification of Authorized Entry from Third Countries 

Article 8 of the Second Banking Directive requires the supervisory 
authorities to notifY the European Commission of banking licenses grant­
ed to third-country banks and of declarations that the supervisory 
authorities do not oppose a third-country shareholder in an EC bank for 
prudential reasons (the "suitability" test referred to previously) .  This 
reporting requirement gives the EC executive an insight into outside 
penetration of the single market. 

Suspension of Applications from Third Countries 

If banks encounter difficulties in establishing branches elsewhere, the 
European Commission may act. If it finds that "effective market access 
comparable to that granted by the Community to credit institutions" 
from third countries is absent, it may propose to the Council of Ministers 
that negotiations be opened with the country concerned.4 1 Should 
national treatment also be lacking, the European Commission may act on 
its own and temporarily limit or suspend the handling of applications 
from the third country concerned.42 Then, for a three-month period, 
banks from this country may not start operations in the EC or become 
shareholders in EC banks.43 These situations are regulated in Article 9 of 
the Second Banking Directive . 

This power is, however, heavily circumscribed. Apart from the limited 
period in which it may be applied, the Commission is further subject to 
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scrutiny by the member states in a "comitology procedure ." This strange 
"Eurospeak" stands for a committee of member state officials that must 
give its opinion on a proposed act of the European Commission.44 The 
executive may act only if this opinion is favorable or the member states 
do not react to its proposal. 

Respecting International Obligations 

Thus far, the European Commission has not yet had occasion to sub­
mit proposals for specific agreements or to order the suspension of 
the handling of applications from outside the EC, partly because the 
treatment of financial services providers was the subject of negotiations in 
the framework of the Uruguay Round of the General Agreement on 
Tariffs and Trade. Under the General Agreement on Trade in Services 
(GATS),4S an Annex on Financial Services was adopted, which would 
make it difficult, if not impossible, for the Community to apply its 
reciprocity regime (which was copied from the banking sector in the 
insurance and securities fields) .46 It would appear that the agreed GATS 
texts, although almost inscrutable to an outsider, will, once ratified, end 
the reciprocity debate. 

Meanwhile, the Community is bound to apply its provisions on entry 
from third countries while respecting its international obligations. This 
obligation follows from Community law principles and is confirmed 
expressis verbis in Article 9( 6) of the Second Banking Directive. This 
clause was inserted, inter alia, to put to rest the concerns of the 
Organization for Economic Cooperation and Development (OECD), as 
national treatment requirements under the OECD codes on liberalizing 
capital movements and current invisible transactions would make it diffi­
cult to apply Articles 8 and 9 of the Second Banking Directive in respect 
of the non-EC countries among the 25 OECD members.47 

Unilateral Liberalization of Capital Movements with Third 
Countries 

Since the adoption of the reciprocity clauses, the Community has taken 
another big step toward liberalizing international financial trade : it 
included an er:ga omnes obligation to free current and capital transfers in 
the Maastricht Treaty on European Union.48 The newly inserted Article 
73b of the EC Treaty, which took effect with the start of the second stage 
of EMU on January l ,  1994, requires complete freedom of financial 
transactions between the member states inter se and between the 
Community and third countries.49 Article 73c specifies some exceptions, 
inter alia, for the reciprocity provisions in directives adopted prior to 
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1994.50 Any variations on the current regime may be decided on by a so­
called qualified majority in the Council, but any retrograde step on the 
road to liberalizing capital transactions with the outside world can only 
be agreed unanimously. Thus, the thrust of the new law is clear: Europe 
is the only jurisdiction to liberalize financial transfers unilaterally in a con­
stitutional text. 

The inclusion of reciprocity provisions in the Second Banking Directive 
has served a dual purpose: first, it has helped put financial services liber­
alization firmly on the agenda of international trade politics; and second, 
it may help the Community gain access to markets elsewhere on a level 
similar to what it offers to non-European banks and financial institutions 
through the creation of the internal market. 

Harmonized Supervisory Rules 

The Second Banking Directive not only regulates entry into the bank­
ing market but also lays down rules for the conduct of banking business. 
Again, other directives play a role here. The Solvency Ratio and Own 
Funds Directives are particularly important. S I  Directives on the consoli­
dated supervision of banks and banking groups, the annual accounts of 
banks, their large exposures, and the capital adequacy rules in respect of 
market risk are directly relevant from a prudential point of view. 52 

The Second Banking Directive itself establishes the following banking 
rules: 

• continued observance of the initial capital requirement;53 

• screening of shareholders' influence to ensure sound and prudent 
management of the bank concerned; 54 

• limits on the qualified holdings of credit institutions in other ( non­
financial) companies;SS and 

• establ ishment of sound administrative and accounting procedures 
and adequate internal control mechanisms. 56 

A brief word on each of these prudential rules is called for. 

Minimum Capital of ECU 5 Million 

The capital requirement was explained previously in the section on 
authorization conditions. It should not be confused with the solvency 
requirement for credit risk resulting from the combining of the require-



Rene Smits • 9S 

ments for market risk under the so-called Capital Adequacy Directive 
with the requirements of the Solvency Ratio Directive. 57 

Suitable Shareholders 

The screening of shareholders is an initial requirement that must also 
be continually applied. It represents a major innovation in EC banking 
law. Previously, certain member states attached great importance to the 
vetting of bank owners and used various techniques to do so, ranging 
from the reaching of an understanding between majority owners and 
supervisors in Belgium to the placing of legal constraints on the exercise 
of voting rights in credit institutions in the United Kingdom and the 
Netherlands. 58 The new rules leave room for national discretion in apply­
ing sanctions, but they ensure that a uniform minimum regime will test 
shareholders' suitability in the internal market. Any shareholder wishing 
to have a I 0 percent participation in a credit institution must have been 
found suitabJe .59 

Limiting Banks' Involvement in Commercial Companies 

Also new for some states are the limits placed on a bank's participations 
in nonfinancial companies. The Second Banking Directive is only con­
cerned with participations of a certain size ( so-called qualif)ring holdings, 
defined as a I 0 percent interest in another company's capital or similar 
voting rights) .60 It prescribes that such participation should remain below 
I S  percent of a bank's own funds.6I Thus, a double computation is 
required for applying this norm: if the amount of shares or voting rights 
that the bank holds in a company exceeds the threshold of I 0 percent, its 
stake is limited to I S  percent of the bank's capital. The sum total of these 
participations may not exceed 60 percent of the bank's own funds.62 
There are qualifications to allow for participations in other credit or 
financial institutions and ( at the option of the member states) insurance 
companies, as well as for temporary holdings for underwriting purposes 
or in the context of a financial rescue operation. 63 Because in some bank­
ing markets large interests in commercial companies were the rule rather 
than the exception (Germany and France are cases in point), a ten-year 
transition period has been established, after which the rules will apply 
with full rigor.64 

Adequate Administration and Internal Control 

A company receiving money from the public should, as a matter of 
course, follow adequate administrative procedures. Article I 3(2 )  of the 
Second Banking Directive does not add much, materially speaking, to 
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what supervisors ( in their oversight of banks) and auditors (in preparing 
their reports on annual accounts) would require. Including such obvious 
precepts in supervisory regulation gives the regulators the power to pre­
scribe specifics and test compliance-and, if necessary, act upon non­
compliance . Article 1 3( 2 )  is wide enough in its wording to encompass 
rules on separating securities and credit departments ( "Chinese walls" )  
and on restraining insider trading. A separate directive65 deals with this 
matter, but it concerns only stock exchange trading, and prudence and 
self-restraint are called for in any transaction involving a bank in a dual 
position, whether in managing its own and its clients' accounts at the 
same time or in acting as both lender to, and owner of, a company.66 
This provision of the Second Banking Directive creates supervisory 
competences where they may have been lacking and also makes possible 
interstate cooperation in enforcing such rules in respect of credit 
institutions. 67 

Establishment of Branches and Provision of Services 

The purpose of harmonizing regulatory and supervisory practices was to 
create an integrated banking market. As already noted, banks are licensed 
by the state of their incorporation when they meet certain conditions. They 
then receive European passports, which authorize, in principle, their oper­
ations throughout the Community. It is this qualification-"in princi­
ple"-that is to be examined in order to see how the system of mutual 
recognition functions. 

Treaty Rules on Establishment and Services 

First, it should be recalled that, under the provisions of the EC Treaty, 
European legal entities have the right to establish themselves in other 
member states under the conditions applying locally.68 Furthermore, they 
are free to provide services in other member states without operating per­
manent establishments there.69 

The European Court has developed case law on the abolition of restric­
tions on inward provision of services_70 According to the Court, host 
states cannot apply their own licensing rules to out-of-state providers of 
services unless four cumulative conditions are met .7 1  The host state rules 
should be 

• justified by the general good (that is, only standards for which a clear 
public interest can be demonstrated are acceptable) ;  

• nondiscriminatory in character ( that is ,  they should also be applied 
without distinction to local operators);  
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• nonduplicative ( that is, a mere duplication of professional standards 
that already apply in the home state is unacceptable );  and 

• necessary because a less restrictive method of meeting professional 
standards does not exist ( that is, the application of host state rules is 
subject to a proportionality test in respect of the purposes that they 
seek to serve ) .  

The application of a state rule on professional standards to an outside 
provider of services that fails these tests will amount to a prohibited 
restriction. This case law is in line with jurisprudence on the free move­
ment of goods, known as the Cassis de Dijon precedent. 72 The European 
Court's decisions have paved the way for implementation of the system 
of mutual recognition in all areas of economic activity in the common 
market .73 

Bank Operations in the Internal Market 

Three different situations should be distinguished in the operation of a 
bank in the internal market. A bank may set up a subsidiary, open a 
branch, or begin to provide cross-border services. 

Establishing a Subsidiary 

A subsidiary, that is, a separate legal entity governed by the laws of the 
host state, still has to apply for a license in its state of incorporation. It is 
considered a creature of the law of the host state and may avail itself of 
the facilities of the Second Banking Directive for opening branches and 
providing cross-border services. A parent in state A may establish a sub­
sidiary in state B and from the latter state may start operating through­
out the Community. State B is then the home state for this bank's branch 
network in the single market. Hence, in the case of subsidiaries, the EC 
Treaty system for establishment, which requires compliance with host 
state rules, remains fully in place. 

Establishing a Branch 

For a permanent establishment in another state without separate incor­
poration, the Second Banking Directive abolishes the rule of host state 
authorization _74 The First Banking Directive allowed branches to be 
licensed by the host stateJS The Second Banking Directive goes a major 
step fi.1rther and makes the opening of a branch subject to a procedure in 
which only the home state authorities are competent to take any deci­
sion.76 A bank wishing to "branch out" is to notifY its own authorities of 
its intention to do so. The home state supervisor then checks whether the 
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bank's administrative structure or financial situation give reason for 
doubt. If not, the home state supervisor passes the bank's notification on 
to the relevant host state authorities. The host state supervisor is allotted 
two months to prepare for the supervision of the branch. The host state 
supervisor must indicate to the branch which host state rules the branch 
is bound to comply with in the interest of the general good. 

The separate authorization of a branch, extra "branch capital," and the 
screening of managers by the local regulator have all been abolished. 
Should the home state supervisor conclude that a bank is not sound 
enough or lacks the necessary administrative infrastructure to set up a 
branch in another state, it can refuse to send the bank's notification on to 
the host state authorities, thus bringing the branch establishment proce­
dure to a halt. Naturally, the bank concerned may apply to the courts for 
a revision of the supervisory judgment.77 

Beginning the Provision of Cross-Border Services 

A much simpler notification procedure applies when a bank, licensed in 
state A, intends to provide services in state BJB The bank notifies its 
intentions only to its own authorities, who send the notification on to the 
host supervisory agency. The bank can then begin operations from its 
home base. This notification procedure does not imply that any decision 
is to be made by the home authorities on the soundness or administra­
tion of the bank, and there is no waiting period. Nevertheless, in view of 
the right created by the EC Treaty of free provision of services, the inter­
position of the notification would seem to be a step backward instead of 
forward. Arguably, the directive's rules on the provision of services are 
incompatible not only with the objective of creating a single passport but 
also with primary EC law (notably, in the EC Treaty, Article 7a on the 
creation of the internal market and Article 59 on the freedom to provide 
services) .  The EC Treaty being of a higher order, the relevant clause of 
the Second Banking Directive may one day be declared null by the 
European Court. 

Supervisory Cooperation 

Consultation and Coordination 

The foregoing has made clear that the creation of the internal market 
has made the supervision of banks operating throughout Europe a mat­
ter of cooperation. Not only are supervisors required to inform each 
other about the standing of a credit institution intending to establish a 
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bank in another state , but they are also to consult with each other prior 
to granting a license to a bank with links to another member state. 79 The 
obligations of mutual cooperation, which the First Banking Directive 
already contained, have been expanded: supervisors are to inform each 
other on the ownership, management, solvency, and liquidity of banks 
operating in more than one state, as well as on questions of, inter alia, 
administration and deposit guarantees.so Home state authorities may 
send out inspectors to branches in other states, while a mandate from the 
home to the host state agency to check data or otherwise carry out 
inspections is also possible. The division of supervisory responsibilities, 
heavily tilted to the home state, makes such cooperation necessary. 

Exchange of Cross-Border and Cross-Sector Information 

As banks become more and more intertwined with other providers of 
financial services, cooperation with supervisors of insurance companies 
and investment firms has also become necessary. Thus, the confidentiali­
ty restraint that applies to all supervisory information has been lifted for 
such interagency cooperation.S l Of course, it has also become possible to 
exchange information among banking supervisors, especially on a cross­
border basis. 

Common Regime of Confidentiality 

The secrecy regime itself has been further harmonized. The First 
Banking Directive, as amended by the Second, exhaustively lists the uses 
to which supervisory data may be put.82 The confidentiality clause has 
been copied in the other relevant directives and provides for strict secre­
cy.s3 This European approach to supervision differs from the more open 
attitude of U.S. regulators. No publication of inspection reports is con­
templated in the EC. 

Memoranda of Understanding Between Supervisory Agencies 

Confronted with the need to cooperate on a hitherto unknown scale, 
the supervisory agencies in the EC have concluded between themselves 
memoranda of understanding that set out the instances of mutual infor­
mation, consultation, and coordination. To a certain extent, these mem­
oranda are repetitive of the Second Banking Directive's language . They 
also imply certain policy choices where the directive leaves room for inter­
pretation. Regrettably, the agencies entrusted with banking supervision 
have concluded bilateral accords instead of one multilateral memoran­
dum, if a detailed agreement was indeed necessary at all .  Outsiders ( cred­
it institutions wishing to operate across the relevant borders, supervisors 
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from member states other than the two concerned, and those interested 
from an academic or political point of view) do not know the contents of 
the memoranda, which, in the end, number so many that nobody has an 
overview of their provisions. 

Cooperation in the Second and Third Stages of EMU 

The conclusion of bilateral supervisory accords amounts to a carving up 
of the supervisory field, which seems harmful to effective regulation of the 
single market. It would not be surprising if this state authority reflex were 
in time superseded by the implementation of a more coordinated 
approach toward banking supervision. The existing coordination forums 
may provide opportunities for discussion and sometimes action, but they 
are framed too much like debating committees to operate effectively, espe­
cially in crisis situations. The forums are the Contact Group (of supervi­
sors ) ,  the EC Banking Advisory Committee (consisting of regulators, 
treasury officials, and Commission staff) , and the Banking Supervisory 
Subcommittee, which the European Monetary Institute ( EMI ) inherited 
from its predecessor, the European Community Committee of Central 
Bank Governors. 

Although the EMU provisions of the EC Treaty do not designate a 
single authority for prudential supervision, they do provide for coordina­
tion among the national authorities, first through the EMI ,84 and then in 
the third stage of EMU through the European Central Bank ( ECB ) .85 
This new organ, to be responsible for conducting monetary policy with 
the overriding objective of maintaining price stability, may further be 
given specific competences in banking supervision . 

Amendments (The "Post-BCCI Directive") 

The Second Banking Directive was adopted as the cornerstone of the 
legislation bringing about a single banking market. With the First Banking 
Directive and the Solvency Ratio and Own Funds Directives,86 the EC's 
legislative program seemed complete. 

However, since 1 989, the revision of the Consolidated Supervision 
DirectiveS? (the 1983 measure was replaced by a new 1 992 text) and the 
adoption of the Large Exposures DirectiveSS and the Deposit Guarantee 
Directive89 have added to the EC's banking regulations. The screening of 
market risk incurred by securities houses and banks alike is the subject of 
a new Capital Adequacy Directive,90 to be implemented by July 1 ,  1995;  

the national implementing legislation i s  to be applied as from January 1 ,  
1996. These further pieces of legislation still do not conclude the EC's 
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activities in banking regulation. After the collapse of  the Bank of  Credit 
and Commerce International (BCCI) ,  a tightening of supervisory rules 
seemed in order. Partly on the recommendations of the British commit­
tee9 1 set up to inquire into the affair, proposals were tabled to amend the 
Second Banking Directive, as well as other directives concerned with the 
supervision ofbanking, insurance, and securities firms . This "post-BCCI" 
directive went before the European Parliament for a second reading 
under newly gained "codecision" competences, in which the Council of 
Ministers and the European Parliament together adopt legislation.92 

The directive contains a number of innovations. First, it provides that 
credit institutions will be subject to a further condition for authorization: 
transparency of group structure.93 Any credit institution that is the sub­
sidiary of another undertaking or one in which the undertaking has an 
interest of 20 percent or more must make public its group structure. I f  
the supervisory authorities are not satisfied that they can effectively super­
vise the bank, they may refuse the license.94 Thus, a seventh licensing 
requirement, in addition to those cited earlier in the chapter, is 
introduced. 

A change in group structure that leads to a lack of transparency may 
lead to revocation of the authorization. Pursuant to Article 8( 1 ) (c)  of the 
First Banking Directive, a license may be withdrawn if the credit institu­
tion no longer fulfills the conditions under which authorization was 
granted.95 

It was envisaged that the post-BCCI directive would be applied as of 
January 1 ,  1996.96 At that time, another condition for authorization 
would also apply: a bank's registered office may not be in a state other 
than that where its head office is situated.97 This condition, already to be 
found in the preamble to the Second Banking Directive,98 will make it 
possible to deny authorization if it becomes clear that a bank incorporates 
in another member state in order to evade the supervision of the state( s )  
in which its main business i s  located. The BCCI  had its registered office 
and was licensed in tiny Luxembourg while its activities spanned the com­
mon market, focusing on the United Kingdom in particular. The 
European Court's case law on the freedom to provide services and on 
capital movements always makes an exception where so-called U-turns 
are concerned, namely, where a firm is established in another state with 
the objective of evading the rules adopted for the general good by the 
state on which the economic activities are "targeted."99 

The scope for exchanging supervisory information will increase: the 
post-BCCI directive will provide that liquidators, auditors, and central 
bank departments responsible for the oversight of payment systems will 
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be included among the categories of persons and bodies with whom 
supervisory data can be shared. I OO 

Finally, the auditors of a bank will have to report to the supervisors any 
circumstances that may lead to a qualification or refusal of the certificate 
of audit or that endanger the existence of the bank or imperil its deposi­
tors. The auditors will also have to inform the supervisors when princi­
ples of sound management are flouted. I OI This kind of cooperation 
between supervisors and auditors, who may become aware of malpractice 
at an early stage and whose alertness may greatly facilitate supervision, is 
not new to some member states. However, the exhaustiveness of the reg­
ulation and the scope of this exception to the rules of confidentiality 
binding auditors and their banking clients are a novelty. 

Conclusion 

The Second Banking Directive can be said to be a major piece of bank­
ing legislation that will determine the shape of European banking super­
vision for years to come. In line with the European tradition, it provides 
tor universal banking and makes the beginning of operations in the vari­
ous states of the single market less cumbersome. The directive lays the 
responsibility for supervision squarely on state authorities and is therefore 
far removed from any centralizing tendency in banking supervision. 
"Common rules and separate enforcement" would be an appropriate 
qualification of the " 1 992" EC approach. 

Although its adoption and implementation may be heralded as an 
important step both in the creation of a single market and in banking reg­
ulation as such, the Second Banking Directive has its flaws. 

First, it does not facilitate the establishment of subsidiaries in other 
states. This lacuna means that banking groups seeking to do business 
through subsidiaries still have to deal with authorizations in several juris­
dictions and separate capital requirements. The option in the Solvency 
Ratio Directive to mandate a parent bank's authorities to oversee the sol­
vency of its subsidiary may perhaps set an example to be followed in other 
areas of supervision as welJ . I 02 

Second, the procedures that the Second Banking Directive prescribes 
for opening a branch and for starting cross-border services in the internal 
market would seem to contradict the very idea of a single European pass­
port and of nondiscrimination among the depositors in the single market 
and may conflict with the relevant EC Treaty provisions. The measures 
adopted for implementing the Second Banking Directive form a net of 
diverging rules, in which banks wishing to operate in different states 
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while engaging in different activities on the list annexed to the Second 
Banking Directive may easily become entangled. What should have been 
a facilitating measure may then provide another bureaucratic stumbling 
block to doing business in the Old World. 

Third, the approach of state entities overseeing the operations of banks 
in an integrated market may in the end prove difficult to maintain if large 
banks develop with equal footholds in two or more states. This system of 
attribution of responsibilities is likely to be put to the test in crisis situa­
tions, as the BCCI case has shown. It may very well be that a European 
banking supervisory agency may be necessary. At the very least, a central 
"focus of authority" on the single banking market may have to emerge. 
In the absence of any other relevant institution with authority across 
Europe, it may be that the ECB will have to provide this authority. 
Despite the meager competences given to it in this sphere, the ECB can 
be said to have the powers to coordinate banking supervision among the 
national agencies and to provide lender-of-last-resort facilities, if neces­
sary. In the second stage of EMU, the EMI may have to provide the nec­
essary coordination, as a body with a large membership and an 
advisory-rather than executive-mandate such as the Banking Advisory 
Committee is not the best suited to provide authority in banking markets. 

Fourth and finally, the First and Second Banking Directives and the 
other EC measures in the area of prudential supervision will have to keep 
pace with new market developments. In particular, cooperation with 
authorities in other fields of activity ( insurance and securities) and the 
authorities that oversee the payments systems will need to be reinforced, 
now that Allfinanz groups are becoming the rule rather than the excep­
tion and the systemic risks involved in large-value payments systems are 
the object of justified scrutiny by central banks. 

All this does not detract from the importance of the legal text of the 
Second Banking Directive. It remains a central and innovative banking 
law, albeit one that may not last unaltered for very long into the next cen­
tury. l\'evertheless, by then it may have contributed significantly to a rein­
forcement of supervisory cooperation among authorities who, ten years 
ago, saw their colleagues only at conferences. The Second Banking 
Directive may have helped the banking laws of many nations converge, 
not only in the \Vest, but also in Eastern Europe, the Baltic countries, 
Russia, and the other countries of the former Soviet Union, and perhaps 
even in other continents. There is a keen interest in the European bank­
ing laws in other countries and in international organizations. Finally, the 
Second Banking Directive's main contribution may be the realization, 
however slow and despite unwarranted red tape, of an integrated bank­
ing market in Europe. 
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Banking Law Developments in the 
European Union: Deposit Insurance and 
Money-Laundering Initiatives 

PAOLO CLAROTTI 

Introduction 

The European Community (EC) banking legislation covers all credit 
institutions that receive deposits and similar repayable funds and that also 
grant credits, unless there is specific provision for an exemption. This fi.m­
damental principle was established in the Council's First Banking 
Directive of 1977. 1 The trend since that date has been to reduce the 
number of exempted institutions. The motivation, as put forward in the 
recitals to the First Banking Directive, was a mixture of prudential and 
competitive considerations: 

. . .  equivalent financial requirements tor credit institutions wil l be necessary 
to ensure similar safeguards tor savers and tair conditions of competition 
between comparable groups of credit institutions . . . .  2 

All types of credit institutions are, in principle, treated in the same way, 
and there is thus equality of competitive conditions in relation to pru­
dential rules: the famous "level playing field ."  

All member states have experienced, to varying degrees, the process of 
"despecialization," in which some if not all providers of financial services 
have broadened their scope of activities and have begun to compete in 
new markets. Traditional areas of specialization and the demarcation of 
activities between groups of credit institutions have been eroded, largely 
as the result of market forces. The Second Banking Directive of 
December 19893 reflects this development by incorporating a full range 
of banking services in the scope of a single banking license. Such a devel­
opment needs to be underpinned by the enforcement of common pru­
dential standards for all banks. This principle is well demonstrated in the 
case of the Solvency Ratio Directive, under which the same risk weights 
and overall capital requirements apply without reference to the composi­
tion of business of the credit institution in question.4 For example, the 
same capital requirement applies to a mortgage credit extended by a spe­
cialized mortgage credit institution as to a mortgage credit granted by a 
truly universal bank or a bank that typically concentrates on trade finance . 

1 05 
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During the course of the discussion leading up to the adoption of the 
Second Banking Directive, several requests were made for the development 
of two sets of final prudential standards, with one set applicable to those 
institutions operating across national boundaries, and another, unharmo­
nized or partially harmonized set applicable to those confining their atten­
tion to purely domestic markets. It was decided that to take such a path 
would have been inconsistent with the basic freedom to supply services 
conferred by the Treaty of Rome-a freedom that is available to all-and 
with the aim of achieving equality of competition between institutions.5 
Clearly, those credit institutions operating across the EC compete in the 
national markets of those engaging only in domestic business. 

The EC's banking legislation seeks to protect depositors and to safe­
guard the integrity of the European system. In other words, it  pursues on 
a Community-wide scale what national supervisory authorities have been 
undertaking for decades. The Freedom of Capital Movements Directive6 
and the Second Banking Directive are the foundations for the internal 
market in banking services. The framework laid down in the Second 
Banking Directive has been an enormous step forward for member states, 
which have had to change radically the process by which they have tradi­
tionally supervised such institutions. Under this framework, supervision 
of credit institutions has been undertaken since January 1 ,  1993 by the 
home member state; also, a bank, once established, can branch freely 
throughout the Community. Member states have to allow branches of 
banks registered in the EC to operate on their territories without any 
prior applications being made. To bring about such a change, it was nec­
essary to ensure that supervisors knew that certain minimum standards 
were being applied by their fellow supervisors in other member states. 
Any credit institution established in any member state has therefore to 
comply with a number of conditions before it can be licensed to operate 
throughout the EC. 

A necessary condition for achieving a single banking market was the 
elimination of the remaining capital controls in member states by the end 
of 1992. This necessary step to secure a fully integrated banking market 
was achieved in most countries by July 1990. However, a few countries 
were allowed to maintain certain restrictions until 1 992, and Greece was 
allowed to maintain them until ] une 1994. 

The supervisory rules are in the process of being redefined at a time of 
considerable change in the financial markets. Indeed, these rules are 
being redefined in order to prepare for major changes in the European 
market and to enable them to take place. For this reason, it seems espe­
cially important to draw up strong prudential guidelines. It would be wise 
to err on the side of caution rather than to set inadequate standards. The 
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financial system survived the October 1 987 stock market crash, but it 
would be wrong to be complacent. It  seems equally important, at a time 
when the 1 5  national markets are about to fuse into one and money and 
capital markets have an international dimension stretching beyond the 
European time zone, that European banking legislation should be readi­
ly adaptable in the event of further changes in market structure and finan­
cial instruments. 

The fact that the standards set in the EC legislation are minimum stan­
dards helps to make such adaptation easier. Member states are always free to 
apply tougher standards if they judge it necessary to do so. These minimum 
standards range from the minimum level of capital required to the fitness 
and suitability of directors. These standards not only comply with interna­
tional standards but are also among the highest for credit institutions . 

In this framework, cooperation among the respective supervisors 
becomes paramount. They will have a duty to consult with each other in 
the supervision of institutions operating across borders. More important, 
EC legislation has removed all barriers on banking secrecy that might 
prevent important information from being passed from a supervisor in 
one member state to a colleague in another. 

Equally important, the European Commission has been working to 
ensure that its liberal trade philosophy, which allows financial services to 
be provided to the customer in a competitive environment with the great­
est possible choice, is extended beyond the frontiers of the member 
states. This is witnessed, for example, by the Commission's commitment 
to a strong financial services agreement emanating from the Uruguay 
Round negotiations in Geneva and by the discussions that it has had with 
its European Free Trade Association neighbors, which concluded with 
the signature of the treaty creating, from January 1 ,  1994, a single 
European Economic Area. 7 

The EC has succeeded in getting the 1 5  member states to agree on a 
system that is opening up markets, some of which had been relatively 
closed and underdeveloped, while giving adequate protection to the 
savers, investors, and other users or consumers of financial products. This 
chapter focuses on the contents of two directives approved according to 
the above framework: the Deposit-Guarantee Directive;8 and the Money­
Laundering Directive.9 

EC Directive on Deposit-Guarantee Schemes 

Two essential reasons justifY the setting up of deposit-guarantee 
schemes: first, the need to protect the depositors; and second, the need 
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to ensure the stability of each bank and of the banking system in gener­
al . The schemes in question protect all those who are poorly informed 
about financial problems and, consequently, reduce the systemic risk 
resulting from depositors' fears of not being able to recover their funds 
from a bank in crisis. These fears are the cause of runs on banks, which 
are extremely detrimental for all the banks that experience them. Systemic 
risk comes into play in this connection because, on the one hand, the 
interbank connections are today so close that a crisis affecting one bank 
is likely to involve others and, on the other hand, the well-known phe­
nomenon of imitation can cause depositors with other banks to run to 
those banks even if they are not in crisis. Therefore, the guarantee 
schemes protect the banking system from the risk that depositors will 
withdraw their funds not only from banks in difficulty, but also from rel­
atively healthy banks that could be the victim of unfounded rumors. 

One of the fundamental principles involved in setting up a deposit­
guarantee scheme is that the costs of such an operation, or the possible 
distortions caused by the existence of these systems, are more sustainable 
than the costs that a massive withdrawal of banking deposits would cause 
for the whole economy. 

The 1986 Recommendation 

In December 1986, the European Commission published a recom­
mendation, almost ten years after the First Banking Directive, aiming to 
establish deposit-guarantee schemes. At that time, only six member states 
(Germany, Belgium, France, the United Kingdom, the Netherlands, and 
Spain) had one or more deposit-guarantee schemes. 1 o  The 1 986 recom­
mendation invited the six member states tl1at did not have deposit-guar­
antee schemes to introduce them by January 1 ,  1990. 1 1  The six member 
states where deposit-guarantee schemes already existed were invited to 
check that such systems 

• guaranteed compensation for depositors who did not possess the 
means of properly assessing the financial policies of the institutions 
to which they entrusted their deposits; 

• covered the depositors of all authorized credit institutions, includ­
ing the depositors of branches of credit institutions that had their 
head offices in other member states; 

• distinguished sufficiently clearly between intervention prior to wind­
ing-up and compensation after winding-up; and 

• clearly set out the criteria for compensation and the formalities to be 
completed in order to receive compensation . 1 2  
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In the preamble to the recommendation, the Commission reminded 
the member states of the proposal for a directive concerning the coordi ­
nation of the provisions on reorganizing and liquidating of credit institu­
tions that it had forwarded to the Council earlier in 1986 . 1 3  This 
proposal contained "a transitional provision stipulating that, pending the 
entry into force [of the above recommendation] in each member state, 
the guarantee schemes in which credit institutions take part [ have to] 
extend cover to deposits received by branches set up in host countries 
which have no guarantee scheme. " 14  It was a sign of the type of solution 
that would later be generally applied. 

However, an amendment to the proposed directive stipulated that, as 
soon as that recommendation had been applied in all the countries, a 
branch of a bank with its head office in another member state should join 
one of the systems existing in the host country. 1 5  This proposal for a 
directive expressed the approach favored at that time, whereby each bank 
had to form part of the deposit-guarantee scheme of the host country. 
This approach was, moreover, already in force in the six countries that by 
1986 had adopted deposit-guarantee schemes. Germany, however, was an 
important exception because the guarantee scheme set up by its com­
mercial banks' association covered branches situated abroad. 

What was the member states' reaction to the recommendation? For the 
six member states that already had deposit-guarantee schemes, their only 
"obligation" ( legally, it was not one) was to conform to the four criteria 
mentioned above . In practice, all the countries did so; however, there 
were some difficulties. In Belgium, foreign banks' branches were not cm·­
ered automatically by the local guarantee scheme; it was considered that 
the guarantee scheme (if there were one) of the country where the bank 
had its head office had to cover that branch. However, the entity manag­
ing the guarantee fund had the option to stipulate agreements with the 
corresponding bodies offoreign countries, in order to organize with their 
cooperation possible mutual assistance in the event that a crisis befell that 
branch. In addition, the public banks were not covered by the guarantee 
fund because they enjoyed a state-provided guarantee. In Spain, too, the 
public banks were not covered. �'\either were establishments specializing 
in mortgage or consumer credit .  

With regard to the six countries without deposit-guarantee schemes, 
the situation developed as follows. While I taly and Ireland had already 
studied the possible implementation of deposit-guarantee schemes, it was 
Denmark that introduced the first scheme with the passage of a law on 
October 28, 1987. 16 Italy followed immediately with the approval on 
November 4, 1987 of the Articles of Association of the I nterbank 
Guarantee Fund ( a  private fund) . l 7  In Ireland, a law on the deposit guar-
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antee was adopted on July 1 2 ,  1 989, 1 8  and, in Luxembourg, a private 
interbank fund was set up on October 2 ,  1 989 . 19 Greece also has a 
deposit-guarantee law, 20 as does Portugal. 2 1  Given that the majority of 
the banking system is not in the hands of the state in either Greece or 
Portugal, it is more convenient and practical to set up deposit-guarantee 
schemes by legislation, rather than through interbank agreements, as 
these agreements are difficult to achieve between public and private 
banks. (As exceptions to this general rule, interbank agreements were in 
fact carried out in Italy and France; in the latter country, agreement was 
reached before the nationalization of the core of the banking system).  In 
I taly, while foreign bank branches can join the I nterbank Guarantee 
Fund, none have joined as yet; there is therefore an important gap in the 
coverage of deposits. 

The 1992 Proposed Directive 

Thus, despite the 1986 recommendation, two member states had by 
1992 not yet established deposit-guarantee schemes, and others had 
applied them only partially. Moreover, only limited progress had been 
achieved in the harmonization of the prudential rules. As a result, the 
European Commission forwarded on June 4, 1992 to the Council of 
Ministers a proposal for a directive to give a binding framework to deposit 
guarantees in the member states.22 The provisions of this proposal for a 
directive responded therefore to a need and took account of the experience 
gained in implementing the 1986 recommendation, as well as of the crises 
befalling some institutions with branches in several member states. In the 
proposal , depositors' protection was based on the principle that deposits 
had to be guaranteed by the scheme in force in the member state where 
the bank had its registered office (home member state), even if the deposits 
had been made with branches in another member state. 

With the completion of the internal market, all the activities that a 
credit institution carries out in its branches throughout the EC will be 
subject to the same accounting and evaluation rules, the same layout of 
profit and loss accounts, and the same solvency rules. According to the 
opinion of the Banking Advisory Committee, ignoring the "country of 
origin" principle in a field as closely connected with banking supervision 
as that of deposit-guarantee schemes would have set "a dangerous prece­
dent for the completion of the internal market of banking services. "23 
The completion of this market will therefore involve the coexistence in 
the same territory of several deposit-guarantee schemes. However, the 
experience of the member states-in which, for a number of years, dif­
ferent categories of credit institutions have been carrying out their activ­
ities while being covered by different guarantee schemes-proves that 
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such a solution can work well ,  especially if the minimum cover fixed by 
the directive ensures that depositors with small savings will be equally 
compensated in all the member states. 

The 1986 recommendation did not fix a harmonized minimum cover. 
In 1992, however, it appeared essential from the point of view of com­
pleting the single market that depositors should benefit from basic pro­
tection, whether they had deposited their money with a credit institution 
having its head office in the member state where they resided or in a 
branch of a credit institution established in another member state. 
The European Commission considered that the minimum cover fixed for 
the EC should not be too high, in order to avoid what had occurred in 
the United States, where the risks incurred by the individual depositors 
had been reduced so much because of the high covers that the depositors 
had been completely indifferent to concerns about the soundness of their 
banks. Moreover, in that situation, the managers of the banks had been 
prompted to assemble high-risk portfolios without facing the discipline of 
the market ( that is, without having to pay high premiums with their guar­
antee schemes), with the result that the risk of insolvency had increased. 
Thus, the profits had benefited the banks, while the losses had been 
charged to the guarantee schemes. Conversely, the minimum cover must 
not be too low or exclude too large a number of deposits from the min­
imum protection threshold. 

Because direct statistics on the size and distribution of the deposit 
accounts in Europe were not available, it appeared reasonable to try to fix 
a minimum cover based on the current levels of the guarantee schemes in 
the member states (see Table l ). If one excludes the two member states 
(Germany and Italy) in which the protection level is extremely high and 
those members where there has been no protection (Greece and 
Portugal ) ,  the median level is approximately ECU 1 5 ,000-the figure 
that was used in the Commission proposal of 1 992 .24 

At the time of the elaboration of the proposed directive, the question 
arose as to whether it would not be preferable to fix a refunding limit in 
percentage terms, which would have more of a leveling effect but be less 
protective of the small depositors. This solution was not adopted because 
it would have involved important modifications of certain solidarity sys­
tems aimed at rescuing failing establishments and, therefore, would have 
called into question the concept of integral compensation for its deposi­
tors. The compromise solution finally adopted makes it possible to limit 
the guarantee to a percentage of the deposit by requiring that at least 90 
percent of the deposits be covered up to the limit of ECU 1 5 ,000.25 
Beyond this limit, member states or the schemes are free to refund at 
lower percentages or even to refuse to make guarantees. 
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Table l .  Levels of Depositor Protection in 
Member States Having Deposit-Guarantee Schemes! 

Country Amount in ECU Amount in National Currency 

Spain 1 0,000 Ptas 1 .  5 billion 

Belgium 1 2 ,500 BF 500,000 

Luxembourg 1 2 ,500 Lux F 500,000 

Ireland 1 8,000 IR£ 1 5 ,000 

�etherlands 1 5,500 f. 40,000 

United Kingdom 25,000 £ 20,000 

Denmark 33,000 DKr 250,000 

France 60,000 F 400,000 

Italy 525,000 Lit 1 billion 

Germany In practice, 
unlimited2 

1 Based on the: most recent available: data, these: tigurc:s give: only a summary indication 
of the: existing protection kvds because: the: characteristics of the: various systems in the: 
member states arc: not comparable:. In some: cases, the: tigurc:s given in the: table: n:prc:sc:nt 
the: actually rdimdc:d maximum amounts; in others cases ( lrdand, the: United Kingdom, 
and Italy), although the: figures represent the: maximum amount taken into consideration in 
the: intervention of the: guarantee: fund, the: actually refunded amount is only a percentage: 
of that total. 

2 In theory, there: is a limit: 30 percent of the: own funds of the: bank in crisis by deposi­
tor. However, if the: crisis involves a large: bank, the: cover is practically unlimited. In the: case: 
of banks of smalkr size:, the: limit is purdy theoretical, for no saver deposits substantial 
amounts in these: banks. 

Most of the existing guarantee schemes envisage that depositors will be 
refunded relatively rapidly, but, until now, this refunding has often 
depended on the progress made in the liquidation procedures and the 
diligence of the liquidators named by the courts. This process, which 
involves deadlines, has caused understandable disarray among depositors. 
It also is a source of numerous disputes, which can slow down the refund­
ing. The proposed directive envisaged a starting point for refunding that 
was unconnected with the insolvency procedures.26 It was considered 
that, if the deposit were unavailable for more than ten consecutive days, 
it should be possible to begin payment of the guarantee, which should be 
completed within three months, except in certain circumstances.27 The 
decision to set the deadline at three months resulted from the practical 
experience of the guarantee scheme managers. It was further envisaged 
that, if this three-month period could not be respected, the evaluation of 
the deposits under the guarantee scheme could follow the same legal pro­
cedure used for liquidations, which covered inheritance problems and 
necessarily took more time. 
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In this connection, as touched on previously in the chapter, it should 
be emphasized that depositors must be informed of the extent of the pro­
tection of their deposits. Complete information is also important to 
reduce the systemic risk; indeed, the more depositors are aware of a risk, 
the more attentively they will make inquiries about the sound manage­
ment of the institutions to which they entrust their deposits and the less 
sensitive they will be to unjustified rumors. 

Several points were not included in the proposed provisions. First, 
regarding the legal status of the guarantee schemes, in the EC, and even 
within the member states, private deposit protection systems coexist with 
systems regulated on a legislative basis. Most private systems fall under 
the responsibility of professional entities, and they are just as sound as the 
schemes managed by, or with the assistance of, the public authorities. 
Therefore, it was considered convenient not to modify this state of affairs 
by compelling the member states and the credit institutions to be subject 
to a guarantee scheme based on a harmonized statute . Second, there are 
also major differences with respect to the financing mechanism . If a guar­
antee fund exists, the credit institutions periodically pay contributions to 
the fund according to the value of their deposits or some other yardstick; 
these funds are managed by the guarantee schemes themselves. If no fund 
exists, the financing of the guarantee scheme is ensured by commitments 
to pay on the part of the member credit institutions, which are then paid 
to the scheme only if a bank defaults. Finally, some financing systems are 
mixed, that is, there are permanent funds to which may be added excep­
tional contributions in the event of a bank crisis. The Commission, 
having been convinced that the various financing mechanisms were suffi­
ciently sound to compensate all the depositors covered, including those 
with branches located in other member states, considered that it was not 
useful to harmonize rules that were closely connected with the manage­
ment of the schemes in question. 

The European Commission, however, considered it advisable to har­
monize at least partially the scope of the directive with regard to the 
deposits benefiting from the guarantee and the credit institutions covered 
by it. In the first area, some deposits were excluded from the guarantee­
interbank deposits, for instance . This exclusion is justified by the assump­
tion that banks are supposed to recognize better than other entities the 
symptoms of a troubled bank. Subordinated debts were also excluded by 
contract from the guarantee so as not to have priority over any other 
creditor of an ailing institution. Moreover, member states can permit cer­
tain depositors or certain categories of deposits mentioned in an annex to 
the directive to be excluded from the guarantee .28 These exclusions con­
cern mainly the deposits of other financial institutions, insurance compa­
nies, the government, and the local authorities. However, the number of 
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institutions and persons involved is large, and the assessment of the neces­
sity of their exclusion can vary from one member state to another, mak­
ing it impossible to achieve a more complete harmonization in this area. 
The situation of these institutions and depositors largely depends on the 
amount of the guarantee granted by the system and on national tradi ­
tions. Thus, several systems cover bearer deposits under certain condi­
tions because most of the smaller savers have recourse to them, whereas 
some other countries prefer to exclude them. The list appearing in the 
annex to the directive is restrictive, and the member states will not be able 
to exclude from the guarantee institutions and persons not mentioned 
there, as any further exclusion would be against the directive. 

Concerning the credit institutions covered, two fundamental principles 
were expressed in the proposed directive. The first principle is that mem­
bership of all the authorized credit institutions in a deposit-guarantee 
scheme should be mandatory.29 The introduction of at least one deposit­
guarantee scheme in each European member state had already been rec­
ommended by the European Commission in 1986. The 1992 directive 
not only renewed this requirement (which had not been satisfied in two 
member states) but made compulsory the membership of any authorized 
bank. The second principle is that the home country of an institution is 
responsible for the guarantee scheme for branches established in other 
countries. 30 This principle was supplemented by a provision intended to 
allow the depositors of branches located in other countries to benefit from 
the advantages of the host country's guarantee scheme by giving them the 
option of joining that scheme. 3! This is not, strictly speaking, an exemp­
tion from the principle of the responsibility of the home country system, 
which must guarantee the depositors of tl1e branches up to tl1e amount 
offered to the depositors of the institution's head office, but it is to some 
extent a complementary guarantee, which can be obtained whenever the 
managers of tl1e branches deem it useful-from a competitiveness view­
point-to make their customers beneficiaries of the host country scheme. 

In conclusion, the directive was intended to ensure a minimum pro­
tection of depositors, based on the principle of "home country control . "  
However, it did not forbid member states from envisaging a broader cov­
erage than the minimum provided. Moreover, the proposed directive 
allowed branches abroad to join the deposit-guarantee scheme of the host 
country if it were more favorable to the depositor than the scheme of the 
home country. 

Adoption of the Proposed Directive 

The three competent bodies-the Economic and Social Committee, 
the European Parliament, and the Council of Ministers-examined the 
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proposed directive on deposit-guarantee schemes. The Economic and 
Social Committee delivered its opinion on October 22, 1 992. The 
European Parliament delivered its opinion at its session of March 1 0, 
199 3 .  Following these opinions, the European Commission forwarded to 
the Council of Ministers on June 7, 1993 an amended proposal contain­
ing two important modifications of the original proposal . First, it was 
proposed that the minimum cover level should be raised to ECU 20,000, 
to take account of the reduction in the value of the ECU following the 
crisis in the exchange rates of the Community currencies.32 Second, it was 
proposed that the solidarity systems existing in certain member states, in 
particular with regard to the credit cooperatives and the savings banks, 
should be treated as deposit-guarantee schemes.33 Therefore, there 
would no longer be an obligation to create deposit-guarantee schemes for 
an institution whose depositors were already indirectly protected by soli­
darity systems. 

Following the amended proposal , the discussions within the Council 
accelerated; on October 25 ,  1993, agreement on a common position was 
reached. In this common position, the two modifications mentioned 
above were adopted. The initial text of the Commission was also amend­
ed on other important points. One point relates to the verification of the 
unavailability of the deposit (the starting date of the compensation pro­
cedure) through a court order or an act of the supervisory authority. In 
addition, the three-month period within which the guarantee has to be 
paid was modified. Additional such periods could be permitted, as dic­
tated by exceptional circumstances. 34 

The Council of Ministers also introduced, for a transition period 
through the end of the century, a clause of "nonexport," which suspends 
the application of the rule whereby the depositors of branches in states 
other than that of the head office are compensated up to the amount 
planned for the depositors in the state of the head office when the latter 
amount is higher than that paid by the guarantee scheme of the host 
country. 35 During the transition period, the depositor will receive the 
amount of the guarantee in force in the host country.36 This provision 
aims to avoid distortions affecting competition in the host country due 
to the difference between the two amounts. The decision to set a transi­
tion period is intended to allow banks with their head offices in other 
countries to explain to their customers the reasons for this difference and 
to reassure them on the probabilities of a bank failure. In the long run, 
any competitive aspect related to the different amounts of the guarantee 
granted by the respective systems should be removed; nevertheless, what­
ever the reasons that led the Council to amend the text proposed by the 
Commission, it is difficult to conclude other than that the solutions 
selected worsened the situation of depositors in the short term. 
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The European Parliament's second reading took place on March 9, 
1994 . Amendments restoring depositors' rights and certain other criti­
cisms were considered. In view of the entry into force of the codecision 
procedure provided for in the Treaty on European Union, a conciliation 
procedure was set in motion.37 The conciliation committee met on April 
12 ,  1994, and complete agreement was reached between the Parliament 
and the Council .  Among the amendments of the Parliament that the 
Council accepted were the obligation for the supervisory (or legal) 
authorities to check the unavailability of the deposits within 2 1  days, the 
obligation for the guarantee scheme to compensate depositors at the lat­
est a year after the verification in question, the obligation for the 
Commission to review the minimum amount of the guarantee every five 
years, and the addition of a right of recourse to the guarantee scheme for 
the depositors. The Deposit-Guarantee Directive was adopted on 
May 30, 1994.38 

EC Directive on Money Laundering 

Background 

The process of financial globalization will benefit individuals' under­
takings and enhance legitimate business, but it will also open enormous 
opportunities for criminals to place and move the proceeds of their crim­
inal activities, to disguise the source of the money, and to invest it prof­
itably. This is the phenomenon of "money laundering." The international 
nature of money laundering can be considered as having three different 
aspects: first, the proceeds to be laundered mainly come from interna­
tionally organized crime, such as drug trafficking; second, the laundering 
procedure usually involves the transit of money across international bor­
ders; and third, the practice is difficult to combat exclusively at the 
national level . 

How was the EC prepared to face this important challenge of money 
laundering before the first proposal for an EC Directive had been made? 
In 1 990, the laundering of drug money did not constitute a crime in any 
member state other than the United Kingdom.39 Only in some cases 
could the first stage of the laundering process constitute a crime, name­
ly, if the person receiving the proceeds had obtained an advantage from 
the crime similar to the offense of "handling stolen goods. "  Money laun­
dering was not even considered as an administrative infraction punishable 
under banking legislation. With the exception of the United Kingdom, 
financial institutions in the EC were allowed to close their eyes to money­
laundering operations. If the law enforcement authorities required some 
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information, owing, for instance, to a related investigation, the financial 
institutions might refuse to cooperate by invoking bank secrecy. These 
institutions were in no way obliged to report suspicious transactions to 
the competent authorities. The simple denunciation of a suspected trans­
action was even prohibited in many EC countries. In brief, the reality of 
money laundering was practically ignored by nearly all member states' 
legislation. 

I n  December 1988,  two significant steps were taken at the inter­
national level to combat money laundering. First, the United Nations 
Convention Against I llicit Traffic in Narcotic Drugs and Psychotropic 
Substances ( the Vienna Convention) required the criminalization of 
money laundering as an essential element in the strategy to fight 
drug trafficking.40 Second, the Basle Statement of Principles, which 
properly underlined how money laundering constitutes a clear violation 
of good banking practices, drew attention to the need to adopt appro­
priate measures to prevent the use of the financial system for these 
purposes.41 

The European Commission was aware of the danger that money laun­
dering represented to the soundness and stability of the European finan­
cial system. It had already started preparatory work by sending a 
questionnaire to the member states in June 1987.  A working party was 
convened on this subject in October 1 988. The Basle Statement of 
Principles in 1988 and the creation of the Financial Action Task Force 
(FATF) in the autumn of 1 989 gave a decisive thrust to the international 
movement against money laundering.42 Following a first draft of mea­
sures prepared in October 1989, the European Commission presented to 
the Council of Ministers a proposal for a directive on money laundering 
in March 1990, which, after discussion by the European Parliament, was 
finally adopted in June 199 1 .43 

Objectives and Specific Provisions of the Directive 

This directive has three main objectives. The first objective is to pre­
vent criminals from taking advantage of the single internal market to 
carry out laundering operations that could jeopardize the soundness, sta­
bility, and integrity of the EC financial system. The second objective is to 
prevent member states from adopting restrictive measures inconsistent 
with the single market for the purposes of fighting money laundering. 
The third objective is to contribute, within the limits of its competence, 
to opposing organized crime in general and drug trafficking in particular. 
In this context, the directive on money laundering constitutes a major 
element of the European plan to combat drugs adopted by the 
Community and the member states in December 1990.44 



1 1 8  • Banking Law Developments in the European Union 

The directive is not a set of political guidelines but a binding legal 
instrument that obliges the member states to implement it in their 
national legislation before a specific deadline ( in this case, January 1 ,  
1993 ) .45 No other international instrument affecting money laundering 
is immediately binding on the member states. Another important feature 
of the directive is its universal coverage of the financial system. Banks, sav­
ing institutions, building societies, life insurance companies, securities 
firms, leasing companies, credit card issuers, and money changers, among 
others, are covered. No financial operator falls outside the scope of the 
directive.46 Moreover, a specific provision obliges the directive to be 
applied to nonfinancial categories of professions and undertakings that 
could also be used for money laundering.47 As it was not considered 
appropriate to make an exhaustive list in the directive of these professions 
and undertakings, a contact committee was assigned to examine, inter 
alia, whether a specific category should be included in the scope of the 
directive when its use for money laundering had been established in one 
or more of the member states.48 

In defining money laundering, the directive includes as mandated the 
laundering of proceeds from drug-related offenses, along the lines of 
the Vienna Convention of 1988 .  However, the directive underlines that 
the phenomenon of money laundering is not confined to the field of 
drugs, and it provides a legal framework so that member states may 
extend the scope of the directive to cover other serious crimes.49 As a 
matter of fact, most member states are implementing the directive so as 
to include the laundering not only of drug money but also of proceeds 
from other serious crimes. Legislation already existing in the United 
Kingdom, for example, covers drug offenses and terrorism. This line of 
not limiting money laundering to the field of drugs has also been fol­
lowed by other international instruments, including the Basle Statement 
of Principles, the Council of Europe Convention on Laundering, Search, 
Seizure and Confiscation of the Proceeds from Crime ( recently ratified by 
a majority of member states), and the FATF recommendations. so 

The money launderers' business will become difficult in  the 
Community, as money laundering will be prohibited and duly punished 
in all the member states. Traces of financial transactions will be preserved. 
The practice of bank secrecy will be lifted to permit investigations in this 
field. Active cooperation between financial institutions and law enforce­
ment authorities will be ensured by a system for reporting suspicious 
transactions. 

The rule "know your customer" implies not only that anonymous 
accounts or passbooks or anonymous safe custody facilities will not be 
allowed in the EC but also that occasional customers carrying out single 
transactions amounting to ECU 1 5,000 or more must be identified. 5 1  
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Identification of beneficial owners will be required whenever customers 
do not appear to be acting on their own behalf. 52 

The principle of "traces must remain" is also of great importance in 
facilitating money-laundering investigations. The directive provides that 
financial institutions must keep a copy or references of the customer's 
identification document, as well as supporting evidence and records of all 
transactions. 53 In this way, it will be possible to rebuild the transactions a 
posteriori and to retrace the path of criminal proceeds. 

The principle of "due diligence" means that financial institutions will 
no longer be allowed to close their eyes when dealing with unusual trans­
actions whose lawful purpose is unclear.54 As such transactions are likely 
to be used for money laundering, banks must be diligent and examine 
them with special attention to fulfill their other obligations under the 
directive . This provision is linked to the financial institutions' obligation 
to set up appropriate internal control procedures.55 Moreover, one of the 
recitals of the directive recalls the need to apply this principle of due dili­
gence in the particular case of transactions carried out with third coun­
tries that do not have equivalent standards in this field. 56 

Preventing the invocation of bank secrecy in money-laundering inves­
tigations is another essential rule .57 It is not that bank secrecy is ques­
tioned in itself; clearly, the relationship between banks and their 
customers is founded on confidence, and an unjustified disclosure of 
information to third parties constitutes a breach of the banks' contractu­
al obligations. However, when the essential values of the society are in 
jeopardy, as in cases of criminal law, the general good must prevail, and 
the veil of bank secrecy must be lifted. This principle is accepted in many 
countries throughout the world and is also included in the Vienna 
Convention. The criminalization of money laundering is a precondition 
for the proper application of this principle.58 

Lifting the practice of bank secrecy when the penal authorities request 
information in the context of a legal proceeding-which is not contested 
in most countries and is usually considered sufficient to combat crime in 
general-is not enough to combat money laundering. First, judges and 
policemen are removed from day-to-day financial operations and often 
lack the necessary expertise. Indeed, if only the information requested by 
these authorities were supplied, most money-laundering operations 
would go unpunished. Second, the traditional legal means do not suffice 
in themselves to win the battle against this new kind of criminality, which 
is characterized by an extraordinary flood of criminal proceeds (mainly 
coming from drug trafficking) and the use of sophisticated international 
financial techniques to disguise the origin of the funds. A specific provi­
sion has thus been included in the directive, according to which financial 
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institutions are obliged to report any suspicious transactions to the law 
enforcement authorities. 59 As a matter of fact, ensuring the transmission 
of information to the competent authorities is the most effective way to 
maintain the integrity of the financial system, as well as to provide these 
authorities with the necessary material to succeed in the battle against 
money laundering. 

This important bank secrecy provision of the directive has been 
inspired by British law. In other EC countries, the implementation of this 
clause requires not only adoption of new legislation but also modification 
of important traditional legal principles. However, all the member states 
have agreed that implementing a system of mandatory reporting is more 
efficient, less expensive, and less cumbersome than adopting the kind of 
routine reporting system used in certain third countries. Simply giving 
financial institutions the discretion to report could have been misinter­
preted in some member states, in that the option of informing the 
authorities about a suspected transaction might be a matter of free elec­
tion without legal sanction. 

Nevertheless, cooperation between financial institutions and law 
enforcement authorities should be carried out without disregarding in 
any way the essential principles of law that safeguard tl1c rights of cus­
tomers and financial institutions. These principles have been fully respect­
ed in the directive . The general rules in the member states' legislation on 
presumption of innocence and burden of proof arc not affected; financial 
institutions and their employees are exempted from responsibility of any 
kind when they report in good faith suspicious transactions to competent 
authorities; the authorities receiving the information must be the compe­
tent authorities for combating money laundering; finally, the information 
received by the authorities should be used only for money-laundering 
investigations unless the member states' national legislation provides 
otherwise. 

Why does the directive not provide a definition of "suspicious transac­
tions" in order to facilitate implementation? Any definition or list of sus­
picious transactions would necessarily be incomplete, as it is not possible 
to reflect in a directive or in a text of primary legislation the specific cri­
teria covering the numerous modalities of money-laundering transactions 
that have currently been identified or that could be invented by criminals 
in the future. Member states shall establish, however, the guidelines 
needed for identifYing patterns of money-laundering transactions in order 
to help the financial institutions carry out their reporting obligations. 
This step was taken by the Bank of England some years ago when it pub­
lished guidance notes for banks and other financial institutions .60 
However, these guidelines, which should be flexible and easily adaptable 
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to changing reality, should remain confidential and unavailable to the 
financial institutions' employees not directly responsible for reporting, as 
well as to customers and other third parties. In preparing these guide­
lines, the exchange of information on money-laundering methods and 
transactions patterns carried out in the framework of the FATF will be 
extremely useful. In the EC, the contact committee created by the direc­
tive will also be a helpful forum for coordinating criteria on this matter 
and other practical problems. 6 1  

In discussing the directive, two other important provisions are worth 
mentioning. First, financial institutions must establish adequate internal 
control procedures to detect and prevent money-laundering operations. 
Second, these institutions must ensure their relevant employees' partici­
pation in special training programs on this matter.62 The specific way in 
which such control procedures and training programs should be orga­
nized is not detailed in the directive, but it is clear that the member states 
shall be obliged to take the measures needed to ensure the fultillment of 
these obligations by financial institutions. 

When duly implemented by the member states, the directive will con­
stitute an effective mechanism to prevent money laundering in the EC 
financial system . The FATF's core recommendations arc contained in it.63 
The directive will not produce integral harmonization of the member 
states' legislation in this field; however, the purpose of the directive is not 
to create a uniform mechanism in Europe to prevent money laundering, 
but to ensure that the national standards in this field arc appropriately 
high and converging at the appropriate rate. For instance, the kind of 
sanctions to be applied against infringements on the obligations provid­
ed for in the directive, as well as the authorities responsible for control­
ling the implementation of such obligations, will be decided by the 
member states according to the peculiarities of their legal systems. This 
diversity, which is inherent in the EC, should not affect the efticiency of 
the mechanism for preventing money laundering in Europe, provided 
that the directive is duly implemented in the member states and that the 
national systems work properly. 

:t\evertheless, much work needs to be done to ensure proper imple­
mentation of the directive. Most member states have already adopted the 
necessary legislation, and the European Commission must make every 
effort to confirm that such legislation is consistent with the directive. 

The Money-Laundering Directive is based on a financial approach 
implemented according to the EC competence and does not include all 
the measures that could be used to combat money laundering. The 
machinery provided for in the directive fulfills its specific function either 
by preventing the carrying out of money-laundering operations or by 
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making available to the competent authorities the information that they 
need to proceed with their investigations. The machinery needs to be 
complemented with other measures to ensure that criminal assets will be 
frozen, seized, and confiscated wherever they are located in the EC; that 
evidence may be used in the different jurisdictions; and that money laun­
derers are duly punished regardless of where they are discovered. 
Achieving these goals requires improved systems of police and judicial 
cooperation, which cannot be accomplished by the directive, owing to its 
financial approach and the EC competence. For instance, the FATF rec­
ommendations on international cooperation, judicial assistance, and the 
freezing, seizure, and confiscation of criminal proceeds should also be fol ­
lowed by the member states.64 The ratification and implementation of the 
Vienna and the Council of Europe Conventions, as provided for in the 
member states' statement annexed to the directive, are of paramount 
importance to this end. 65 

An aspect that should contribute to enhancing the effectiveness of the 
EC mechanism is the application of equivalent money-laundering stan­
dards in as many countries as possible in the world and the enhancement 
of international cooperation in this field. Otherwise, although criminal 
proceeds would be deflected from the EC in a first stage, they would ulti­
mately enter into its financial system in a second stage, after being "pre­
laundered" outside. 

As previously mentioned, six of the seven European Free Trade 
Association (EFTA) countries and the EC have signed the Agreement on 
the European Economic Area. 66 This led to the creation of a "Great 
Market" of 18 countries on January 1 ,  1994. The Agreement involves the 
acceptance by these EFTA countries of a great part of EC legislation, 
including the directive on money laundering, which should be imple­
mented into their national law. Therefore, the European Economic Area 
will be provided with high, harmonized standards to combat money laun­
dering. From January 1, 1995, three of these countries (Austria, Finland, 
and Sweden ) are members of the EC, now called the European Union. 

With respect to the neighboring countries in Central and Eastern 
Europe, even if money laundering is only now emerging there, adoption 
of preventive measures in this field would impede organized crime from 
taking root and extending its influence in their territories. Six countries 
that have signed Association Agreements with the Community­
Hungary, Poland, the Czech Republic, the Slovak Republic, Romania, 
and Bulgaria-have agreed to include specific clauses under which the 
parties will make every effort to cooperate in order to prevent money 
laundering and to establish standards equivalent to those contained in the 
Money-Laundering Directive and in the FATF recommendations. A pilot 
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cooperation program on drugs, including money laundering, has been set 
up with these six countries. Furthermore, the European Commission has 
started negotiating "partnership and cooperation agreements" with the 
Baltic countries, Russia, and the other countries of the former Soviet 
Union, which would also cover the field of money laundering. All these 
provisions will constitute an appropriate framework for cooperation and 
assistance in this field over the next several years. The FATF will play an 
important role in coordinating and avoiding overlapping with other 
countries and international organizations involved in cooperation in this 
region .67 



COMMENT 

SYDNEY J. KEY 

The European Community's Approach of Mutual Recognition 
and Home Country Control and the 

Deposit-Guarantee Directive 

In creating the internal market in the banking sector, the challenge 
facing the European Community (EC)  was to establish a regulatory and 
supervisory framework that would promote a competitive and efficient 
Community-wide market for banking services and also would satisfY 
other public policy concerns, such as ensuring the safety and soundness 
of banks and the stability of the financial system and providing adequate 
protection for consumers of banking services. To establish such a frame­
work, the Community had to choose rules to govern trade in banking 
services among the member states .  

The principle of national treatment, which involves application of host 
country rules without discriminating between domestic and foreign 
banks, might have seemed the obvious choice) National treatment is a 
generally accepted principle for trade in financial services and is used in 
the General Agreement on Trade in Services (GATS) and in commit­
ments made in the Organization for Economic Cooperation and 
Development (OECD).2 If the EC had used national treatment to gov­
ern trade in financial services among its member states, foreign and 
domestic banks would have received equivalent treatment within each 
member state. However, barriers created by nondiscriminatory differ­
ences in national rules would have remained-for example, differences in 
permissible activities for banks or differences in the types of products 
that may be offered. 

To remove such nondiscriminatory barriers, it was necessary for the 
Community to go beyond the principle of national treatment. One pos­
sible approach, the complete harmonization of national rules, was elim­
inated because the Community had a history of unsuccessful attempts at 
complete harmonization in the product sector. Another possibility was 
to use home country rules. However, without any harmonization, this 
approach would not have been acceptable to host countries. The 
Community turned instead to the approach of "mutual recognition . "3 

Mutual recognition involves two elements: first, harmonization of 
essential rules; and second, where harmonization has not occurred or 
has occurred only in very general terms, acceptance by host countries of 
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home country rules. Thus, under the Second Banking Directive, a bank 
established in any member state may, subject to the minimum require­
ments set forth in EC legislation, provide services across borders or oper­
ate branches throughout the Community under home country rules and 
supervision.4 

The Second Banking Directive sets forth a list of permissible activities 
(which includes all forms of securities activities but not insurance activi ­
ties) ,  and a host country is required to permit a branch of a bank from 
any other member state to engage in any activity on the list that is per­
mitted by the home country.s For example, an Athens branch of a 
German bank is governed by German rules for permissible activities, sub­
ject to the EC list, rather than by the Greek rules, even if the Greek rules 
would have been more restrictive. 

Within the Community, such reverse discrimination favoring banks 
from other member states is essentially a strategy to produce additional 
harmonization and is predicated on political agreement on goals for con­
vergence of national regulatory systems. Such agreement involves a cru­
cial element: a consensus on where to draw the line between liberalization 
and laxity-that is, a distinction between national rules that have primari­
ly the effect of imposing barriers to trade in services and national rules 
that are necessary for prudential purposes or for consumer protection. 

Once the rules that will be used for trade in banking services have been 
agreed to, a separate but related question is, Who administers the 
rules-the home country, the host country, or a supranational entity?6 
This is an important question because the harmonization of capital stan­
dards, for example, does not guarantee the quality of supervision. The 
Community is using home country control, which means that the home 
country supervisors are responsible for administering the rules.? 

The shift to home country supervision and regulation of branches of 
banks within the Community is quite dramatic, especially in comparison 
with developments outside the Community. For example, in the United 
States, the Foreign Bank Supervision Enhancement Act strengthened the 
host country statutory framework that federal regulators must apply in 
dealing with the entry and operation of branches of foreign banks.s 
Similarly, the Basle guidelines on minimum supervisory standards for 
international banking emphasize the responsibility of host country 
authorities, as well as those of the home country.9 For example, the con­
sent of a host country is required to open a branch of a nonindigenous 
bank. 10  

The European Community has been able to rely on home country 
rules and supervision because its harmonizing measures are different 



1 26 • Comment 

from what has been achieved beyond the Community in two significant 
respects. First, the measures are legally binding as part of the body of 
supranational EC law, as opposed to informal agreements among, for 
example, bank supervisors of the major industrial countries. Second, the 
harmonization within the Community is much broader than the harmo­
nization that has been achieved beyond its borders, where the major 
negotiated harmonization of rules involves the Basle Accord on risk­
based capital standards, now expanded to include market risk. l 1  Besides 
capital standards, EC banking legislation also deals with matters such as 
bank ownership of nonfinancial institutions, bank accounting standards, 
major shareholders and changes in share ownership, large exposures, con­
solidated supervision, deposit insurance, and, in future perhaps, 
bankruptcy rules. (A long-standing European Commission proposal with 
regard to bankruptcy rules for financial institutions has recently been 
reactivated. )  Moveover, harmonizing measures in other areas, such as 
competition policy and company law, also affect the banking sector. 

The Deposit-Guarantee Directive is particularly interesting because it 
is a hybrid of the home country and host country approaches. l 2  It is 
structured as a home country directive: depositors at branches of a bank 
from another member state must be covered by the home country 
deposit protection scheme. l 3  Under a complete home country approach, 
this provision would imply that the home country scheme would deter­
mine the level and scope of coverage within the bounds set by 
Community-wide harmonization. It would also imply that the home 
country scheme would assume financial responsibility for any payout. 

However, the member states were unable to agree on sufficient hanno­
nization of coverage for the complete home country approach to be 
acceptable. They were able to agree on only a relatively low Community­
wide minimum level of coverage, together with a limitation on risk shar­
ing by depositors at low levels of coverage. l 4  The member states could not 
agree on a maximum level of coverage or a requirement for risk sharing by 
depositors at high levels of coverage . 

As a result, the Deposit-Guarantee Directive provides a significant role 
for the host country with respect to both coverage and financing. In  
effect, host country rules determine the minimum coverage and also-until 
the end of a transitional period-the maximum coverage that may be 
offered to depositors at branches of banks from other member states. The 
host country scheme also assumes financial responsibility to the extent 
that host country coverage is higher than home country coverage. As a 
result of Germany's objections to these provisions ( and also to mandato­
ry membership in a deposit protection scheme), the Council's common 
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position on the Deposit-Guarantee Directive was adopted by a qualified 
majority, without German support. 

The exception to the home country approach that deals with minimum 
coverage and financing is known as the "topping-up" provision . Under 
this provision, a host country scheme must offer each branch of a bank 
from a member state where coverage is lower the option of topping up 
its coverage to the host country levei . I S  For example, the German 
scheme, which has the highest level of coverage in the Community, must 
offer German branches of banks from other member states the option of 
topping up coverage to the German level. A branch would, however, not 
be required to accept. 

The main benefit of topping up is that it contributes to greater unifor­
mity of coverage within a host member state. However, because topping 
up occurs at the option of the branch, it appears to be designed to reduce 
competitive distortions rather than to increase consumer protection. 
Moreover, topping up removes only one source of pressure to increase 
coverage, namely, competition between low-coverage branches and high­
coverage domestic banks. Pressures to increase coverage could still arise 
because low-coverage domestic banks would be competing with high­
coverage branches within a host country. 

Topping up reintroduces some of the disadvantages of host country 
deposit insurance for branches, although in a milder form. Member states 
preferred a home country approach to deposit insurance primarily 
because of the shift to home country regulation and supervision of EC 
branches mandated by the Second Banking Directive. Several member 
states were particularly concerned about the financial exposure of a host 
country deposit protection scheme to the risk of inadequate home COlll1-

try regulation and supervision. To the extent that it exposes the host 
country scheme to this risk, topping up poses a similar problem .  

Moreover, topping up  could be complicated to administer and confus­
ing for depositors. The directive provides for the establishment of objec­
tive, generally applied conditions relating to the membership of low­
coverage branches in host country schemes, and an annex sets forth guid­
ing principles for the home country and host country schemes . 1 6  
However, there are likely to be significant practical problems. Issues that 
could be particularly complicated involve deposits at multiple offices, 
coinsurance and the scope of coverage, netting deposits and loans, and 
the implementation of payouts involving more than one scheme. 

The exception to the home country approach that deals with maximum 
coverage during a transitional period is known as the "no export" princi­
ple. Under this provision, coverage for depositors at a host country 



1 28 • Comment 

branch of a bank from another member state is limited to the maximum 
coverage available under the host country scheme until the end of 
1999 . 1 7 Thus, during the transitional period, high-coverage home coun ­
tries must apply host country rules to determine maximum coverage for 
EC branches of home country banks. The primary motivation for this 
provision appears to have been concern by low-coverage banks about 
their ability to compete with high-coverage branches located in the same 
market in the absence of a Community-wide limitation on coverage . 

In August 1994, the German Government filed a complaint with the 
Court of Justice of the European Communities, contending that the no 
export provision violates the EC Treaty. IS  This dispute emphasizes the 
need for an EC directive to establish the maximum level and scope of cov­
erage. However, a Community-wide limitation on coverage was con­
sidered politically impossible,  primarily because of Germany's strong 
opposition. 

The German complaint also challenges the topping-up provision. l 9  
Some experts who had previously questioned the no export principle 
nonetheless suggested that topping up did not present the same legal dif­
ficulties because topping up occurs at the discretion of each branch. 
However, if the branch exercises the topping-up option, the host coun­
try is required to provide insurance coverage, even though the home 
country has responsibility for regulating and supervising the branch. This 
situation highlights the importance, as well as the difficulty, of achieving 
sufficient Community-wide harmonization of coverage to make the use 
of home country rules acceptable to the member states. 

The approach of mutual recognition was used in other EC directives to 
achieve convergence of national regulatory systems. As previously dis­
cussed, although the Community did not require member states to allow 
banks to engage in activities listed in the Second Banking Directive, it 
created a situation in which market forces would be likely to lead to reg­
ulatory convergence with regard to the listed activities. For deposit insur­
ance, however, it does not seem desirable to use the market behavior of 
bank customers to pressure national governments for the convergence of 
rules that have not been completely harmonized. There was a consensus 
within the Community regarding the activities on the list of the Second 
Banking Directive. In effect, the list was an explicitly agreed-upon goal 
for convergence. However, no such consensus exists for raising the levels 
of deposit insurance above the relatively low minimum level imposed by 
the Deposit-Guarantee Directive or that doing so would be worth intro­
ducing more distortions into the marketplace . 

Limiting coverage by setting a Community-wide maximum level of 
coverage or by requiring depositor coinsurance above the Community-
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wide mtmmum level of coverage would reduce moral hazard and the 
magnitude of potential competitive distortions. These steps would not, 
however, address the underlying issues of pricing and subsidization in 
deposit protection schemes, which the Community did not attempt to 
deal with through the directive . 

It remains to be seen how the Deposit-Guarantee Directive will work 
in practice. Any deposit protection scheme must address the problem of 
balancing conflicting policy goals. The goals of protecting depositors and 
reducing systemic risk argue for relatively comprehensive levels of cover­
age. The problem is that, in furthering these goals, deposit protection 
schemes may encourage banks to take excessive risks-the problem of 
moral hazard-and thereby tend, perversely, to undermine the safety and 
soundness of banks. Subsidies in deposit protection schemes may also 
introduce distortions into financial markets. Thus, the goals of reducing 
moral hazard and avoiding competitive distortions argue for a minimalist 
approach to deposit insurance . 

Striking a balance between competing public policy concerns was par­
ticularly difficult for the EC because doing so involved trying to reach 
agreement among member states with deposit protection schemes that 
differed significantly. The Community had little choice but to adopt a 
home country deposit protection directive because, in light of the shift of 
authorization and supervision of EC branches from the host to the home 
country, the previous arrangements for deposit insurance were no longer 
acceptable to the member states. However, because of the absence of 
political agreement on sufficient harmonization for a complete home 
country approach, the Deposit-Guarantee Directive ended up as a hybrid. 
Experience will show whether adopting the topping-up provision and 
imposing a transitional host country limitation on coverage are adequate 
substitutes for the more extensive harmonization that would have been 
required to have a complete home country approach . 

Finally, it is important to keep in mind that deposit insurance is only 
one element of the safety net. As a result, even if there were much greater 
harmonization of deposit protection schemes among the member states, 
differences in the overall protection that countries offer depositors would 
still exist. The reason is variations in other features of the safety net: "too­
big-to-fail" policies; government ownership of banks, with its implicit 
guarantee; and potential government support for publicly or privately 
administered deposit protection schemes in times of crisis. In practice, 
differences in these other elements of the safety net could be more impor­
tant than differences in deposit protection schemes per se . Of course, for 
all banks, the first line of defense in protecting consumers and reducing 
systemic risk is prudential supervision and regulation, including strong 
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capital standards. Deposit protection and other elements of the safety net 
come into play only after measures designed to deal with safety and 
soundness have failed. 



C h apter 

8 GATT and Its Effect on Banking 
Services 

KATHLEEN M. O'DAY 

Introduction 

The General Agreement on Tariffs and Trade ( GATT) and the agree­
ments that were concluded as part of the Uruguay Round are trade 
agreements. This chapter provides the background on why the Board of 
Governors of the Federal Reserve System, together with other U .S .  reg­
ulators, thought it important to be involved in the actual negotiations on 
the agreement relating to trade in services. The chapter then briefly 
describes the main features of the General Agreement on Trade in 
Services (GATS) as it relates to financial services. 1 Finally, the implica­
tions of the GATS for banking services and, just as important, the impli­
cations for regulators and central banks are addressed. 

Issues Arising in the GATS Negotiations 

As part of the Uruguay Round, an attempt was made for the first time 
to bring trade in services within a multilateral agreement, in order to 
achieve greater liberalization than currently exists in the services sectors. 
The agreement sought greater access to local markets for foreign firms 
and the provision of national treatment to foreign firms operating in local 
markets. 

The services sectors are very important in the United States. The 
United States has a policy of encouraging openness in its sectors. Also, 
the Federal Reserve always has supported greater market access in other 
countries for U .S .  banks. However, trade in financial services was viewed 
by the Federal Reserve as a unique sector with special aspects that could 
raise issues in the context of a multilateral trade agreement. 

There were three major areas of concern. First, any agreement cover­
ing financial services should take adequate account of a country's right to 
protect its banks, the depositors, and the financial system generally. 

Second, unlike other types of agreements to which the United States is 
a party, such as that establishing the Organization for Economic 
Cooperation and Development, the GATS has an enforcement mechanism 

1 3 1  
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for its provisions.2 The Federal Reserve's concern has been to ensure that 
the panelists in the dispute settlement system who will decide whether the 
United States is abiding by the obligations of the agreement will be 
experts in the area of financial services, and not necessarily trade special­
ists. The traditional GATT practice has been to maintain a roster of 
potential panelists for settling disputes. Naturally, in settling a trade dis­
pute, trade specialists are needed; however, financial experts should also 
staff the panels in disputes involving financial services. 

The third area of concern arose from the traditional GATT practice in 
trade in goods of allowing countries to retaliate for violations of the 
agreement (although not necessarily in the same sector as the violation) .  
If this practice were extended to financial services, retaliation against a 
bank could, for example, disrupt the financial system. In addition, trade 
in banking has achieved a significant liberalization over the years, and the 
United States did not want, in effect, to settle for something that did not 
create as much liberalization as bilateral agreements may already have 
provided. Therefore, the Federal Reserve believed that cross-sectoral 
retaliation for violations of a potential agreement on financial services 
should not be permitted. 

Many aspects of the implementation of the GATS, especially regarding 
how disputes are settled, must still be worked out through the World 
Trade Organization. However, important protections in the agreement 
were achieved only because the finance ministries and regulators of many 
countries fought for recognition of the special nature of financial services 
that should be taken into account in devising a system of multilateral 
obligations. 

Main Features of the GATS 

Major Obligations 

What are the obligations of members of the GATS? First, the concept 
of "most-favored-nation "3 applies to the measures of a party, where 
"measure" is defined as any element within a country, including laws, 
regulations, and administrative practices, that affects a firm's legal ability 
to provide a service .4 The most-favored-nation provision requires that a 
member of the GATS provide most-favored-nation treatment to any 
other member of the GATS with respect to any of the former's laws and 
regulations . s  

Two major obligations in the GATS are intended to achieve the goal 
of greater market liberalization-market access6 and national treatment .7 
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I n  accepting the obligation of market access, a country liberalizes its laws 
so that foreign firms are able to enter and compete in the domestic mar­
ket. Once they enter and begin to compete, the obligation of national 
treatment requires that these firms should be treated no less favorably 
than domestic firms in the same circumstances. 

These are noble goals. However, there is no obligation to provide com­
plete market access or full national treatment in this round of the GATS. 
As a result, countries are able to decide for themselves how much they 
want to liberalize their market access . The agreement requires countries 
to list the commitments that they are willing to make.s Therefore, either 
they can be very liberal, by listing many areas that are open to foreign 
firms and providing full national treatment, or they can make no changes 
at all in their current laws. The agreement itself creates no new liberal­
ization; it is only what the countries are willing to give that allows the 
purpose of the agreement to be achieved. 

I n  addition to being able to choose hmv open it will be, a country can 
also protect its existing discriminatory laws under the GATS.9 If there is 
a law on the books that allows a country to give a benefit to a domestic 
bank while withholding that benefit from a foreign bank, the country can 
protect that law. In effect, it takes a reservation from the obligations of 
the agreement. This is another area about which the U.S. trade negotia­
tors had a concern; this is why there is still much negotiating to be done 
on financial services. Again, the agreement itself does not achieve the lib­
eralization .  Each country must do that on its own. I t  is then up to each 
country to decide whether it will enter into an agreement on services, 
based on the amount of liberalization that has been achieved generally 
through the Uruguay Round. 

Finally, the GATS provides for settlement of disputes. 1 D  If one country 
feels that another country is not abiding by the obligations of the agree­
ment, a mechanism allows the former country to bring its case to a panel 
of experts, who will decide whether the offending country is, in fact, liv­
ing up to its obligations. The GATS provides many details on how the 
panels are to be selected. Although the finance ministries and the regula­
tors were very interested in establishing a separate body that would look 
solely at disputes in financial services, this goal was not achieved. A 
Council on Trade in Services is to be established within the new World 
Trade Organization, but there will not be a separate financial services 
body. 1 1  However, it is required that, in a dispute relating to financial ser­
vices, the panel be staffed with financial experts. 

These major obligations of the GATS apply to all 1 7  services sectors, ! 2 
including the financial services sector. However, because of the view that 
financial services are particularly unique, an annex was created to further 
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explain and elaborate on the requirements of the agreement with respect 
to financial services. l 3  

Annex Requirements 

The most important of the financial services annex requirements relates 
to the roles of supervisors, regulators, and central banks. First, services 
that are provided cross-border or through the establishment of a presence 
in another countryl 4  must be dealt with according to national treatment, 
in line with the goal of the GATS. I S However, services supplied in the 
exercise of governmental authority are not covered by the obligations of 
the agreement. l6  It is important for supervisors and central banks-and 
certainly for the Federal Reserve-that the conduct of monetary policy or 
exchange rate policy be considered to be governmental and therefore not 
subject to the obligations of the agreement. I? Because of this provision, 
therefore, the Federal Reserve is not obligated to try to ascertain before­
hand whether its monetary policy in some way creates a barrier to market 
access or violates the obligation of national treatment. 

Second, the financial services annex contains a most important provi­
sion, a so-called prudential carve-outl8 or prudential exception. This stip­
ulates that a country is not prevented from taking measures for prudential 
reasons, that is, for the protection of investors, depositors, or policyhold­
ers, or for the stability of the financial system. This provision is very 
important because, prior to the involvement of the regulators and the 
finance ministries in the negotiations, the regulation of financial institu­
tions-and banks in particular-was viewed to some extent by trade spe­
cialists as a barrier to trade . They considered that excessive regulation 
would prevent entry by some firms that would not be able to meet the 
standards of prudential regulation. Therefore, the trade specialists were 
not sympathetic to the idea that some kind of special protection should 
be provided for the regulation of financial services. 

However, it was felt to be important enough by the regulators ( and by 
the Department of the Treasury in the United States) that the United 
States was able to make the case that, in fact, financial services were 
unique. Regulators must be able to regulate for prudential purposes, 
without fear that they will be involved in a dispute settlement every time 
that they do something that may have an impact on a foreign firm. 

Another aspect of the financial services annex recognizes cooperative 
arrangements . 1 9  It is becoming more prevalent for supervisors to work 
out agreements between each other to, in effect, recognize the pruden­
tial system in the home country and therefore not apply certain aspects of 
the host country regulation to activities in the host country. For example, 
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the U.S .  Securities and Exchange Commission has effectively recognized 
that the investor disclosure requirements of Canadian law are sufficient to 
meet the prudential requirements of the United States. Similarly, Canada 
has determined that the U.S .  disclosure requirements are sufficient for 
Canadian purposes. Because of this cooperative arrangement, therefore, 
companies in the United States and Canada that wish to issue securities 
in both markets can use the same disclosure materiaJ .20 

It is important that the financial services annex sanction this kind of 
agreement; otherwise, an agreement concerning investor disclosure 
requirements could be accused of violating the most-favored-nation obli­
gation . By recognizing Canada, for example, it might be argued that the 
United States was discriminating against other countries. The financial 
services annex, however, recognizes that cooperative arrangements are an 
appropriate prudential tool for regulators and that entering into these 
kinds of agreements is consistent with the obligations of the GATS. 

The framework agreement applies to all of the services sectors and 
establishes the general obligations of the GATS, while the Annex on 
Financial Services takes into account the unique nature of financial ser­
vices by providing for prudential exceptions and aliO\ving regulators 
to continue to work together to establish cooperative arrangements. 
However, nothing discussed so far obligates any country to liberalize its 
markets now. Some countries, including the United States, argued stren­
uously-but unsuccessfi.J!ly-during the long negotiation process for a 
more comprehensive agreement on financial services that would establish 
significant additional obligations that go beyond the general obligations 
of most-favored-nation, market access, and national treatment. However, 
remnants of the idea that the agreement should actually require some 
liberalization remain, including, for example, the Understanding on 
Commitments in Financial Services.2 1  The function of an understanding 
is to allow a country to commit itself to greater market-opening com­
mitments than are contemplated by the general framework. For example, 
if the United States were to decide to abide by the Understanding on 
Commitments in Financial Services, it would have to list all market 
monopolies operating in the country.22 Furthermore, it would have to 
commit to endeavor to eliminate those monopolies.23 Another example 
is the auto insurance systems that some provincial governments in 
Canada operate as monopolies. If Canada were to choose to abide by this 
understanding, it would have to list those systems as monopolies in its 
commitments and try to remove them over time, thereby allowing other 
services providers to come in and sell auto insurance. 

By agreeing to abide by the Understanding on Commitments in 
Financial Services, a country must allow certain cross-border activities.24 
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It must, for instance, allow the provision of new financial services, which 
would enable foreign firms to introduce innovations into a market on a 
national treatment basis.25 A country must also allow the cross-border 
processing of data, as well as a number of other "items.26 It is not clear yet 
how the understanding will relate to the obligations under the framework 
and the financial services annex.  However, it is one route whereby some 
countries might choose to enlarge market access and make stronger 
national treatment commitments. 

To some extent, the GATS is a complicated entity. It gives countries a 
choice of how they want to be regulated under the agreement: they can 
abide by either the framework and the annex or by the framework, the 
annex, and the understanding. 

Implications of the GATS for Banking Services 

What are the implications of the GATS for banking services? First, the 
GATS might actually achieve its goal of liberalizing markets. Countries 
may make commitments to give greater market access. Banks may be able 
to operate in new markets, bringing innovations in financial services 
where these innovations were not previously available. This liberalization 
may occur, but there is no guarantee that it wil l .  The initial progress made 
in achieving market liberalization in financial services was disappointing. 
For that reason, the negotiations on financial services were scheduled to 
continue for many months. If liberalization is not achieved, there may be 
some movement to establish bilateral reciprocity arrangements, in which 
countries try to achieve on a bilateral basis what is unavailable in the 
GATS. This movement is apparent in the United States, where there is 
pressure to adopt the Fair Trade in Financial Services Act.27 This pressure 
is being brought to bear precisely because it is felt that little progress has 
been made in the last few years, and certainly not in connection with the 
GATS. 

Second, it is fair to say that banks will probably not be affected by this 
agreement one way or another in their day-to-day operations. They may 
get to enter the markets of additional countries. However, the GATS did 
not achieve a breakthrough in making available new banking services; it 
merely provides the opportunity to bring existing services to other 
markets. 

The third and greatest implication may actually be for bank regulators. 
In carrying out their duties, regulators must now be careful to abide by 
the national treatment and most-favored-nation obligations of the GATS. 
A very important protection has been established for them in the finan­
cial services annex-the prudential exception . However, their prudential 
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decisions relating to regulation will be subject to challenge . A regulator's 
decision may be viewed as a discriminatory and not a prudential measure. 
Regulators must be prepared to defend themselves, if necessary, in dis­
pute panels. For this reason, central banks and regulators, in making their 
decisions affecting foreign banks operating in their markets, must be care­
ful to justify their decisions as consistent with the national treatment and 
most-favored-nation obligations. If central banks and regulators are not 
consistent in upholding those obligations, they must be able to demon ­
strate that their actions, in fact, have been taken for valid prudential 
reasons. 

For better or worse, banking and other financial services are now sub­
ject to a trade agreement and to trade disciplines. Much work remains to 
be done under the GATS and other parts of the Uruguay Round; that 
work will presumably occur in the establishment and workings of the 
World Trade Organization, which, naturally, will be run by trade special ­
ists. Central banks and supervisors, however, should continue to exercise 
vigilance to ensure that trade specialists recognize the unique nature of 
financial services. Central banks and supervisors should continue to con ­
cern themselves with how trade agreements are structured, in order to be 
able to regulate prudently in the interests of depositors and the stability 
of the financial system .  Furthermore, they should seek to influence any 
fi.1ture agreements in this area, as well as decisions interpreting the pru­
dential exception provision . 



COMMENT 

MARILYN L. MUENCH 

T odav, there are few hard-and-fast conclusions that can be drawn 

about the manner in which the General Agreement on Trade in Services 

( GATS )  will affect financial services . 1  If it is implemented in the manner 

that the drafters were considering while working on it, the specific com­

mitments made in financial services and the general obligations under­

taken should not interfere with the ability of banking and other financial 

services regulators to do their jobs. Moreover, there should be no inter­

ference with the activities that central banks traditionally undertake . This 

comment provides an idea of the context in which agreement on finan­
cial services was reached by addressing three questions: How was the final 

product created? Why does the agreement look the way that it does? 

What happens now? 

Forming a Consensus on the GATS 

The story of the GATS goes back a number of years. Liberalization in 

trade in goods has been fostered since 1 94 8  by the General Agreement 
on Tariffs and Trade ( GATT).  There was a growing recognition, 

however, that the GATT, limited as it was to merchandise trade, either 
did not cover, or covered inadequately, some very important areas, 

including agriculture, intellectual property, and, in particular, services. In 

the mid- 1 980s, it was decided to launch the Uruguay Round in 
Montevideo, Uruguay, as a means of dealing with these new areas. The 

choice of Uruguay, incidentally, was made to emphasize the growing 

importance and participation of the developing countries. The Uruguay 

Round was to have concluded in December 1 990; it did not. 

Although work on the GATS began in late 1 986, the United States was 
a little slow in contributing to the efforts being made in the financial ser­
vices area. The Department of the Treasury, at least, did not really get 

involved in the work that was under way until 1 989. By then, a draft 
agreement on trade in services, which greatly resembled the GATT, had 
been prepared. In this draft, the word "services" was substituted for the 

word "goods," although the draft had, of course, no tariff provisions. I t  

did have a most-favored-nation provision and dispute resolution provi­

sions, as well as a balance of payments section . 

1 38 
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For the United States, a big concern was the need to recognize in the 
final agreement that the field of financial services was highly regulated. 
Financial services have special characteristics that need to be taken into 
account and, in some cases, protected. The idea was not just that finan­
cial services were neither a good, like a widget, nor a commodity, like soy­
beans. It was also that the field of financial services was not really like any 
other service: it was not tourism, it was not accountancy, it was not legal 
services. U.S .  financial service experts therefore began meeting in Geneva 
with financial services experts from other countries in the hopes of find­
ing some common ground. 

One overriding interest and common concern was found: the ability of 
regulators to regulate on prudential grounds needed to be protected. The 
financial services experts were able to unite behind this goal, and the 
drafters began to develop what became known as the prudential carve­
out provision.2 Also, the drafters agreed that it was important that finan­
cial services experts should oversee the functioning of the GATS as it 
applied to financial services. To that end, they took steps to ensure that 
financial services experts would be represented on dispute resolution pan­
els involving financial services. 

By the end of 1 990, the scheduled completion of the Uruguay Round 
was approaching. Almost all countries, including the United States, had 
accepted the idea of appending a financial services annex to the GATS as 
an i ntegral part of the overall agreement, 3 in order to address the special 
concerns of financial services. Hmvever, the contents of the annex were 
still very much in dispute. 

Modalities of the GATS 

The Uruguay Round did not conclude in December 1 990. Although 
most of the publicity at that time focused on disagreements in the agri ­
cultural area, there were many unresolved issues in other areas, including 
financial services. The main outlines of the agreement, however, had been 
reached. The GATS would provide the general framework of principles 
for all services. There would be sectoral annexes, including one for finan­
cial services covering the special needs of that particular sector.4 Finally, 
it was agreed that each country would prepare its own schedule, setting 
forth its commitments to market access and national treatment. These 
schedules would become part of the overall agreement as well .  

No country was obliged to take on any particular commitments with 
respect to the principles of market access or national treatment. These 
matters were totally voluntary. As originally conceived, they were to be 
achieved through a series of bilateral negotiations, in which one country 
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would make a request of another country, which, in turn ,  would respond 
with a counteroffer. 

By the end of 1 99 1 ,  one year past the deadline, there was great pres­
sure on all the parties finally to work out the remaining GATS issues 
through compromises and imposed solutions. The main documents 
remained as they were, with the addition of the Understanding on 
Commitments in Financial Services.s The understanding basically set 
forth more-detailed obligations that some of the industrial countries 
wanted to undertake. 

Many things came together at the end of 1 99 1 .  One of the most 
important was reaching agreement for the first time on the establishment 
of a World Trade Organization. The concept was to have one institution 
that would undertake implementation of a broad spectrum of major 
agreements: the GATT, as updated; the GATS; an intellectual property 
agreement; and, finally, a new and expanded dispute resolution agree­
ment. Unfortunately, agreement could not be reached on the treatment 
of agricultural products. Therefore, the talks did not end in 1 99 1 .  

In 1 992, further discussions were held, but no real progress was made . 
This was partly because other countries were not sure whether there was 
going to be a change in U.S.  policy following the presidential election.  

Early in 1 993,  however, two important events occurred in the United 
States that affected the completion of the Uruguay Round. First, the new 
Administration made clear its commitment to finish the Round. Second, 
the so-called fast-track procedures for dealing with trade agreements were 
extended to December 1 5 , 1 993.6  Fast-track procedures are a legislative 
device that allows the U .S. Congress to consider trade agreements under 
special rules that limit debate and amendments. The extension of fast­
track procedures thus provided one impetus for finally concluding the 
talks. Another impetus was the general weariness felt after nearly seven 
years of Uruguay Round negotiations. Therefore, December 1 5 , 1 99 3  
was set a s  the final date for completing the Uruguay Round. Negotiations 
came right down to the wire. After negotiating all of the prior evening 
and into the early hours of December 1 5 , participants were able to strike 
a compromise on financial services as part of the nonstop negotiations 
that managed to achieve agreement on a number of difficult issues. It was 
also agreed that the negotiations on financial services would continue 
until no later than six months after the Uruguay Round agreements 
entered into force. 

The U nited States was one of those countries that believed that 
the financial services negotiations should be extended. The U . S .  
Administration had been concerned, as had the Congress and U .S .  indus-
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try, about "free riders," countries that were seen as benefiting from the 
agreement without necessarily contributing their fair share . The problem 
arose because the most-favored-nation provision of the GATS meant that 
any commitment that a country put into its schedule applied automati­
cally to any other signatory, regardless of the level of commitments made 
by that signatory. Because of its feeling that financial services should be 
further liberalized by all countries, the United States, as was permitted, 
took a broad exemption from the most-favored-nation obligation, as did 
several other countries. 

Future of the GATS 

The final act embodying all of the results of the Uruguay Round was 
signed on April 1 5 ,  1 994 in Marrakesh, Morocco.? The Uruguay Round 
agreements entered into effect on January 1 ,  1 99 5 .  

The compromise o n  financial services adopted i n  December 1 993 also 
entered into effect on January 1 ,  1 995.  Under the compromise, those 
most-favored-nation exemptions that were dependent upon the level of 
commitments made by other countries were suspended; other most­
favored-nation exemptions, however, remained in effect. 

The broad most-favored-nation exemption of the United States was 
thus suspended during the first six months after entry into force .  At the 
end of the six months, every country would have the right to evaluate all 
the commitments that it made with respect to financial services in light 
of the commitments that other countries were making, and also to re­
evaluate and finalize its most-favored-nation exemptions. 

Financial services negotiations continued through J une 1 99 5 .  
Additional commitments and clarifications from other countries are being 
sought. An extraordinary amount has been accomplished since the 
launching of the Uruguay Round in 1 986, and the general trend of lib­
eralization and investment is beginning to extend to financial services. 
The United States continues to hope that the inclusion of financial ser­
vices in the GATS will provide benefits by expanding the availability of 
financial services without harming the ability of regulators to ensure that 
these services are provided in a prudent and appropriate manner. 
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9 The Implications of NAFTA for 
Central Banks 

KEITH A. PALZER 

Introduction 

The topic to be discussed in this chapter is the legal issues arising for 
central banks under Chapter Fourteen of the North American Free Trade 
Agreement ( NAFTA ) . 1  The discussion is a brief primer for lawyers 
engaged in financial services negotiations or advising on the regulation of 
financial services, particularly banking services, where NAFTA is applica­
ble . This discussion may be viewed in light of the recent initiatives by the 
United States to seek further liberalization of financial services in Asia, 
Latin America, and other emerging markets of the world. It is intended 
to promote consideration of NAFTA, rather than to serve as a compre­
hensive explanation of NAFTA provisions. Those interested in the par­
ticulars of NAFTA should refer to the agreement itself or to the U.S.  
Government's summary of NAFTA, which is  included as part of the 
implementing legislation.2 

The discussion below is divided into three sections. The first section 
considers how the NAFTA legal regime governs banking services and 
banking regulations. The second section briefly examines how ::\'AFTA 
might promote integration in the financial sectors of NAFTA countries. 
The third section briefly discusses the balance of payments implications of 
::\'AFTA, particularly through its interface with the International Monetary 
Fund's Articles of Agreement. Finally, the chapter discusses some matters 
of interest for central bank lawyers. 

NAFTA Rules Governing Banking 

Overview 

NAFTA covers two types of activities in financial services: investment 
in financial services and cross-border trade in financial services. Generally 
speaking, the rules governing financial services investment are more 
developed in NAFTA than those governing cross-border financial ser­
vices, so making this distinction is important. 

1 43 
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Investment in financial services is defined under !\AFTA as investment 
in a "financial institution. "3 The term "financial institution" is defined as 
a company that offers financial services and is regulated as a financial 
institution under the laws of the country in which it is located.4 The 
investment rules under NAFTA govern both the actual making of an 
investment in a financial institution and the treatment by a !\AFTA gov­
ernment of a financial institution that is owned or controlled by nation­
als or companies from another NAFTA country. Cross-border financial 
services, in contrast, are defined under NAFTA as the provision of finan­
cial services by a person located in the territory of one NAFTA country 
to a person located in another NAFTA country. s 

It is interesting to note that the NAFTA rules governing banking ser­
vices are similar to the rules governing financial services under the General 
Agreement on Trade in Services ( GATS) ,6 even though NAFTA's entry 
into force predates the entry into force of the GATS. This is because 
Canada and the United States were among the more active delegations in 
negotiating the GATS provisions from 1986 until 199 1 . 7 By the time that 
the NAFTA negotiations formally began in ] une 1 "9 1 ,  the GATS rules 
were relatively settled, thus accounting for the similarity in policy goals 
and drafting of the two sets of provisions. One should be aware of these 
similarities when interpreting or applying either of the two agreements. 

There are five basic obligations in NAFTA that govern financial services, 
as well as three supplementary rules and a number of general exceptions. 
This section will analyze each of these sets of provisions in turn, in order 
to survey the basic issues that a central bank lawyer might confront under 
�AFTA. In addition to honoring these provisions, each country may lodge 
''reservations" and invoke exceptions to the five basic obligations. These 
reservations and exceptions allow the member country to continue to 
enforce laws that are contrary to the legal rules on either a permanent or 
transitional basis. Transitional rules allow a country to conform over time 
its domestic laws that are contrary to the basic obligations. 

Basic Rules Governing Financial Services 

The five basic rules of NAFTA that govern financial services are rules 
affecting 

• national treatment;S 

• cross-border trade in services;9 

• most-favored-nation treatment; I O 

• new financial services and data processing; I I  and 

• senior management and boards of directors. l 2  
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National Treatment 

National treatment under NAFTA, like that in the GATS, looks at the 
treatment that a government provides a foreign firm and asks whether it 
is "no less favorable" than that provided by the government to a similar­
ly situated domestic firm . 1 3  If it is less favorable, a reservation or excep­
tion must cover that treatment; if no reservation or exception applies, the 
discriminatory treatment will be considered to be a violation of .!':AFT A. 
Violations of .!':AFT A's basic rules can result in the sanctioning of a gov­
ernment under the NAFTA dispute settlement procedure commenced by 
one member government against another member government. 

The national treatment obligation is a cornerstone of the agreement, 
and much debate will likely focus on the addition of language in the obli ­
gation requiring "equal competitive opportunities" to be accorded to 
foreign persons. l4  As a legal matter, this language comprises the concept 
of de facto national treatment, as opposed to the more technical concept 
of de jure national treatment. Under de facto national treatment, seem­
ingly similar treatment of foreign and domestic firms will not be accept­
able if in fact the result is a more burdensome treatment of the foreign 
firms. 

Cross-Border Trade 

The cross-border trade obligation under NAFTA is complex . 1 5  There 
are two components of this rule: the first covers cross-border financial 
services that are provided on a solicited or fully serviced basis, and the 
second governs unsolicited transactions. Unsolicited transactions are 
sometimes considered to be transactions that arc initiated by the pur­
chaser of the service rather than the provider. In practice, it will be very 
difficult to distinguish between unsolicited and solicited transactions 
once they have been undertaken; it may thus be easier to distinguish 
between the two types of transactions by focusing on the degree of pub­
licit)', marketing, and servicing on the part of the nonresident financial 
service provider to determine whether a transaction is solicited or not . 

Restrictions on solicited cross-border transactions under NAFTA arc 
subject to a "standstill" commitment. Under the standstill obligation, 
fi.1rther liberalization of solicited transactions need not occur under 
NAFTA, but no NAFTA government may become more restrictive than 
it was when NAFTA entered into force . Thus, under NAFTA, Mexico, 
Canada, and the United States must continue to permit cross-border 
loans denominated in foreign currency, provided that none of the excep­
tions or reservations permissible under .!':AFT A come into play. 
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For unsolicited cross-border transactions, in contrast, NAFTA requires 
each r\AFTA government to permit persons located in its territory to 
purchase such financial services. Thus, a consumer in a NAFTA country 
is free under r\AFTA to seek out, either electronically or physically, finan­
cial services for delivery. As it is extremely difficult for any economy i n  
today's world to prevent its citizens from going abroad and purchasing 
financial services on an unsolicited basis, this obligation is of questionable 
value . 

Most-Favored-Nation Treatment 

The third general obligation under NAFTA is the most-favored-nation 
obligation . 1 6  This provision is fairly straightforward, requiring each 
r\AFTA government to provide no less favorable treatment to persons of 
another r\AFTA country than is provided to persons of any other 
r\AFTA or non-NAFTA country. Honoring this obligation will ensure 
that future treatment exceeding NAFTA standards is always accorded to 
r\AFTA firms. The provision is not, however, i ntended to prevent 
r\AFTA countries from offering better treatment to non-NAFTA coun­
tries, based on regulatory cooperation or recognition arrangements or 
harmonization. Thus, bank regulators of a NAFTA country can provide 
better treatment to a non-NAFTA country than another NAFTA coun­
try if regulations provide an extra degree of regulatory safety to non­
r\AFTA firms. 

New Fiuancial Services and Data Processing 

The fourth general obligation under NAFTA is the new financial ser­
vices and data processing obligationY This obligation seeks to protect 
certain competitive advantages that Canadian and particularly U .S.  finan­
cial services providers have as active international players utilizing inno­
vation and central data processing facilities. 

The first paragraph of the article describing this obligation IS permits a 
tlrm from one NAFTA country to offer through its office in another 
.:-.:AFTA country ( the host country) any financial service that is permitted 
in the .:-.:AFTA territory if that service is not already offered in the host 
country. For example, J .P. Morgan, a U.S. bank, received authorization 
toward the end of 1 994 to begin operating a subsidiary office in Mexico 
during 1 99 5 .  Unless one of the exceptions under NAFTA applies, 
J . P. Morgan, a leader in currency derivatives, would be entitled to invoke 
the new financial services obligation to allow it to offer U.S. dollar-hedg­
ing derivatives in Mexico, even if Mexico did not permit such derivatives 
to be offered by domestic institutions. 
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The second paragraph of the article describing the new financial ser­
vices obligation concerns data processing. l9  This provision allows, for 
example, offices of a NAFTA firm located in a host country to transmit 
data back to its home country for processing. An important issue to con­
sider under this provision is whether bank secrecy laws would be affected 
by this obligation. Presumably, a host country would be permitted to 
require that the data be encoded or protected in another form. 

Senior Management and Boards of Directors 

The fifth basic rule in the NAFT A financial services provisions is the 
senior management and board of directors obligation .20 There are two 
parts to this obligation. First, no NAFTA country can impose more than 
a simple majority requirement of citizenship for the boards of directors of 
its financial institutions.2 1 For example, although the United States can 
require that a portion of an 1 1 -member board of a Mexican bank estab­
lished in the United States be U .S .  citizens, it may not require more than 
6 members to be citizens. Second, the imposition of a nationality require­
ment for senior management is prohibited.22 A nationality requirement, 
however, does not include residency. 

Supplementary Rules 

I n  addition to the five basic rules, three supplementary rules under 
NAFTA apply to financial services. These rules, which cannot be subject 
to reservations, are transparency,23 free transfers,24 and the rule against 
expropriation.25  

Transparency 

The transparency obligation requires the regulators of a 1\:AFTA coun­
try to provide "to the extent practicable" advance notice of regulations 
imposed in the financial sector.26 In addition, each 1\:AFfA government 
must process a "completed application" within 1 20 days of receipt.27 
This provision's liberalizing effects may be minimized owing to the flex­
ibility that regulators will have to claim that an application is not com­
pleted or that advance notice is not practicable .  

Free Transfers 

The second supplementary rule is the free investment transfers obliga­
tion. This obligation, incorporated by reference into Chapter Fourteen of 
NAFTA, basically requires a country to permit inbound and outbound 
transfers of currency in support of financial investment.28 Recapitalization 
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of investment, repatriation of dividends or liquidations, and currency 
transfers to facilitate any business of a foreign-owned financial institution 
in the host country would all qualify as investment transfers. 

Rule Agaimt Expropriation 

The third supplementary rule is the rule against expropriation.29 This 
rule, similar to the free transfers rule incorporated by reference from the 
investment chapter of :l\AFTA, is important because it resolves an impor­
tant :1\orth American jurisprudential debate . Earlier this century, the 
Mexican Government expropriated the properties of a number of U.S.  
and other countries' oil companies. In the expropriation cases and con­
troversies that transpired in connection with these cases under interna­
tional law, the Mexican Government asserted two particular arguments 
that, if accepted, would have the effect of minimizing its liability for the 
expropriations. 

The first argument is the so-called Calvo Doctrine, which prohibited a 
foreign corporation from seeking the assistance of its home government 
in a dispute over the investor's rights with the host government . The sec­
ond argument concerned the valuation of an expropriated investment. 
The Mexican government argued that the true valuation of expropriated 
property was the fixed asset value of the property, rather than the going­
concern value of the enterprise ( including projected revenue streams 
from a particular investment or from the granting of drilling rights ) .  

:1\AFTA resolves these two investment debates either directly or indi­
rectly. With respect to the Calvo Doctrine, :1\AFTA permits an investor to 
involve a host :1\AFTA government in an international dispute settlement 
procedure for violations of either the expropriation or free transfers arti­
clc .30 Alternatively, a :1\AFTA government can commence a formal 
proceeding under :1\AFTA against a host government accused of expro­
priation. The valuation debate is resolved by :1\AFTA because the expro­
priation article requires that an investment subject to expropriation by a 
:1\AFTA government be compensated for by that government, taking into 
account the going-concern value of the investment. 3 1  

Reservations and Exceptions 

Rcscrvatiom 

Reservations under :1\AFTA are specitically listed derogations by indi­
vidual countries from any of tl1e five basic obligations of :l\AFTA.32 
Reservations, which, tor example , can be lodged for laws that arc of par­
ticular political importance to a country, must be negotiated on a case-
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by-case basis. Reservations can be lodged against only the five basic rules 
of NAFT A-and not against the supplementary rules of Chapter 
Fourteen. 

Exceptions 

NAFTA also permits a country to invoke exceptions from its Chapter 
Fourteen provisions.33 Exceptions ( as opposed to reservations) arc draft­
ed so that any country can invoke them . Similar to the GATS, there are 
two important exceptions: an exception for reasonable prudential finan­
cial regulation;34 and an exception for the implementation of nondis­
criminatory monetary policy.35 The NAFTA exceptions are, however, 
drafted a bit tighter than the GATS exceptions. 

The first prudential exception states that no provision of Chapter 
Eleven ( the general investment chapter), Chapter Twelve ( the general 
cross-border services provision ) ,  Chapter Thirteen (governing monopo­
lies ) ,  or Chapter Fourteen ( on financial services) shall be construed to 
prevent the application of "reasonable" measures taken tor prudential 
reasons. 36 One of the interesting questions presented by the drafting of 
this exception is how the word "reasonable" should be applied by dispute 
settlement panels. For instance, a panel might decide whether a measure 
is "reasonable" by reviewing the possible policies behind the measure and 
the actual effects of the regulation. A balancing test might be used, as was 
done in a number of panel rulings regarding exceptions tor trade in goods 
disputes under the General Agreement on Tariffs and Trade, whereby the 
trade-limiting effects of a measure would be balanced against the inter­
ests of trade liberalization . Alternatively, a measure might be judged as to 
its reasonability according only to the stated purposes of the measure. In 
any case, the choice of the word "reasonable"  will  likely be the subject of 
debate in panel proceedings and have some effect on the overall value of 
NAFTA as a liberalizing instrument in financial services. 

The second major exception under Chapter Fourteen of I" AFT A is for 
nondiscriminatory monetary policy. Nothing in Chapters Eleven through 
Fourteen shall be construed to prevent a country from applying nondis­
criminatory monetary policy and exchange rate measures.37 Here, too, 
interpretive issues are present. Assume that a country has a strong foreign 
presence in its market, with most of the foreign banks engaged in prof­
itable trade finance business. Assume further that the country's central 
bank restricts trade finance loans by all banks, in possible contravention 
of the cross-border trade and national treatment provisions of NAFTA. 
In such a case, it could be argued that the central bank could not rely on 
the monetary policy exception because of the disparate impact of the 
measure upon foreign banks. 
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In addition to the above two exceptions, there are two minor exceptions 
to Chapter Fourteen. The first exception allows restrictions on free trans­
fers for affiliate transactions that are prudential in nature.38 Although this 
provision is arguably redundant in view of the broader prudential excep­
tion discussed above, the negotiators felt  that the risk of a challenge to 
prudential affiliate transaction restrictions was serious enough to justifY 
explicit mention. 

The final exception allows discrimination against foreigners involved 
in the privatization of government monopolies in social security ser­
vices. 39 This political exception was made because the Canadian 
Government has a number of monopolies in the social security system 
that may be privatized; the assets of these monopolies, it was felt by the 
negotiators, should reasonably be limited to domestic ownership at the 
initial privatization. 

Dispute Settlement 

A variety of NAFTA provisions come i nto play for settling disputes 
concerning Chapter Fourteen.40 A financial services dispute can be liti­
gated under NAFTA in two basic ways: the state-to-state dispute settle­
ment procedures (governed by Chapters Fourteen and Twenty),  and the 
investor-state dispute settlement procedures (governed by Article 1 4 1 5  
and Chapter Eleven ) .  In this way, NAFTA differs significantly from the 
GATS because under the latter agreement only the state-to-state proce­
dures are possibJe .4 1  

State-to-State Dispute Settlement 

Under the state-to-state dispute settlement procedures of NAFTA, 
any of the basic or supplementary rules governing financial services can 
be litigated between countries. Each dispute will likely be decided by 
members of a panel selected from two standing groups of experts: a 
tlnancial services roster and a roster of general experts.42 Rules govern­
i n g  the appropriate mix of general and fin a ncia l  experts essentially e nsure 
that finance experts will be involved in important financial services ques­
tions .43 This would be especially important when the prudential carve­
out is invoked. 

The state-to-state procedure is designed to promote a settlement of the 
dispute prior to a formal ruling of the panel. Once a NAFTA government 
feels that its nationals have been wronged under NAFTA, that govern­
ment ( the petitioner) can commence a long series of diplomatic and legal 
maneuvers to bring the host government ( the respondent) to an interna­
tional panel, which could ultimately issue a ruling against the respondent. 
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The process begins with a consultation by the NAFTA governments over 
the issue.44 Although not formally required by the text, it is likely that the 
consultation would be conducted by the Financial Services Committee 
set up under NAFTA, comprising officials from the finance ministries of 
all three NAFTA countries. 

If these informal consultations do not resolve the issue, a formal con­
sultation phase can be invoked to continue the process.45 This consulta­
tion occurs between both financial and trade authorities of the countries 
involved. If those formal consultations do not result in a satisfactory res­
olution within a specified time period, a dispute settlement proceeding 
can be commenced by either party.46 After the panel has been selected, 
the litigants prepare briefs, and oral arguments are held. After the brief­
ings and oral arguments, the dispute settlement panel issues a prelimi­
nary finding to both parties, either of which can then file an additional 
brief. Further oral arguments may also be held. After this second round 
of briefs, the dispute settlement panel issues a final ruling. Various min­
imum time limits are set forth in the NAFTA dispute settlement proce­
dures, but these may be exceeded with agreement of the parties. 

The final ruling of a state-to-state dispute settlement panel is not itself 
legally binding under NAFTA. This ruling may be accepted or ignored 
by the NAFTA parties as they see fit. I f, however, the respondent is 
found to be in violation of NAFTA and chooses to continue the wrong­
ful actions, the petitioner may retaliate by withdrawing benefits under 
NAFTA ( that is, by derogating from NAFTA in a proportional manner 
in order to convince the respondent to conform with the agreement) .47 
This retaliation, however, can occur only within the financial services 
sector when financial services disputes are involved. In other words, 
while violations in the financial services sector under the GATS can be 
remedied by retaliation in other sectors ( and vice versa), this option is 
not possible under NAFTA. 

Investor-State Dispute Settlement 

The investor-state dispute settlement procedures under Chapter 
Fourteen are generally available only for violations of the free transfers or 
expropriation provisions.4B The obvious benefit of this procedure is that 
an investor need not wait for its government to commence a state-to­
state procedure before obtaining redress under NAFTA. Under the 
investor-state procedure, only monetary damages may be obtained from 
the offending NAFTA country. In addition, if the respondent country in 
such an action invokes the prudential carve-out, a state-to-state panel can 
be convened to decide whether the defense is justified. 
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Prospects for Future Integration and Liberalization 

With the basic rules and functioning of NAFTA in mind, it may be 
appropriate to make a few points on the nature of the economic integra­
tion promoted by NAFTA. 

r\'AFTA is very different from the European Union ( EU )  agreements 
on financial services. Under the EU's directives, partial harmonization 
results when each country adopts the minimum standards of regulation 
legislated by the EU.  By each country's adoption of such standards, all 
countries in the EU can depend upon home country regulation for 
many aspects of financial regulation, providing in some circumstances a 
greater range of action for the branches of such institutions in the host 
country than the competing institutions that have been organized there. 

Although NAFTA has no such direct regulatory harmonization, it sets 
the stage for future integration by enunciating principles throughout 
Chapter Fourteen that will serve as the basis for future negotiation. For 
example, in Canada and Mexico, banks, securities firms, and insurance 
companies can affiliate with each other through holding company or 
subsidiary structures.49 In the United States, however, the Glass-Steagall 
Act, the Bank Holding Company Act, and related laws prevent banks 
from fully affiliating with securities firms and insurance companies.so 
Under NAFTA, nothing changes in this area. 

Article 1 403 of NAFTA, however, sets out the principle that each 
country must work to eliminate differences in financial structure in order 
to permit financial services providers to offer the full range of financial 
services. For future proceedings under NAFTA, including enlargement 
negotiations and annual meetings of the Financial Services Committee 
set up to administer Chapter Fourteen, the United States will continue 
to face pressure to reform its laws so as more fully to integrate banking 
and other financial services and thus ease the ability of Canadian and 
Mexican financial institutions to operate in the United States. 

U . S .  interstate banking restrictions are treated similarly under 
r\'AFTA. Here, too, Article 1403 of NAFTA articulates a principle, 
namely, that each country should permit banks to establish branches 
throughout their markets. The Mexican and Canadian fi nancial systems 
permit interstate branches throughout their territories, while the United 
States traditionally did not permit banks to establish branches across 
states.5 1  NAFTA added an extra incentive to the United States to liber­
alize . Although Mexico and Canada do not now permit foreign banks to 
expand into their markets across international borders, the two countries 
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have agreed under NAFTA to negotiate the liberalization of foreign 

bank branching legislation, as the U nited States has also adopted inter­

state branching legislation.S2 In this way, NAFTA sets the agenda for 

future liberalization and integration by tying the reaping of benefits in 

Mexico and Canada to the implementation of reform in the U nited 

States. While integration is thus not directly promoted by NAFTA, it is 

indirectly promoted through the conditions for future liberalization that 

are enunciated in the text. 

Other provisions in NAFTA similary promote liberalization. Cross­

border financial services are to be negotiated again by the r\AFTA parties 

in six years.53 Also, the high capitalization levels for securities firms in 

Mexico must be addressed by the Mexican Government through a formal 

report. 54 In each case, future discussions between the NAFTA parties are 

intended to lead to political pressure to liberalize. 

NAFTA's most important move toward liberalization is its program for 

opening the Mexican financial market, already well under way.ss Before 

NAFT A, the Mexican economy was essentially closed to meaningful 

foreign investment in the financial services sector, as a foreign financial 
services firm was basically limited to a 30 percent porttolio interest in 
domestic Mexican banks or securities firms. In insurance and in leasing 

and factoring, the maximum amount of foreign investment permissible 

was 49 percent. 

NAFTA changed this closed situation by allowing NAFTA-incorporat­

ed firms with substantial business operations in the United States or 
Canada to invest in the Mexican financial system through wholly owned 

subsidiaries, subject to market share limitations. The market share caps 

are administered by the Mexican Government through a rationing sys­

tem, under which the Mexican Government will award a certain amount 
of authorized capital levels to each foreign bank subsidiary and restrict 

further licenses or growth when these levels have been met.56 

The NAFTA transition provisions are important to non-NAFTA gov­
ernmental authorities because the U.S .  Government intends to uphold 
these provisions as an acceptable way to achieve liberalization. In addi­
tion, the presence of U.S .  financial firms in the Mexican market will fur­

ther link the two economies through the increased domestic business that 

these U.S.  institutions will be permitted to conduct. (No Canadian banks 

initially applied to open a subsidiary, although, as of the date of this pub­

lication, several significant Canadian investments in large Mexican finan­

cial institutions had been made or announced.)  
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Balance of Payments Implications 

NAFTA sets out a general exception from its obligations when serious 
balance of payments difficulties threaten or occur in a NAFTA country's 
economy_57 The Articles of Agreement of the International Monetary 
Fund ( the IMF Agreement) circumscribe the ability of member countries 
to "impose restrictions on the making of payments and transfers for cur­
rent international transactions"58 but, subject to the language of these 
Articles, generally allow countries to impose restrictions on capital 
account transactions. 59 

NAFTA limits, albeit somewhat unevenly, the ability of NAFTA gov­
ernments to impose restrictions on current and capital account transac­
tions.60 Restrictions imposed on transfers must be consistent with Article 
VII I ,  Section 3 of the IMF Agreement .61  In the latter case, if the restric­
tions are imposed on international capital transactions, they must be con­
sistent with Article VI of the IMF Agreement.62 NAFTA further requires 
that restrictions imposed when a country is experiencing serious balance 
of payments difficulties shall avoid unnecessary damage to the economic 
interests of other NAFTA countries, must not be more burdensome than 
necessary, must be phased out as the situation improves, and must be 
applied on a national treatment or most-favored-nation treatment basis, 
whichever is better. 63 In addition, such restrictions, if on the current 
account, must be submitted to the IMF for review.64 Restrictions must be 
consistent with the IMF Agreement65 and lead to consultations with the 
IMF and the implementation of economic policies consistent therewith.66 
In the case of restrictions on transfers other than cross-border trade in 
financial services, such restrictions may not take the form of tariff sur­
charges or quotas. 67 

Lessons for Central Banks 

There are several important lessons that central banks (particularly 
those in emerging markets) can draw from Chapter Fourteen of NAFTA. 
The first and most important lesson is that of policy emphasis: the U .S .  
Government has placed financial services on the trade policy agenda and 
may be expected to expend resources and political capital to open mar­
kets in the sector. The complexity and sweeping scope of Chapter 
Fourteen provides the framework for action. Central banks should par­
ticipate in financial services negotiations, such as the negotiations already 
under way under the GATS, the negotiations involving Asian countries 
under the auspices of the Asia-Pacific Economic Cooperation (APEC) 
forum,68 and the negotiations in Latin America connected with the 
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expansion of the Mercado Comun del Sur69 and NAFTA. If central banks 
ignore these important trends, they will put trade ministries and finance 
ministries "in the driver's seat" for financial services negotiations, possi ­
bly to the detriment of good policy or regulation.  

The second lesson is  that NAFTA and the GATS are similar. Central 
banks should follow developments of these two separate bodies of law 
with interest to ascertain the degree of scrutiny with which regulations 
governing international financial services will be reviewed. A country that 
is not a party to NAFTA may nevertheless be affected by 1\AFTA actions 
if the GATS jurisprudence uses NAFTA for precedent. 

The third lesson is that financial services negotiation can at times be 
used to overcome domestic constituencies opposed to financial reform . 
For example, the Mexican banking system has for many years been high­
ly concentrated, with the three largest banks controlling approximately 
70 percent of the banking assets. One of the ways to promote competi­
tion in the banking sector is to authorize nonbank financial intermedi­
aries to borrow money on the capital markets and make loans with these 
funds. Such authority did not exist in Mexico during the time of the 
NAFTA negotiations. The United States urged Mexico to create such a 
license as a step taken under the agreement. The Mexican Government 
agreed, thereby achieving a measure of liberalization that might not have 
occurred absent foreign negotiating interest. Other countries might 
consider this example when confronting structural problems in their 
economies while conducting financial services negotiations. 

Above all, it is important to recognize that there is no great mystery to 
financial services in general, or the NAFTA financial services provisions in 
particular. While the language may appear complex and the trading inter­
ests promoted under the agreement may at times appear to take prece­
dence over regulatory interests, in reality countries are unlikely to 
commence dispute settlement proceedings except to contest the most 
suspect regulatory measures. Nevertheless, central bankers should study 
NAFT A as an important new source of law governing financial services 
regulation. 
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Changed Circumstances 

The most important NAFTA-related development concerns the 
untortunate events that have befallen Mexico in recent months. In early 
1 99 5 ,  the Mexican banking and monetary systems were in the midst of a 
severe liquidity and confidence crisis. Had it not been for the rescue pack­
age arranged by the U .S .  Department of the Treasury, the International 
Monetary Fund, the World Bank, and a number of other public and pri­
vate sector lenders, a large portion of Mexico's mature dollar debt would 
have gone unpaid. 

Following a drastic devaluation of the peso, large amounts of short­
term dollar investment fled Mexico for other markets. Some of Mexico's 
largest banks were taken over by Mexico's banking authorities. The lack 
of confidence in public sector and banking debt caused the rates of inter­
est on that debt to exceed 50 percent. While inflation was estimated at 
approximately 30 percent a year, some merchants and consumers had to 
pay rates in excess of l 00 percent a year for their loans. As a consequence, 
commercial and consumer default and insolvency threatened. 

Meanwhile, the loan loss reserves required by Mexico's National 
Banking Commission ( monies segregated from bank capital and returned 
earnings, and placed in a special account to cover the eventuality of loss­
es) were increased. This reserve requirement places considerable pressure 
on the banks' ability to meet both liquidity and capital adequacy require­
ments: as banks struggle to satisfY their reserve requirements by reducing 
their net capital, compliance with capital adequacy requirements becomes 
difficult. In addition, Mexican authorities have begun implementing a 
program of monetary austerity, which has restricted the supply of lending 
capital to Mexico's banks, merchants, and consumers. 

The severe scarcity of dollars that preceded the austerity measures had 
already pressured Mexican banking regulators to relax Mexico's excep­
tions to 1:\AFTA's national treatment principle . '  These exceptions were 
intended to usher in competitive foreign financial services gradually over 
two decades. The sharp devaluation of the peso, the ensuing massive 
flight of dollars, and the policy of monetary austerity accentuated 
Mexico's need for foreign lending capital . Accordingly, almost from the 
time that it was put into effect, the 30 percent limitation of foreign stock 
ownership of financial institutions imposed by NAFTA2 was bypassed by 
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an authorization enabling foreign financial institutions to set up wholly 
owned subsidiary holding companies .3 Similarly, Mexico's authorities 
may be considering the elimination of NAFTA limits on the total market 
share serviced by foreign banks. If this market share l imitation were elim­
inated, some Mexican banks might easily be acquired or taken over by 
foreign banks as a result of the present low value of their stock. These 
acquisitions or takeovers, however, would be strongly opposed by 
Mexican controlling stockholders, who fear losing not only their control 
but also most of their investment. The opening of Mexico's financial 
markets to foreign competition, therefore, is far from being as unevent­
ful, gradual, or evolutionary a process as contemplated by l':AFTA. 

A Time for Realistic Evaluation 

Arguably, this crisis merely precipitated the inevitable. When the 
Mexican bank nationalization decree was set aside, the newly privatized 
banks were not acquired in open and public bidding. Also, the high prices 
paid for the privatized banks did not reflect the true value of their assets. 
In exchange for being selected as buyers by Mexico's authorities, the buy­
ers paid higher prices than those that could have been obtained in an 
open market. In addition, they paid either cash or its equivalent. 
Consequently, the privatized banks started operations with insufficient 
working capital and with fewer dollars than were needed to repay the 
continuously mounting dollar debt or to collateralize loans that needed 
to be supported by dollar-denominated assets. Despite the sharp surge of 
short-term dollar investments in Mexico during the term of the previous 
Administration, the dollar debt of the privatized banks did not improve. 
Consequently, even if the present devaluation had not taken place, 
Mexican banks would not have been in a position to compete with their 
l':AFTA rivals in financing the acquisition of dollar-denominated raw 
materials, inventory, equipment, or services. 

There is a degree of unreality concerning the financing of cross-border 
trade obligations in NAFTA's rules on "solicited" and "unsolicited" 
cross-border trade obligations. While in practice it is difficult to distin­
guish between unsolicited and solicited transactions, solicited transac­
tions are subject under l':AFTA restrictions to a "standstill" commitment: 
no further liberalization of solicited transactions need occur under 
NAFTA, but no NAFTA government may become more restrictive than 
it was when NAFTA entered into force . Considering Mexico's depen­
dency on dollars to finance its industrial, commercial, and tourist endeav­
ors and the scarcity of dollars in its banking system, the NAFTA 
exceptions and reservations restricting the flow of institutional dollar 
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loans4 seem to amount to a protectionist luxury that the nation can ill 
afford. 

The inescapable reality is that for NAFTA to succeed the liberalization 
of both solicited and unsolicited cross-border transactions must occur. 
Otherwise, the absence or the high cost of credit with which to acquire 
raw materials, equipment, inventory, and services will continue to drive 
small- and medium-sized Mexican businesses into bankruptcy. The sur­
vival of much of this vital segment of Mexico's economy is at stake. 
Similarly, the inability of Canadian and U .S .  industrial investors to finance 
their investments in Mexico by carrying with them their home country 
lines of credit may continue to prevent significant investments from being 
made in Mexico. The modernization of Mexico's Secured Transactions 
Law and its harmonization with Canadian and U.S.  law and practice are 
absolutely necessary for the health, safety, and soundness of the country's 
banking industry and investment picture. 



Ch apter 

10 Banking Law Developments in Latin 
America 

JORGE GUARDIA 

Introduction 

There have been a number of interesting developments in banking 
law and practice in Latin America, particularly in the past five years. These 
developments, however, have not taken place in isolation. They form part 
of a more general economic and political change toward liberalization in 
the region. 

To appreciate the significance of these developments, it is necessary to 
place them in the proper historical context. The economies of these coun­
tries were characterized by the existence of protectionist policies; complex 
banking, exchange, and trade systems; and distortions that promoted 
inefficient operations at very high costs. Governments intervened in the 
market through price controls, subsidies, and other distortions. The 
growth of the public sector in these economies was accompanied by the 
transformation of the role of government. This transformation brought 
about new legal developments, concepts, and jurisprudence, facilitated by 
liberal court interpretations of the government's right to affect certain 
constitutional rights, such as free enterprise and private property. 

Banking systems in Latin America were seriously affected. Under 
extensive prohibitions and government intervention in their credit poli­
cies, banks were unable to perform well or to develop safely and sound­
ly. The best examples, or perhaps the worst, of constrained banking 
systems were found in countries where private banks were confiscated and 
nationalized; credit to the private sector was officially allocated to devel ­
opment and other privileged activities; interest rates were fixed by central 
banks and often divorced from market reality; and cumbersome licensing 
systems were in place. I ronically, while credit was scarce and expensive for 
many productive activities, it was ample and available at low cost to gov­
ernments and their controlled enterprises. 

The results of this approach to development are well-known. High 
inflation and low economic growth were present in the region for all 
those years, accompanied by high unemployment, capital flight, exchange 
rate depreciations, and recurrent balance of payments crises. 
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As a reaction, a new market-oriented approach to economic develop­
ment emerged. It was first put into practice in Chile some twenty years 
ago . !  The approach has increased in popularity in other Latin American 
countries in the second half of the 1 980s and the early part of the 1 990s. 

The pioneers of this movement in Chile gradually transformed their 
system into a market-oriented economy. Practically all areas of production 
and financial organization, including the public sector, were affected. To 
reduce inflation, restore confidence in investment, and resume growth, 
fiscal deficits were reduced. Subsequently, the trade and price systems 
were liberalized, and the economy of this country, in response, began to 
grow at very high rates. The financial system was also liberalized, but not 
without difficulties and setbacks. Commercial banks and financial institu­
tions were freed from restrictions. I nterest rates began to reflect market 
conditions, and credit controls were lifted, enabling banks and financial 
institutions to undertake their own risks. As a result, credit to the private 
sector expanded rapidly, banking business flourished, and financial activ­
ity increased. 

Despite the change, neither banks nor the banking supervisory author­
ities were fully prepared for sudden and complete liberalization. The 
availability of credit increased, supplemented by large capital inflows. 
I ncreased competition caused banks and financial institutions to under­
take riskier operations and, in some cases, to concentrate their invest­
ments heavily in a few debtors or interrelated groups without making the 
necessary provisions for possible default. These practices eventually led to 
troubles in tl1e banking system .  

The banking crisis climaxed under particularly adverse external condi­
tions in Chile in the late 1970s and early 1 980s when oil prices escalated. 
A number of financial institutions failed or came under tremendous finan­
cial stress. The central bank was forced to intervene to bail them out. 
1\:evertheless, the authorities acted promptly to rectify the problem: they 
enacted more effective norms and procedures to control financial institu­
tions, emphasizing prudential supervision . The banking crisis was a hard 
and costly lesson. I t  might even have delayed financial liberalization 
throughout Latin America, as other countries feared that they might 
experience similar events. 

Fortunately, the banking crisis did not end the process of economic and 
financial liberalization, which resumed more vigorously and spread widely 
to other countries in the late 1 980s. It was led this time by Mexico and 
Argentina, which embarked upon substantial and comprehensive struc­
tural adjustment programs, including price liberalization, the reduction 
of protectionism, financial openness, and privatization of many govern­
ment enterprises. These countries were followed by Colombia, Uruguay, 
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Paraguay, Venezuela, the Dominican Republic, and some of the smaller 
nations in Central America in the early 1 990s, with very commendable 
results. Inflation and devaluation have been reduced, aided by strong cap­
ital inflows and encouraged at least in part by renewed confidence in eco­
nomic and legal developments. In 1 993, the combined rate of growth in 
Latin America was one of the highest in the world, and the prospects to 
reduce unemployment and alleviate poverty seem better today than ever. 

Developments in Central Banking Law 

Redefining the Role of the Central Bank 

Banking legislation approved in Latin America in the early part of this 
decade significantly redefined the role of central banks. The central 
banks' objectives, which in some instances had been very broadly defined 
to include the financing of economic development and direct involve­
ment in the attainment of balanced growth and equitable distribution, 
have been narrowed to the promotion of monetary stability and other 
secondary but related tasks. The inflationary experience of the past three 
decades and the unsatisfactory results in real growth made governments 
realize that they were in a better position to undertake directly the role 
of development, and that it had been erroneous to overburden central 
banks with responsibilities other than monetary stability. 

The objectives of modern central banks are now more specialized. The 
Constitutional Organic Act of the Central Bank of Chile restricts the 
objectives of the Central Bank to "oversee[ ing] monetary stability and 
the proper functioning of the internal and external payments system . "2 In 
Argentina, the central banking law of 1991 prescribes that "the primary 
and fundamental mission of the Bank is to preserve the value of the cur­
rency. "3 These two provisions are good examples of well-defined objec­
tives for a central bank. The most ambitious, however, is the 1 992 
Colombian Organic Law of the Bank of the Republic, which not only 
limits the objectives of the central bank "to maintaining the purchasing 
capacity of the peso," but also requires it "to adopt specific inflation tar­
gets, which shall always be lower than those obtained in the last regis­
tered results. "4 This provision gives responsibilities to the Board of the 
Bank to pursue policies conducive to reducing inflation, regardless of the 
results that may be obtained in the real sector of the economy. This law 
is very unusual; although it may not necessarily be the model that otl1ers 
will want to follow, it is certainly noteworthy. 

The Senate in Uruguay also has approved a well-balanced provision, 
which,  in part, states: 
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The objectives of the Central Bank of Uruguay shall be as follows: (a)  to 
ensure the stability of the national currency, (b)  to ensure the normal func­
tioning of the internal and external payment systems, (c) to maintain an 
adequate level of international reserves, (d) to promote and maintain the 
soundness, solvency, and proper functioning of the national financial sys­
tem . . . .  5 

Article 4 of this law, the Organic Charter of the Central Bank of Uruguay, 
provides that the Central Bank shall be authorized to undertake all the 
actions and obligations as may be necessary to fulfill its objectives.6 This 
language becomes relevant for at least two reasons: first, all the implied 
powers that the Central Bank might claim in the future should be con­
sistent with the stated objectives; and second, there is a principle in pub­
lic law under which no public institution can undertake any actions other 
than those for which it has express authorization in the law. If the objec­
tives are broadly defined-to include, for instance, development activi­
ties-the Central Bank would be legally entitled to engage in any activity 
consistent with development even if it runs counter to the goal of mon­
etary stability. This, however, could not be the case in Uruguay. 

Rediscovering Central Bank Independence 

Redefining the role of the central bank was a very significant step on 
the long and difficult path to stability in Latin America. It was not 
enough, however. Central banks needed to consolidate their indepen­
dence. A conceptual distinction was drawn between formal independence 
and effective independence, the first being the central bank's legal capac­
ity to make decisions on matters under its jurisdiction. Formal central 
bank independence was acquired long ago, when the decision was made 
to remove the function of printing money from the hands of the institu­
tion most likely to spend it. But central banks were chartered banks. 
Because the government was authorized to subscribe the capital and to 
become the sole shareholder, it felt it had the right to control the central 
bank's policies, including the extension of credit. In these circumstances, 
formal independence did not mean very much . It was necessary to go one 
step farther. 

To secure their independence, many Latin American central banks were 
granted constitutional status. The most independent of these, by far, is 
the Central Bank of Chile. The Chilean Constitution provides as follows: 

Article 97. There shall be an autonomous institution of a technical nature, 
with its own resources, to be known as the Central Bank; a constitutional 
Organic Law shall define its composition, organization, functions and 
powers. 
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Article 98. The Central Bank may only carry out operations with public or 
private financial institutions. It may under no circumstances extend its guar­
antee to them, nor may it purchase securities issued by the Central 
Government, its agencies or enterprises. 

In no case may public expenditures or loans be financed through direct or 
indirect credits from the Central Bank. 

In case of war or threat thereof, as determined by the National Security 
Council, the Central Bank may obtain, grant, or finance credit to the 
Government and public or private institutions. 

The Central Bank may not adopt any provisions that, directly or indirectly, 
introduce rules or requirements of a different or discriminatory nature against 
persons, institutions, or entities engaged in operations of a similar nature.? 

Under the Central Bank of Chile's charter, members of the Board are 
appointed by the President of the Republic upon confirmation by the 
Senate, for a period of ten years.s The Governor also is appointed by the 
President from the members of the Board, for a term of five years. 9 Both 
the Governor and the directors can be removed only for legal cause, and 
such removal needs to be ratified by the Senate . I O  There is no doubt that 
these provisions assure members of the Board of Directors and the 
Central Bank a good degree of independence. 

The Central Bank of Argentina is also very independent. It is an 
"autarchical institution," which has the highest degree of independence 
under Argentine law. The Board of Directors and the Governor are 
appointed by the President, upon confirmation by the Senate, for a pe­
riod of six years. I I  The Central Bank is not subject to orders from the 
Federal Government, l2  and the directors can be removed only for legal 
cause, subject to the recommendation of a committee of Congress. 1 3  

Mexico did not want to trail behind this trend toward central bank 
independence. Article 28 of its national Constitution was amended to 
grant the Bank of Mexico constitutional status, to provide for full auton­
omy in its functions and administration, to clarify that the appointment 
of directors would be made by the President of the Republic with the 
approval of the Senate or the Permanent Commission, and to state that 
their removal would be possible only for legal cause . 1 4  Directors will no 
longer serve at the pleasure of the Minister, and the central bank will not 
be obligated to receive orders or instructions from the Federal 
Government. I S 

Accountability 

The independence of central banks brought along matching responsi­
bilities. In addition to the personal liability for negligence or wrongdoing 
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that is common to all public officials, some central bankers now face the 
duty to report to parliament on the activities of the central bank. This 
obligation is called accountability. The central banks will no longer silent­
ly transmit to their governments reports and information that may be 
embarrassing to disclose publicly. They are now accountable to the politi­
cians in congress. This is democracy at work. 

Chile, Argentina, and Colombia are among the countries where 
reporting to congress is required. l 6  In Colombia, announcing the infla­
tion targets set out by the central bank is also a legal requirement, there­
by greatly facilitating accountability. 

The traditional concept of bank secrecy also has evolved tmvard trans­
parency and full disclosure. The central banks are now periodically dis­
closing information on both currency issuance and the levels of their 
international reserves. This is another welcome development. When full 
disclosure is mandatory, bank officials tend to be more careful not to let 
certain key variables move in the wrong direction. Members of the finan­
cial community also are able to make better-informed decisions when 
information is readily available. 

Key Functions 

Go!'crnmcnt Financing 

The history of Latin America is filled with examples of high inflation 
associated with central bank financing of the government. Many of tl1e 
statutes permitted the central banks to extend ample credit to their gov­
ernments; in some cases, the statutes permitted unlimited access to the 
resources of the central banks by the public sector. The new trend, how­
ever, is to limit significantly the amount of such credit. The most auda­
cious central banks have gone one step farther by mandating zero credit 
for their governments. 

The pace is once again set by Chile and Argentina. Article 27 of the 
Chilean central bank act prohibits altogether the financing of the 
Government, including the extension of guarantees, with the sole excep­
tion of foreign war or the threat of foreign war. l 7  Argentina also prohibits 
direct financing of the Government. IS Indirect financing through the 
acquisition of negotiable instruments issued by the Government is lim­
ited: the yearly balance cannot increase by more than l 0 percent over the 
balance held the previous year. l9 

Venezuela has interesting provisions in this respect. Its central bank­
ing law prohibits the extension of direct and indirect credit to the 
Government.20 It only permits the acquisition of government paper from 
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the secondary market in open market operations.2 1  In this manner, the 
provisions of direct and indirect credit to the Government is avoided, as 
government paper purchased by the Central Bank in the secondary market 
presumably has been acquired by other persons before. In addition, the 
acquisition of government securities is limited to satisfYing the monetary 
needs of the Central Bank's financial programming. 

Interest Rates and Control of Credit 

Another interesting development ( in some of the banking legislation ) 
is the absence of legal authority for central banks to control the i nterest 
rates that financial institutions can charge. Similarly, the laws lack provi­
sions empowering central banks to limit the total amount of credit or to 
allocate such credit to preferred or privileged activities. This development 
is one of the clearest examples of the new approach to liberalizing the 
financial markets that is taking place in law and in practice. The reason­
ing is that the level of lending and deposit rates must reflect the scarcity 
of funds, and that the most effective way to control the expansion of 
credit is through open market operations. It is furthermore believed that 
freedom to grant credit to all legal activities according to demand and 
supply will promote a better allocation of resources and growth . 

Although central banks seem to be losing to the market those functions 
that made them so powerful in the past, they are gaining other rights and 
obligations that will  also make them powerful .  Such is the case with the 
Central Bank of Chile, which is now entitled under Article 35 of its law 
to set the terms and conditions for the operation of participants in the 
capital market and the financial system .22 The Central Bank of Argentina, 
which could set interest rates only for its own securities, can now estab­
lish all the technical solvency requirements and liquidity ratios that banks 
and financial institutions must observe .23 Similarly, the Central Bank of 
Uruguay will  not be able to control interest rates, but it will have the 
power to set the maximum exposure that banks and financial institutions 
can undertake in foreign currencies.24 

Exchange Rate Systems 

The debate over the best exchange rate system for developing countries 
has been extensive in Latin America. Comparative analysis of old and new 
legislation leads to no definitive conclusions. Practically all exchange systems 
can be found in the region, and each has advantages and disadvantages. 

References to par values still remain in the statutes of many countries, 
while flexible exchange regimes are now in place in other countries. At 
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one extreme, there are countries such as Costa Rica, whose Constitution 
still dictates that the par value of the national currency, and any change 
thereof, must be established by a formal law of Congress.25 In Venezuela, 
the central banking law enables the Central Bank to let the bolivar float 
freely in the market, but the consent of the Minister must be obtained 
beforehand. 26 

Argentina has perhaps the most intriguing provisions. Article 29 of its 
central banking law authorizes the Central Bank to establish rules to gov­
ern exchange transactions.27 In addition, Congress sanctioned a new ver­
sion of the old gold standard, under which the austral was made 
convertible into U .S. dollars at a rate of 1 0,000 australs per U.S.  dollar.28 
(Subsequently, the austral was changed into Argentine pesos at a rate of 
1 0,000 australs per Argentine peso, so that one Argentine peso is equiv­
alent to one U.S.  dollar. ) Quotations in the exchange market can still 
vary, and the Central Bank must stand ready to intervene in the market 
when appropriate to do so. 

Chile, however, opted for establishing its exchange system directly in the 
law and thus prevented the Central Bank from modifYing it. The exchange 
system chosen is rather free. All persons have the right to enter freely into 
exchange transactions.29 Although the Central Bank has the authority to 
introduce certain exchange restrictions affecting the capital account, com­
mercial banks are free to set the corresponding exchange rate.30 

Developments in Bank Supervision 

There have also been developments in bank supervision, both in the 
law and regulations, prompted by the liberalization of the financial sys­
tem,  growing technological advances, and the integration of world fi nan­
cial markets. The underlying philosophy is that banks and financial 
institutions should be free to allocate credit according to market forces 
and should be entitled to set the terms and conditions for their operations 
in an environment of ample competition. However, very strict rules 
should be set for bank behavior, particularly concerning risky operations, 
in order to protect depositors and the financial system as a whole. For 
these purposes, a number of financial requirements, restrictions, and obli­
gations have been incorporated in some of the most recent banking leg­
islation, including provisions to strengthen the powers of the supervisory 
authorities. 

Articles l and 49 of the Credit I nstitutions Law enacted in Mexico in 
July 1 990 summarize this philosophy and the comprehensive approach 
taken to banking legislation: 
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The purpose of this law is to regulate banking and credit services, the orga­
nization and operation of credit institutions, the activities and operations 
they may undertake, their sound and balanced development, the protection 
of the public's interests, and the terms on which the State will exercise its 
fi nancial oversight of the Mexican banking system. 

Credit institutions shall invest the resources they obtain from the public and 
carry out the operations that give rise to their contingent liabilities on terms 
that will allow them to maintain adequate security and liquidity conditions. 
The Secretariat of Finance and Public Credit, after consulting the Bank of 
Mexico and the National Banking Commission, shall determine the ratings 
of assets and of operations giving rise to contingent liabilities, and of such 
other operations as the Secretariat itself may determine, on the basis of their 
security, and shall likewise determine the maximum percentages of current 
liabilities and contingent liabilities that may be represented by the various 
groups of assets and operations arising from said ratings . . . . 3 1  

Some other important supervision provisions can be  summarized as 
follows. Article 50 prescribes that credit institutions must maintain at all 
times a minimum capital equal to no less than 6 percent of their total 
assets, classified and valued in accordance with the corresponding risks 
involved. Past gains or losses must be added to, or deleted from, the cap­
ital account. Article 5 1  permits the Minister to establish, by regulations, 
the limits on credit that a bank can lend to related persons. Articles 
99-l 02 contain a detailed list of requirements for proper accounting, 
financial reports, and valuation rules. The law includes rigid provisions on 
permitted and prohibited operations and transactions, intervention with 
respect to failing institutions, and sanctions .  

One of the novel provisions found in  this law is contained in Article 52,  
which enables banks to enter into contracts with the public electronically. 
The contracts must state 

• the operation and services covered, 

• the means of identification and the corresponding responsibilities, and 

• the means to create, modif)', transmit, or terminate the correspond­
ing rights and obligations.  

Article 52 further stipulates that the means created by contract in sub­
stitution of the personal signatures shall produce the same legal effects 
that the law grants to the corresponding instruments. 

Conclusion 

The most interesting development in banking law in Latin America is 
the philosophical change that is taking place. The new approach toward 



168 • Banking Law Developments in Latin America 

central banking legislation is definitely more modern, market-oriented, 
and favorable to the development of a free, competitive, and efficient 
financial system geared toward integration with its larger partners in the 
world economy. Under the new approach, the central bank is called upon 
to concentrate on monetary stability. It will no longer seek to control the 
fate of the productive sector by directly allocating financial resources, 
granting subsidies to stimulate privileged activities, or fixing interest 
and exchange rates to postpone the adjustment of macroeconomic 
imbalances. 

In addition, although free enterprise is the new approach, bank super­
vision and prudential control to protect depositors and the financial sys­
tem are stricter and more severe than ever. This is a welcome change. 

Other interesting developments in banking law include the indepen­
dence that the central banks are gaining, reinforced by the required 
agreement by legislatures with respect to the appointment of directors; 
the new role of the superintendency, more independent and powerful 
than before; the introduction of more precise and comprehensive defini­
tions of banks, banking business, and financial institutions, similar to 
those prevailing in common law countries; the adjustments of capital 
requirements for banks and fi nancial institutions and the maintenance of 
their net wealth values in real terms under a sophisticated classification 
system for assets and liabilities, together with the corresponding provi­
sionings; the classification and valuation of assets and stand-by credits 
under international standard rules; and the more active role to be played 
by external auditors, whose opinions will have to address issues of com­
pliance with the law by financial institutions. 

It is fair to say that central banks and the associated banking legislation 
in Latin America are moving in the right direction. It is to be hoped that 
the provisions incorporated in the laws of the pioneering countries will be 
harmonized with those of their neighbors and extended to all territories, 
trom the Rio Grande to Tierra del Fuego. 



COMMENT 

ERNESTO V. FELDMAN 

This comment focuses on issues that deserve consideration in review­
ing banking law developments in Latin America. First, the comment will 
consider the role of central banks and the corresponding need for legis­
lation to regulate and manage the payments systems of domestic tlnancial 
markets. It will then address the role played by state-owned banks in the 
performance of these systems. 

Role of Central Banks 

Recent legal developments in banking law and practice in Latin 
America must be considered in historical context. Traditionally, central 
banks' powers in Latin America have been misused and abused, not only 
by their tlnancing of public sector deficits but also by their embarking on 
various quasi -tlscal activities that not only put in jeopardy the basic objec­
tives of price stability but also fueled intlation and led to some well­
known hyperinflationary episodes in several countries. 1  

The situation i n  Latin America has changed dramatically, particularly 
during 1990-93, notwithstanding the recessions experienced by industri­
al countries. After the uneven and painful adjustment phase tc>llowing the 
emergence of the debt crisis, the region has had an impressive 
turnaround. Since 1 990, substantial progress has been made in reducing 
macroeconomic imbalances, lowering intlation, and-something that was 
completely absent in the 1980s-improving growth performance . 
Excluding Brazil, the region's output rose by about 3 11! percent a year 
during 1 990-93, compared with an average rate of about I percent dur­
ing 1983-89 .  It is premature to talk about consolidation of the econom­
ic situation as many challenges remain unsolved; however, the recent legal 
developments in banking constitute a necessary, albeit not sufficient, con­
dition to support the movement toward a more market-oriented stance 
in the region. 

An overwhelming trend exists in modern central banking legislation, 
particularly in Latin America, to adopt a narrow definition of central 
banking objectives. While a narrow definition that points to the achieve­
ment of low inflation or price stability is effective, other central banking 
objectives, such as those related to the appropriate functioning of the 
payments system and to the soundness of the financial system, must not 
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be neglected. These objectives are subsidiary to the central objective of 
price stability, but they should not be disregarded. Meeting these objec­
tives would reinforce and complement the achievement of price stability. 
There has been a tendency in policy debates and in the literature on bank­
ing to perceive a conflict of interest between the objectives of monetary 
policy and banking regulation. This line of thinking would imply, for 
example, that implementing a tight monetary policy might jeopardize the 
solvency of the financial sector and that the objectives of price stability 
and soundness of the financial system may be in conflict. However, such 
a conflict is not a necessary outcome.2 The adoption of appropriate 
macroeconomic policies would facilitate the development of a harmo­
nious relationship between the monetary and regulatory objectives. A 
challenge for banking legislation is thus to help make consistent and har­
monize these two objectives. This is a controversial issue, strongly relat­
ed to the question of central bank independence, which banking 
legislation should continue to address. This legislation should contribute 
a detailed and clear framework that coordinates policies and resolves 
conflicts. 

Accountability is also a crucial concept for financial modernization. It  
should apply to the central bank, and, to the extent possible-and with­
out abrogating the traditional concept of bank secrecy-it should also be 
extended to the entire financial system .  If, because of confidentiality 
rules, full disclosure is not feasible, legislation should be designed in a 
way that maximizes the dissemination of information among those 
demanding bank services. 

The role of the central banks in regulating and managing payments sys­
tems is, in turn, related to the fimction of central banks as "lenders of last 
resort." Precisely because of the complementary nature of central bank­
ing functions, central banks should help maintain appropriate levels of 
liquidity. This is tantamount to granting central banks the role of lender 
of last resort and manager of the payments system. This point is highly 
controversial, and it may be argued that, although central banks should 
regulate the payments systems and intervene to solve payments problems, 
they should not manage those systems. However, central banks should 
manage payments systems, particularly in the still fragile financial sectors 
of Latin America. Functioning as a lender of last resort and providing a 
rational deposit insurance scheme are basic central bank functions, link­
ing monetary policy and banking supervision. In some countries, there is 
a tendency to associate the modernization of the payments system with 
the incorporation of new technologies, while neglecting or lagging 
behind in the introduction of legislative and regulatory aspects. 
Legislation on the functioning of the payments system, with all its 
present technological and institutional intricacies, constitutes a crucial 
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instrument needed to avoid the emergence of systemic crisis in the finan­
cial systems. 

Role of State-Owned Banks 

Finally, state-owned banks present one of the most significant and 
neglected issues, in both the theory and the practice of banking. State­
owned banks have played a dominant role in the fi nancial sectors of Latin 
America and elsewhere. When Latin American governments followed an 
interventionist policy, the state-owned banks' function was shaped by the 
monetary authorities' aim to channel subsidized resources to sectors and 
regions that would most likely not be provided for under a market­
oriented policy, and to manipulate sizable amounts of financial resources 
pertaining to public enterprises. In performing these activities, state­
owned banks would most often circumvent monetary and regulatory 
rules; in other words, they became the frustrators of monetary policy and 
other regulations. 

Unless state-owned banks are privatized or seriously streamlined and 
restructured, and unless legislation contemplates explicitly the modus 
operandi of these institutions, they may, in this new era of central bank 
independence, frustrate market-oriented policies, adopting themselves 
some of the interventionist roles previously performed by central banks. 3 
A crucial and difficult legislative task ahead is to avoid the exploitation of 
loopholes, which the legislation on central banks and on fi nancial inter­
mediaries in general has thus far not been able to avoid. For example, in 
1992 , one Latin American country enacted market-oriented central 
banking legislation. However, the legislation on state-owned banks was 
not essentially changed, and these banks' modus operandi continued to 
be highly interventionist. Hence, the distortion of resource allocation 
generated in the financial system by these institutions has not stopped. 

An important challenge facing policymakers and lawmakers is to iden­
tify and remove the mechanisms by which state-owned banks can remain 
an obstacle to the transmission of monetary policy. While adequate bank­
ing legislation would certainly contribute to overcoming such a situation, 
the political determination to continue implementing stabilization and 
structural adjustment programs remains crucial. 
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l lA. Report from the Board of Governors of the Federal 
Reserve System: Establishing Foreign Bank Offices in 

the United States 

J. VIRGIL MATTINGLY, JR. 

Introduction 

There is no doubt that financial markets globally are becoming more 
integrated .  One important aspect of that integration from the point of 
view of the Board of Governors of the Federal Reserve System (the 
Federal Reserve Board, or the Board) is the entry and expansion of 11011-

U .S .  banks in the U .S. market. This chapter briefly addresses the role of 
the Federal Reserve in the implementation of the Foreign Bank 
Supervision Enhancement Act of 1 99 1  ( FBSEA ) . ' FBSEA is the most 
recent major piece of U .S. legislation concerning the offices of foreign 
banks in the United States. 

Growth of U.S. Activities of Foreign Banks 

Over the past two decades, the presence of foreign banks in the United 
States and their importance to the U .S .  financial system and economy 
have grown substantially. From year-end 1 973, the first year for which 
the Federal Reserve collected data, through year-end 1 992, the reported 
assets of branches and agencies of foreign banks located in the United 
States grew from S25 billion to more than S700 billion . By comparison, 
over the same period, assets at domestic offices of U .S .  banks increased 
about threefold, to more than $3 trillion . U .S .  branches and agencies of 
foreign banks currently account for about 1 8  percent of assets of all bank­
ing offices in the United States, a considerable increase from the 3 per­
cent at year-end 1 973.  Moreover, recently collected data show that the 
assets of branches and agencies of foreign banks operating in the United 
States, in combination with their branches in offshore banking centers, 
had about 30 percent as much in total assets as all U . S .  banks. With com­
mercial and industrial loans to U .S .  borrowers of more than $220 billion, 
these offices of foreign banks have extended about one-half as much in 
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business loans to U.S .  residents as all U.S.  chartered banks. This growth, 
coupled with cases of fraud and other criminal activity by certain banks in 
the 1 980s, convinced the Federal Reserve that U.S .  regulators, both state 
and federal, needed to pay greater coordinated attention to the U.S .  
offices of foreign banks. In particular, the Federal Reserve came to believe 
that there should be prior federal review of foreign bank entry and expan­
sion in the U.S.  market and that there should also be a federal role in ter­
minating an office of a non-U.S .  bank for unsafe and unsound banking 
practices. 

Foreign Bank Supervision Enhancement Act (FBSEA) 

FBSEA, which was based on a legislative proposal submitted by the 
Federal Reserve Board to the committees of the U.S .  Congress responsi­
ble for banking matters, became law on December 1 9, 199 1 .2 The statute 
was intended to close gaps in the supervision and regulation of foreign 
banks in the United States and to ensure that foreign and domestic banks 
were regulated consistently.3 FBSEA established for the first time uniform 
standards at the U .S .  federal government level for the entry and expan­
sion of non-U.S .  banks in the U.S .  market and substantially increased the 
role of the Federal Reserve in the ongoing regulation and supervision of 
their activities. 

While FBSEA amended the International Banking Act of 1 978,  the 
core statute that regulates the U.S .  branches, agencies, and representative 
offices of foreign banks, FBSEA was not intended to change the basic 
policy of according national treatment to foreign banks that is embodied 
in the International Banking Act.4 The principal requirements contained 
in FBSEA-enhanced supervision and increased examinations by a feder­
al regulator, and a demonstration that the non-U.S .  bank is subject to 
comprehensive supervision on a consolidated basis-are equivalent to the 
requirements imposed on U .S .  banks.s 

Implementing FBSEA 

Through FBSEA, the U.S.  Congress substantially increased the 
responsibilities of the Federal Reserve by expanding the scope of its reg­
ulatory and supervisory duties with respect to non-U.S .  banks. Since its 
enactment, the Federal Reserve has devoted substantial effort and 
resources to ensure that FBSEA's mandate of enhanced supervision of 
non-U.S .  banks is fulfilled as expeditiously, yet as carefully and thor­
oughly, as possible.  Similar to any statute constructing a new regulatory 
and supervisory framework, FBSEA has presented many challenging 
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issues of implementation. For example, in order to assure compliance 
with a provision of FBSEA requiring annual examinations of foreign 
branches and agencies,6 the Federal Reserve was required to hire and 
train large numbers of new examiners in a very short space of time. 
Moreover, both the Federal Reserve Board and the Federal Reserve 
Banks have been required to increase their legal staffs significantly. While 
implementation has come a long way since the date of enactment of 
FBSEA, this process is a continuing one . The Federal Reserve expects 
that, over time and with the benefit of experience, it will be able to per­
form its duties under FBSEA more efficiently and more effectively. 

Since the enactment of FBSEA, the Federal Reserve Board has taken 
the following actions, among others, to implement its provisions. 

Rule Making 

In  January 1993, the Board issued a final rule implementing the pro­
visions of FBSEA that require prior approval of the Board for the estab­
lishment of branches, agencies, commercial lending companies, and 
representative offices by non-U.S .  banks.? The final rule, which super­
seded interim rules that the Board had adopted in April 1992,8 contains 
provisions concerning examinations and lending limits.9 The section of 
the Board's final rule implementing the comprehensive consolidated 
supervision standard of FBSEA sets forth a number of illustrative factors 
that the Federal Reserve will consider in evaluating whether the standard 
is met in a particular case . I O These factors were included in the rule in 
recognition of the fact that different supervisory systems deal with par­
ticular supervision issues in different ways. For example, not all systems 
rely on on-site examinations to the same extent as that of the United 
States, and financial accounting practices may differ from one jurisdiction 
to another. As part of the final rule, the Board requested additional public 
comment on those portions of the final rule that deal with representative 
offices of foreign banks . l l  Comments were sought on the definition of a 

representative office and on the standards that should govern the activi­
ties of a representative office . Following review of the public comments, 
the Board took further action with respect to representative offices in 
January 1996. 12 

Capital Equivalency Study 

In  June 1992 , the Board and the Secretary of the Treasury issued 
under FBSEA a Capital Equivalency Study, 1 3  which examined the capital 
standards under which non-U.S .  banks operate and also established 
guidelines to be used in evaluating the capital of non-U.S.  banks applying 
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to conduct business in the United States. In broad terms, the study con­
cluded that the minimum capital standards established by the Basle 
Capital Accordl4  provide a common basis for evaluating the general 
equivalency of capital among banks from various countries. 

Subsidiary Study 

In December 1992, the Board and the Secretary of the Treasury issued 
a Subsidiary Requirement Study, I S which examined the issue of whether, 
under FBSEA, non-U.S.  banks should be required to operate in the 
United States only through subsidiary banks and not through branches 
and agencies. The study concluded that non-U .S. banks should not be 
limited to operating in the United States only through subsidiaries. 

Powers of State-Licensed Branches and Agencies 

In January 1993, the Board issued for public comment proposed reg­
ulations implementing a provision of FBSEA to limit the powers of state­
licensed branches and agencies of foreign banks to those powers held by 
federally licensed branches. l 6  The Federal Deposit Insurance Corporation 
(FDIC), which, together with the Board and state banking authorities, 
supervises state branches and agencies, issued its companion proposed 
regulation in late March 1993. 1 7 Following review of the public com­
ments and in consultation with the FDIC, the Board issued a final rule 
with respect to powers of state branches of non-U.S .  banks in November 
1994 . 1 8 

Application Procedures 

In March 1 993, the Board announced new procedures designed to 
streamline the review of FBSEA applications. l9 Most notably, the new 
procedures establish simultaneous review of applications by staff of the 
Federal Reserve Bank and the Board and impose deadlines for the preac­
ceptance phase of review.20 

Comprehensive Supervision and Regulation on a Consolidated Basis 

FBSEA permits the Board to terminate the activities of a non-U.S .  
bank's branch, agency, or commercial lending company if  the non-U.S. 
bank is not subject to comprehensive supervision or regulation on a con­
solidated basis by its home country supervisor.2 1  In making its decision 
to terminate, the Board may consider the bank's relative size and length 
of operation in its home country, and the effect of termination on the 
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commerce and trade of the community in which the bank's office is locat­
ed.22 However, the size of a non-U.S. bank may not be the sole determi­
native factor in the decision to terminate its offices in the United States.23 
Thus, the offices of a non-U.S. bank from a smaller country, particularly 
a bank that is from a developing country and that is relatively small in 
terms of assets, will not be at risk solely because of its small size . FBSEA 
requires the Board, in consultation with the Secretary of the Treasury, to 
develop and publish criteria to be used in evaluating the operation of any 
non-U.S .  bank in the United States that the Board has determined is not 
subject to comprehensive supervision or regulation on a consolidated 
basis.24 The Board developed proposed criteria in consultation with the 
Department of the Treasury and the Office of the Comptroller of the 
Currency ( OCC).25 The Board is expected to issue a final rule in early 
1996. Until such time as the guidelines are issued, it is the policy of the 
Federal Reserve to take appropriate action against a non-U.S. bank when 
the most recent examination of the bank's U .S .  office has identified mate­
rial deficiencies that may be related to home country supervision . Such 
action could include placing limitations on the foreign bank's U.S .  oper­
ations, consulting with the home country supervisor, and, in extreme 
cases, initiating action to terminate the foreign bank's U .S.  operations. 
While publication of the criteria required by FBSEA will make the pro­
cess of evaluating existing foreign bank operations in the United States 
more transparent, the Board does not anticipate that the criteria will rep­
resent a substantial change in this policy. 

FBSEA Applications 

As of May 1994, the Federal Reserve has accepted 37 applications by 
foreign banks to establish branches, agencies, and representative offices. 
The Board has approved 14 of these applications from banks chartered in 
Chile, France, Hong Kong, South Korea, Spain,  Switzerland, Taiwan 
Province of China, and the United Kingdom. Eight applications have 
been withdrawn by the applicants. 

Before the Board staff takes an FBSEA application to the Board for 
approval, it must be confident that the record will support the findings 
that the Board is required to make under the statute . Two crucial findings 
are that the applicant bank and any parent foreign bank are each subject 
to comprehensive consolidated supervision by a home country regulator 
and that the applicant bank and any parent have provided adequate assur­
ances that the Board will have access to the information that it deems nec­
essary to determine safety, soundness, and compliance \\ith U.S .  law.26 In 
order for the Board to make these findings, Federal Reserve staff must 
obtain information on the home country supervision of the applicant and 
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the confidentiality restrictions in the major jurisdictions in which the appli­
cant and its affiliates operate. This information is obtained directly from 
the applicant, from correspondence and consultation with the home coun­
try regulator, and from the Board's own internal information sources. 

The Board makes its comprehensive consolidated supervision determi­
nations on a bank-by-bank basis rather than a country-by-country basis. 
l\'onetheless, once a determination of consolidated comprehensive super­
vision has been made for a bank from one country, a subsequent applicant 
from the same country will be required only to indicate the extent to 
which it is supervised in the same manner as the approved applicant and 
to discuss any material differences in supervision. For example, such dif­
ferences are ones that could have arisen because of the passage of time or 
because the applicant is a different category of banking institution from 
the previously approved non-U.S.  bank. In 1 1  of the foreign bank office 
applications approved by the Board, the Board has made findings regard­
ing the existence of comprehensive consolidated supervision. These 
approved applications are from banks in Chile, Hong Kong, South Korea, 
Spain, Switzerland, Taiwan Province of China, and the United Kingdom. 

In regard to access to information, the Board requests from applicants 
information on the impediments to disclosure of information in any juris­
diction in which the bank applicant or its affiliates conduct material oper­
ations. In addition, the Board requests from the applicant and its ultimate 
parent a commitment that each of them will provide information to the 
Board, to the extent permitted by applicable law, and, if impediments to 
disclosure of information arise, that each will cooperate with the Board to 
obtain any relevant waivers or consents that would permit such disclo­
sure . Finally, the Board has conditioned each of its approvals so that the 
failure by the applicant or its parent to provide necessary information 
would justif}• termination by the Board of any of the applicant's U.S. 
activities or, in the case of a federally licensed branch or agency, a recom­
mendation of termination to the OCC. 

Other key standards that the Board examines in FBSEA applications 
include the compliance of the applicant with U .S .  law and the integrity 
and competence of management.27 A necessary source of information on 
these standards is the name checks requested by the Board from other 
government agencies on the applicant foreign bank, certain shareholders, 
and key personnel . These checks generally are conducted with the 
Central Intelligence Agency, the Department of State, the Federal Bureau 
of Investigation, the Drug Enforcement Agency, the Immigration and 
l\'aturalization Service, the Customs Service, the Securities and Exchange 
Commission, the Federal Reserve Board's Enforcement Unit, and, as 
appropriate, the Department of the Treasury and Interpol. 
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Obtaining and analyzing the requisite information for FBSEA applica­
tions has proved more time-consuming than the Board and staff originally 
expected. In particular, the name checks have caused and continue to cause 
delay in the processing ofFBSEA applications. However, in the wake of the 
Bank of Credit and Commerce International and Banco �azionale del 
Lavoro scandals,28 the Board believes that it is prudent to conduct these 
checks, and it anticipates that they will continue to delay processing of the 
applications. 

The Board has taken a number of steps designed to expedite the com­
pletion of name checks and believes that the time frames for their comple­
tion may improve in the future. Other agencies have been cooperative in 
these efforts. 

Supervision and Examinations 

Beginning in 1992, the Federal Reserve instituted a monitoring pro­
gram to ensure that all state- and federally licensed branches and agencies 
were examined annually, as required by FBSEA.29 In the case of state­
licensed foreign bank operations, each Federal Reserve bank annually coor­
dinates with the state licensing authority to ensure that the operation is 
examined as required. Examinations may be conducted solely by a state 
banking authority or the Federal Reserve, or they may be conducted jointly 
by both agencies. The Federal Reserve is working with other regulators, 
including the Conference of State Bank Supervisors, to develop a compre­
hensive supervision manual for U.S. branches and agencies of foreign 
banks. This manual will provide common policy and procedural guidance 
in the examination and overall supervision of these offices. In conjunction 
with this project, the examination report of U.S. branches and agencies is 
being revised to focus more clearly on areas of supervisory concern. When 
complete, the revised report will be presented for the appro\'al of other 
U.S. bank regulators. 

Additionally, the Federal Reserve is developing a supervisory program 
for state-licensed representative offices of foreign banks. This program 
includes a onetime registration of all these offices, the de\'elopment of 
examination procedures, which are currently being field-tested, and the 
implementation of any off-site monitoring procedures. 

Conclusion 

Non-U.S. banks currently play an important part in  the U.S .  financial 
system.  Through FBSEA, the U.S. Congress has granted the Federal 
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Reserve an important role in the oversight of the entry and activities of 
non-U.S. banks. The Federal Reserve takes this responsibility very seri­
ously because, as financial markets become more integrated, foreign 
banks will have an increasing influence on the economy. 



l iB. Report from the Federal Deposit Insurance 
Corporation: National Deposit Insurance Has Worked 

to Promote Banking Stability 

THOMAS A. ROSE,1 CHRISTINE M. BRADLEY, and LINDA L. STAMP 

Overview 

During the 1 980s, bank failures soared to levels not seen since the 
Great Depression of the 1 9  30s. During those years, the Federal Deposit 
Insurance Corporation (FDIC) was able to cushion the collapse of about 
one-tenth of the U .S .  banking system, contain the damage, and proceed 
to clean up the wreckage while maintaining public confidence in the U.S. 
financial system.  For over 60 years, the FDIC has been successful in main­
taining public confidence in the banking system. 

Prior to the establishment of the FDIC, large-scale cash demands of 
fearful depositors were often the fatal blow to banks that otherwise might 
have survived. Widespread bank runs have become a thing of the past and 
no longer constitute a threat to the industry. Even during the 1980s, with 
bank failures at record levels, bank runs were rarely experienced and read­
ily contained. Money supply on both a local and national level has ceased 
to be subject to the radical contractions caused by bank failures in the 
past. 

To meet these challenges, the FDIC relied on the mechanisms put in 
place in response to the Great Depression, underwent fundamental 
changes, and shouldered once-unimaginable responsibilities.2 

Structure of the U.S. Banking Regulatory System 

The U.S. banking regulatory system has been formed over the past 1 30 
years. It is a complex system, owing in part to the overlapping responsi­
bilities of the various regulatory agencies. Today, at the federal level, the 
Office of the Comptroller of the Currency (OCC) directly charters and 
regulates national banks. 3 The Office of Thrift Supervision directly regu­
lates federally chartered savings and loan associations and has some over­
sight over state-chartered institutions.4 The Board of Governors of the 
Federal Reserve System, which is tl1e central bank of the United States, 
directly regulates bank holding companies and those state-chartered 
banks that are members of the Federal Reserve System.s The FDIC 
directly regulates state-chartered banks that are not members of the 

1 8 1  
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Federal Reserve System and insures the deposits of all of the insured 
depository institutions, including savings and loan associations.6 This 
complex system has evolved out of a long-standing public distrust of a 
strong central bank, dating back to the abolition of the Bank of the 
United States in 1 832. Although several bank consolidation schemes 
have been proposed in the U .S .  Congress,? these proposals are often crit­
icized for placing too much power in the hands of a few regulators and 
thus risking greater politicization of the regulatory framework, and pos­
sibly eliminating healthy competition among regulators to develop open­
minded approaches to new ideas and products. 

History of the FDIC and Bank Failures 

Early Years 

About 9,000 banks suspended operations between the stock market 
crash in the fall of 1929 and the end of 1933; 4,000 banks closed during 
the first few months of 19 33,  and the panic that accompanied these sus­
pensions led President Roosevelt to declare a bank holiday on March 6, 
1933.  At that point, the financial system was on the verge of collapse, and 
both the manufacturing and agricultural sectors were operating at a frac­
tion of capacity.8 Although experiments with deposit insurance at the 
state level date back to 1 829, it took this crisis environment for the pub­
lic to demand national deposit insurance. The FDIC, originally created as 
a part of the Federal Reserve Act, was signed into law by President 
Roosevelt on June 1 6, 1 933.9 

The history of the FDIC cannot be considered apart from concurrent 
changes in economic and banking conditions . The early years of the 
FDIC's existence were marked by caution: banks did not take much risk, 
and regulators kept banks and banking practices within narrow bounds of 
competition. Congress and the public had been chastened by the experi­
ences of the Depression and viewed unfettered competition as having led 
to excesses and abuses. 

From 1934 through 1 94 1 ,  the FDIC handled 370 bank failures, most 
of which involved small banks. Without the presence of federal deposit 
insurance, the number and size of bank failures would undoubtedly have 
been greater. Indirectly, the presence of deposit insurance may have 
encouraged the retention of restrictive state branching laws and main­
tained a number of independent unit banks that otherwise would have 
been compelled to merge. 
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World War II 

During World War II, government financial policies and private sector 
restrictions produced an expanding banking system .  Total bank assets at 
the end of 1945 were nearly double the $9 1 billion total at the end of 
194 1 .  Large-scale war financing, including lending to bond buyers, con­
tributed to this growth. Loan losses during this period were practically 
nonexistent, and only 28 banks failed from 1 942 to 1945 .  

Post-World War II 

Conservative banking practices and favorable economic conditions 
resulted in few bank failures during the late 1940s and 1950s. Some 
viewed the low incidence of bank failures as a sign that the bank regula­
tors were overly strict and had gone too far in the direction of ensuring 
bank safety. Until about 1 960, banks continued to operate in an insulat­
ed, highly regulated environment. Gradually banks began to change their 
operations to strive for more growth in assets, deposits, and income. 
Large banks led the aggressive trend to greater risk taking by pressing the 
boundaries of allowable activities. In addition, some states began to lib­
eralize branch banking laws, and the holding company model was devel­
oped as a vehicle to allow banks in other states to achieve similar 
accumulations of capital and establish multioffice facilities. 

1970s 

Until the mid- 1 970s, U .S .  banks were not noticeably harmed by the 
movement toward increased risk taking. Generally favorable economic 
conditions allowed many borrowers who might have been marginal cred­
it risks to repay their obligations, and bank failures remained at low lev­
els. The recession of 1973-75 led to real estate loan problems, which 
ultimately caused the bank failure rate to increase to a peak of 1 6  percent 
in 1976. In 1978, interest earned on securities began to outstrip yields 
on time accounts payable by depository institutions, and deposit growth 
slowed as these alternative investments became more attractive. 

1980s 

As the 1980s began, several factors undermined the banking industry's 
traditional approaches to profitability. High and volatile interest rates 
caused an outflow of funds from banks and thrifts because they were sub­
ject to interest rate caps on deposits. Banks, however, were not burdened 
with the same high proportion of long-term fixed-rate assets as the 
thrifts. As banks' assets were generally of much shorter duration, yields 



1 84 • U.S. Banking Regulation Roundtable 

were more closely tied to the prime rate, and banks could more readily 
adjust the price of loans and other assets upward as the cost of funds 
increased. 

Beginning in the late 1 970s and continuing into the 1 980s, both banks 
and thrifts experienced increased competition from nonbanks. By issuing 
commercial paper, nonfinancial corporations eroded the banks' tradition­
al, safe, and profitable intermediary role in commercial lending on the 
asset side of the balance sheet. On the liability side of the balance sheet, 
money market mutual funds attracted substantial amounts of liquid funds 
that would formerly have been placed in low-cost deposits in banks and 
thrifts. 

As a result of the geographic and product limitations on U .S .  banks 
and thrifts, the industry was unconcentrated and segmented, compared 
with the depository industry in other countries. Thousands of institutions 
existed in insulated markets, effectively limiting competition. Lack of 
competition and existing regulatory restrictions hampered innovation in 
products and services, while nonbank institutions unconstrained by this 
regulatory environment intruded on the banks' traditional markets. 
Technology and the increased access to information that it provided 
accelerated the process of eliminating the dependence on local banks to 
deliver financial services. Overcapacity in U.S. bank and thrift sectors also 
contributed to the consolidation that the industry experienced in the 
1980s, although capacity in banking is difficult to measure as the ultimate 
product is intangible. 

In addition, banks and thrifts had other difficulties, involving loans to 
less-developed countries and to the energy, agriculture, and real estate 
sectors of the U.S. economy. In the real estate market, the distress began 
in the Midwest with the weakness in the agricultural economy, moved 
into Texas and the West with falling energy prices, and then spread to the 
Northeast, the Southeast, and finally the West Coast, as the rolling reces­
sionary factors caught up with the industries concentrated in those geo­
graphic areas. With respect to the real estate sector, Congress may have 
contributed to the upswing in speculative prices through its tax cuts in 
198 1 ,  which contained accelerated depreciation provisions and invest­
ment tax credits that made real estate investments artificially attractive. I O  
When Congress subsequently enacted the Tax Reform Act o f  1986, 
which reduced depreciation benefits, restricted passive loss deductions, 
and eliminated favorable tax treatment of capital gains, it may have also 
accelerated the downturn in the real estate market. I I  Because the bene­
fits of real estate ownership were so substantially and abruptly reduced, 
real estate values plummeted, resulting in tremendous banking losses. 
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In an attempt to curtail the deficiencies present in the financial system, 
Congress enacted in 1980 the most sweeping banking deregulation leg­
islation since 1933 . 1 2  This legislation required interest rate ceilings to be 
lifted by 1986, liberalized the lending powers of federally licensed thrifts, 
and raised the federal deposit insurance limit for both banks and thrifts to 
$ 1 00,000. In 1 982, further bank deregulation legislation gave regulators 
more flexibility in dealing with failing institutions. 1 3 A severe recession in 
1981 -82, additional risk taking by banks to maintain interest margins in 
the face of rising liability costs, excessive loan concentrations in fragile 
industries, and an oil surplus resulting in declining prices in that industry 
all caused loan charge-offs to increase by more than 50 percent in 1982 
alone. In 1982 , the number of bank failures hit 42 , which \\"<lS a new post­
World War II high, and, in 1983,  27 banks failed. 

During the 1980s, the rate of thrift failures increased dramatically, and 
the Federal Savings and Loan Insurance Corporation, which insured the 
deposits of savings and loan associations, became insolvent. for the first 
time, taxpayer money was required to pay for deposit insurance obliga­
tions when resolving failed savings and loan associations. ! -> 

Many critics anticipated that a similar insolvency could hit the FDIC 
as it honored its deposit insurance obligations with U .S .  banks, which 
also began to fail at record levels. Between 1984 and 1 993 ,  1 ,38 1 banks 
failed, with total assets valued at $2 1 7 .5  billion . l 5  Although the FDIC 
has succeeded to date in surviving this banking crisis without infusions of 
U.S. taxpayer money, observers urged Congress to enact deposit insur­
ance reforms. 

1990s 

Since 1989, Congress has enacted several additional pieces of major 
banking legislation. First, it enacted in 1989 legislation that, among other 
things, defined and expanded the powers of the FDIC as the conservator 
or receiver of failed insured depository institutions. 1 6  This legislation has 
been important to the FDIC and the deposit insurance funds primarily 
for the way that it dealt with the administration of receiverships and con­
servatorships of these failed institutions. However, except to the extent 
that it assessed liability for any loss incurred by the FDIC on institutions 
that are commonly controlled, 1 7  the legislation did not generally address 
the overall risk-taking behavior of financial institutions .  

In contrast, when Congress passed additional banking legislation in 
199 1 , 1 8  the risk-taking behavior of financial institutions became its main 
focus. This legislation contained provisions that, among other things, 
adopted a system of risk-based capital, provided for prompt corrective 
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action, mandated early intervention when critical capital levels reached 
the 2 percent level, modified the FDIC's cost test in closed-bank trans­
actions (giving the FDIC less discretion to pay uninsured depositors and 
other creditors) ,  modified the systemic risk test for the "too-big-to-fail" 
doctrine in major bank failures, limited the FDIC's discretion to pay for­
eign depositors, and gave the FDIC authority to impose assessments on 
banks based on risk . l9  Again,  in 1 993, when Congress adopted a nation­
al depositor preference20 as a budgetary relief measure, it made a further 
public policy decision concerning the risk-taking behavior of depository 
institutions and determined to place the risk of market discipline on the 
nondeposit creditors of such institutions. 

Therefore, in enacting risk-based enforced capital standards, together 
with national depositor preference, Congress seems to have accepted the 
argument that public policy should discard depositor discipline and rely 
on other factors to restrain bank risk. Market discipline and supervision 
work in tandem to control risk. Therefore, Congress has chosen to 
increase the regulators' ability to close insolvent institutions in a more 
timely fashion, relying on risk-based equity as the appropriate measure for 
determining solvency and requiring that all federally insured banks pro­
tect the FDIC against losses in any banks owned by a common parent. 

Conclusion 

The deposit insurance system and the FDIC did not face a severe test 
within the first 50 years of their creation. During the 1 980s, however, 
when the rate of bank failures increased dramatically without a major dis­
ruption in the financial markets, the effectiveness of the deposit insurance 
system was tested, and the FDIC's ability to contain the crisis was proven. 

The deposit insurance fund established for commercial banks ended 
1992 with a negative balance of $7 billion, but the fund had a positive 
balance of $ 1 3 . 1  billion by the end of 1993.2 1  In the first five months of 
1994, there were only two bank failures, involving total assets of S 1 86.3 
million . Although no one can predict what specific role the FDIC will 
play in the years to come, the FDIC will continue to adapt to the chang­
ing economic conditions and shifts in the banking environment in order 
to protect insured deposits with minimal disruption to the U .S. economy 
and financial markets. 



l l  C. Report from the Office of the Comptroller of the 
Currency: The Future of Bank Supervision 

RAIJA BETIAUER 

This paper addresses how bank supervision must change and how the 
Office of the Comptroller of the Currency ( OCC) is engaged in chang­
ing it. Supervision is not a new interest to the OCC, which has been 
supervising banks for 1 30 years. I 

Evolution of Bank Supervision 

Because society and the economy evolve, banking and bank supervision 
must also evolve in tandem. Just as the failure to evolve makes banking 
less relevant to the needs of the economy, so does the failure to evolve 
make bank supervision less efficient in assuring financial intermediation 
in the economy. Bank supervision must therefore be a dynamic process­
not just a static structure applying rigid laws and rules. There can never 
be a single answer as to what is the best way to regulate banks. The 
answer changes as circumstances change. 

For the past several decades, the economy and the financial services 
sector have been in constant change, both in the United States and glob­
ally. Although the banking industry in the United States is closely regu­
lated, it has also been partially deregulated by fits and starts. Bank 
supervisors have had to work hard and think hard to keep abreast of 
these changes. It is fair to say that, since the end of the 1970s, banking 
has experienced something of a deregulatory revolution. First, there has 
been interest rate deregulation. This deregulation addressed money mar­
ket deposit accounts, which developed in response to the securities 
industry. Even before the recent legislation/ there was actual, de facto 
interstate banking through regional banking compacts. Usury ceilings 
were eliminated for certain loans. Discount securities brokerage has 
emerged. The list of innovations-which are remarkable-can go on for 
quite a while. 

As a result of these changes, banks can engage in a far wider range of 
activities than were possible 20 years ago. This expanding range of activ­
ities has placed new and substantial demands on bank supervisors­
demands that the supervisory system has not always found easy to meet. 
For example, supervisors have had difficulties in accurately measuring 
the extent of bank diversification and the effect of diversification on 
risk. Moreover, the task of monitoring and assessing off-balance-sheet 
activities-a somewhat new exercise for supervisors-has proved to be 
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quite challenging. Supervisors have also struggled to come to grips with 
accurately measuring an institution's overall risk in a cost-efficient man­
ncr. The newest wrinkle is the identification of risk by distinguishing 
between true hedging and plain, old-fashioned speculation in some of the 
new instruments. 

It is probably fair to say that the biggest challenge in public policy is to 
restore and maintain a dynamic balance among the business of banking, 
bank supervision, and the demands of a market economy. To meet the 
demands of the economy, banks must remain competitive ; however, the 
lesson of recent history is that regulatory and statutory developments 
that enhance bank powers must proceed hand in hand with supervisory 
reform. Without adequate supervision, including effectively monitoring 
bank activities, enforcing regulations, closing institutions, and attending 
to possible sources of systemic risk, expansion of the banking franchise 
carries with it implications for the deposit insurer and for the economy as 
a whole that are potentially unacceptable. 

How best to supervise a banking industry whose activities continue to 
expand has been the subject of much recent debate, with opinions some­
times clustering around two extremes. On one extreme, advocates argue 
that supervisors can structure the corporate form of financial institutions 
in a way that insulates not only its banking component but also, as in the 
U .S .  system, the Bank Insurance Fund and even, to some extent, the 
economy. Advocates on the other extreme argue that only a highly devel­
oped supervisory system is appropriate, where supervisors monitor all 
risks with a view to limiting them effectively. In the real world, supervi­
sory practices fall between these two extremes, and the business of mak­
ing supervisory policy centers very much on where to draw that line . 

The constant change in banking calls into question the effectiveness of 
any regulatory scheme based primarily on the idea of corporate separa­
tion . The illusion of insulating a bank against risk through corporate 
structure is arguably a concept of theoretical simplicity and elegance, as 
well as of regulatory minimalism. However, while corporate separation 
may be a necessary condition of risk management, it is, standing alone, 
usually not sufficient . In the long run, markets will erode the barriers any­
way, and, in the short run, expedience may lead bankers simply to ignore 
them until something comes along that forces them to take notice. 

OCC's Approach 

While the OCC certainly agrees that the close monitoring of risk on a 
daily basis is important, it does not believe that the "hands-on" approach 
means that supervisory processes should replace bank management. 
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Rather, the OCC would like to add two refinements that factor bank 
management into the supervisory equation. The first refinement raises 
four questions. The initial question is: Is the new activity legal? The next 
three questions come only after the lawyers have given their opinion on 
the first question. These three questions are concerned with supervision : 
Can the risk of new activity be adequately monitored? If so, can moni ­
toring be verified by the supervisors, management, and directors? Finally, 
can the risk be managed? If  the answer to any one of these questions is 
no, supervisors should take a hard look at the new activity before allow­
ing banks to get involved with it in a larger way. 

The second refinement that the OCC has injected into the analysis is 
the suggestion that bank supervisors should concentrate their attention 
and their resources on risks with greater potential implications for the 
economy and the Bank Insurance Fund. These risks usually fall into two 
categories: the sudden, usually unexpected, collapse of confidence in a 
significant portion of the banking or financial system; and new product 
trends and other developments that may affect large portions of the 
industry and carry substantial safety and soundness implications for the 
banking industry. Todate, the approach of bank supervisors has been pri­
marily ad hoc and crisis driven .  The OCC is striving to change that 
approach.  It is engaged in a variety of initiatives to refocus its supervi­
sory effort to address these risks more consistently and in a more timely 
manner. 

One practical implication for daily examination procedures is to focus 
on risks depending on the size of a bank. In supervising large banks, the 
complexity and types of activities of these banks obviously pose greater 
systemic risk than do the activities of smaller banks. For each of the 
largest banks, the OCC now develops an individual risk profile, based on 
all the risks that the bank undertakes. The OCC then tries to determine 
whether the risks are appropriate for that institution, given its resources, 
and whether the controls that the institution has in place are appropriate 
to control those risks. Stable banks in small communities that are engaged 
in traditional banking activities also tend to have a common risk profile. 
For these reasons, the OCC will soon begin examining these small banks 
against a common standard of performance, rather than against the more 
intensive and intrusive managerial standards that have been used so far. 

What does the future hold for banking? The OCC wants to ensure that 
it holds a system of bank supervision that addresses the growing com­
plexity and technical sophistication of the industry. 



l iD. Report from the Office of Thrift Supervision 

CAROLYN J. BUCK1 

Several current legal issues concerning the regulation of the U.S .  sav­
ings and loan industry are the focus of this chapter. To put the issues in 
context, the evolution of the thrift industry over the past five years needs 
to be understood. The thrift industry was in crisis only a few years ago. 
Now, it is profitable but also much smaller. Three areas of regulation mir­
ror various aspects of this evolution. First, the enforcement activity and 
approach of the Office of Thrift Supervision (OTS) reflect this dramatic 
shift in the condition of the industry. In 1994, the OTS adopted a new 
enforcement policy responding to the changes in the thrift industry.2 
Second, amendments were made to the OTS's regulation of mutual sav­
ings associations that wish to convert to the stock form of ownership.3 
Again, the amendment was made in response to the changed condition 
of the industry. Finally, the OTS's regulation of savings associations' 
uninsured products, such as mutual funds and annuities, is addressed. 

OTS's Enforcement Policy 

Where did the thrift industry stand before the passage of the Finan­
cial Institutions Reform, Recovery, and Enforcement Act of 1989 
(FIRREA)?4 How has it rebounded? In 1 988, there were nearly 3,000 
savings and loans with about $ 1 .4 trillion in total assets. That same year, 
the industry lost $ 1 3 .3 billion. In 1 989, the year that the U .S. Congress 
created the OTS, the industry lost yet another $6.8 billion . With the 
expanded enforcement authorities granted by FIRREA, the OTS went to 
work to clean up the industry. The OTS closed over 700 insolvent sav­
ings and loans and successfully pursued those persons responsible tor the 
crisis, including savings and loan officers, directors, lawyers, and accoun­
tants. The OTS is in the final stages of that cleanup effort. 

The savings and loan industry today is very different from the industry 
that the OTS regulated in 1 989. It is much smaller, and it is now prof­
itable . Between 1988 and 1 993, the industry shrank by about 43 percent. 
At the end of 1993, the industry consisted of 1 ,669 thrifts with $775 bil ­
lion in total assets. In the last year or so, this shrinkage has been due to 
mergers and charter conversions. After four years of losses, the industry 
has been profitable for four consecutive years, from 1 992 to 1995 .  In 
1992, the industry earned $5 . 1  billion. In 1993, the industry earned 
another $5 billion. At the end of 1993, 99 percent of OTS-regulated 
thrifts met the requirements for an adequately capitalized thrift, and 93 
percent were well capitalized, as  defined by the Federal Deposit Insurance 
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Corporation Improvement Act.s About 93  percent of all the OTS-regu­
lated thrifts were profitable in 1994, compared with only 68 percent in 
1989. Part of this is due to favorable interest rates. However, another 
major reason is the closure of hundreds of shaky and insolvent institutions 
that were placing competitive strains on healthy institutions. 

The enforcement work of the OTS reflects these industry changes. Its 
enforcement work, which skyrocketed as it responded to the crisis, has 
tapered off as it worked through the cases associated with failed institu­
tions. With a healthier industry engaged in more traditional thrift activi­
ties, there are fewer occasions for taking enforcement actions. In 1990, 
the OTS completed 348 enforcement actions. In 1 99 1 ,  it completed 876 
enforcement actions, an increase of 1 52 percent. This was the peak of its 
enforcement activity. In 1 992 and 1 993, the OTS completed 668 and 
299 enforcement actions, respectively. It expects a further reduction in 
the number of enforcement actions in the coming years. 

Responding to these changes in the savings and loan industry, the OTS 
announced a new enforcement policy in the spring of 1994.6 It  designed 
the new policy to maximize the agency's efficiency in regulating a 
sounder and smaller thrift industry by focusing on enforcement actions 
that will promote a sound industry. The OTS will rely increasingly upon 
the Resolution Trust Corporation and, after that corporation's closure in 
December 1995, the Federal Deposit Insurance Corporation ( FDIC) to 
seek restitution from those persons responsible for the dwindling number 
of thrift failures. Under the new enforcement policy, the OTS gives a high 
priority to cases involving the recovery of substantial sums in restitution 
that will have a significant impact on the health of a thrift. The OTS 
enforcement actions involving closed institutions generally will focus on 
prohibiting dishonest and untrustworthy individuals from participating in 
the banking and thrift business or on modifying a person's future prac­
tices through a cease and desist order. 

Background 

OTS's Thrift Conversion Rules 
for Mutual Savings Associations 

The conversion of mutual savings associations to the stock form of 
ownership is a matter of current interest. Congress, account holders, and 
consumer groups have voiced significant concerns about the conversion 
of well-capitalized associations because of the compensation and stock 
benefits that management typically gets in such transactions. The OTS 
responded to these and other concerns by amending the regulations gov­
erning mutual-to-stock conversions.7 
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Mutual-to-stock conversions are not new. The OTS's predecessor, the 
Federal Home Loan Bank Board (FHLBB ), first adopted regulations 
allowing mutual associations to convert to the stock form of ownership 
in 1974.8 Since then, over 1 ,000 mutual savings associations have con­
verted to the stock form of ownership, raising about $ 1 6  billion in new 
capital . However, the reasons that prompt associations to convert have 
changed, and with those changes has come the current controversy. 

During the 1980s, most mutual associations were marginally capital­
ized, and many were insolvent. As a result, the FHLBB changed its reg­
ulations to provide significant incentives to management to convert their 
associations to the stock form of ownership.9 Many associations availed 
themselves of these benefits and recapitalized, thereby saving the insur­
ance fund the cost of closing them. 

In 1994, however, although most of the 798 mutual associations were 
healthy, these associations were converting to the stock form of owner­
ship in increasing numbers. This development raises new concerns 
because the mutual associations obviously have not been converting to 
meet regulatory capital requirements. Instead, they are raising capital to 
expand operations or to establish stock benefit plans for management and 
employees. The public, Congress, and the OTS are concerned about the 
perception that the management of converting associations has reaped 
windfall profits. 

In addition, the issue has been particularly controversial because some 
states offer insiders of state-chartered savings banks the opportunity to gain 
potentially greater benefits and more generous compensation packages 
than the OTS's rules allow. In 1994, Congress considered legislation to set 
minimum federal standards for conversions by state savings banks and lim­
itations on management benefits in conversions.I O Suggestions also have 
been made that some capital raised in a conversion ought to be used to pro­
vide low- and moderate-income housing in the association's community. 

Amendments to Thrift Conversion Regulations 

To address these and other concerns, the OTS amended its regulations 
governing mutual-to-stock conversions of insured savings associations to 
change the regulatory inducements for conversions. ! !  The OTS will 
apply the regulations to all associations, including those with pending 
applications. The OTS published the amendments to its conversion reg­
ulations as an interim final rule because of the critical need to ensure an 
equitable conversion process while still providing converting associations 
access to the capital markets. l 2  
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The OTS's amendments made five key changes to its mutual-to-stock 
conversion regulations. First, the regulations prohibit the use of the con­
version stock itself to fund management stock benefit and recognition 
plans (MRPs) . l 3  The FHLBB introduced MRPs when many thrifts were 
undercapitalized. The purpose of MRPs was to retain good management 
and to deter hostile takeovers of converting associations by providing an 
opportunity for management to obtain equity stock in its associations. 
However, in today's environment, the OTS is concerned that thrift insid­
ers may be tempted to support a conversion to buy significant amounts 
of conversion stock at the lowest price through various benefit plans. 
Under the prior regulations, part of the conversion stock was distributed 
to MRPs and stock option plans. Under the current regulations, man­
agement must seek shareholder approval after a conversion is completed 
to issue new stock and set up an MRP. l4 The OTS believes that this deci­
sion should be left to the shareholders, who must weigh dilution of their 
stock value against the need to reward management. 

Second, the local community now has more of a chance to participate 
in conversions than it did under the prior regulations because eligible 
"local" account holders have first priority to buy conversion stock . I S  To 
qualify for the priority, the individual must have been a depositor for at 
least a year before the conversion application and must live in the con­
verting association's local community or within 1 00 miles of the associa­
tion's home or branch office or offices. l 6  The regulations define "local 
community" to include 

all counties in which the converting association has its home office or a branch 
oftlce, each county's standard metropolitan statistical area or the general 
metropolitan area of each of these counties, and such other similar local 
area(s) as provided tor in the plan of conversion, as approved by the OTS. J7  

Third, the OTS prohibited the use of "running" proxies in the con-
version vote to increase the incentive for the management of converting 
thrifts to solicit depositors to consider and vote on conversions. 1 8  An 
association's management obtains a running proxy to vote the depositor's 
interest when a depositor opens an account. By prohibiting the use of 
running proxies, the association's membership should have significantly 
greater participation in the conversion process. 

Fourth, the OTS believes that the integrity of the conversion process 
rests in large part on the accuracy of the appraised value on which the ini­
tial stock price of the association is based. Increasingly, the OTS has 
found that stock prices have jumped dramatically in the aftermarket. 
Accordingly, the OTS revised its appraisal standards to require a full 
appraisal, including a complete and detailed description of the elements 
that make up the appraisal report. l9 The OTS also has put appraisers and 
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the thrift industry on notice that the appraisals submitted must accurate­
ly reflect the pro forma value of the institution and that, if the OTS finds 
a significant underappraisal, it will reject the application. Where an 
appraiser has a pattern of underappraisals, the OTS will consider debar­
ment or other enforcement action. 

Fifth, the regulations prohibit a mutual association from converting to 
the stock form of ownership as part of a merger with, or acquisition by, 
another entity, except in supervisory cases.20 The OTS believes that such 
transactions may be too prone to enrich insiders through favorable 
employment contracts and other benefit plans provided by the acquiring 
institutions as inducements to convert. The OTS was so concerned about 
this phenomenon that it imposed a moratorium on such transactions on 
January 3 1 ,  1994 .21 

The OTS also published a proposed regulation that would require the 
agency to consider whether the conversion would benefit the convenience 
and needs of the communities that the association serves.22 That judgment 
would include an assessment of how well the association had complied 
with the Community Reinvestment Act 23 and how the association would 
use the proceeds of the conversion to meet the needs of the community. 24 
Under the Community Reinvestment Act, regulated financial institutions 
must demonstrate that their deposit facilities serve the convenience and 
needs of the communities in which they are chartered to do business, 
including through both credit and deposit services.2S A converting associ­
ation is required to submit a business plan as part of its application, and 
the OTS proposal would have the association address how it would devote 
resources to lending programs and related customer services to address the 
needs of their local communities, including low- and moderate-income 
communities, consistent with the principles of safety and soundness. 

The OTS believes that the amendments to the conversion regulations, 
along with the above-mentioned proposed rule, address the need to bal­
ance the interest of account holders with those of management and 
employees, and the need to give the local community a more meaningful 
opportunity to participate in all conversions. 

OTS's Regulation of the Sale of Uninsured Products 

With the increasing competition in the marketplace for offering finan­
cial services, insured depository institutions must be more versatile in 
order to survive. Sales of uninsured products, such as mutual funds, pro­
vide benefits in retaining and attracting customers, but they also create 
risks. 
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Sales of such products can increase a thrift's competitiveness by 
enabling it to offer "one-stop shopping" for various financial services. 
However, there are risks when the customers do not understand what 
they are buying. Surveys have shown that customers purchasing invest­
ment products in depository institutions are more likely to consider the 
product as "safe" or "insured." Because of inadequate disclosure, mis­
leading marketing, or blind faith that the government will protect them, 
customers unfamiliar with mutual funds, annuities, and similar products 
may not understand that the FDIC does not insure these products. 
Another risk is that the customer will invest in a product without fully 
understanding its risks. The OTS's concern in this area is heightened 
because the public is shifting an increasing portion of its savings into 
mutual funds, in which the customer's risk of loss is substantially higher 
than in a certificate of deposit or a money market mutual fund. 

Thrifts that engage in securities brokerage activities do so indirectly 
through either service corporations or lease arrangements with third­
party broker-dealers. Service corporations may register as broker-dealers 
themselves, or they may contract with third-party broker-dealers to con­
duct sales activities. A service corporation may sell uninsured products on 
the premises of the savings association or off the premises. OTS-regulat­
ed entities selling uninsured products are subject to a comprehensive reg­
ulatory regime. 

The OTS's predecessor, the FHLBB, approved the first application to 
engage in discount brokerage activities through a service corporation 
about 1 2  years ago. Over the years, the OTS developed standards to 
reduce the confusion that can occur when an insured institution sells 
uninsured products. For example, sales activities must take place in a sep­
arate and distinct area. The physical separation and signs must express 
visually that the activities are different from the institution's banking 
activities. The advertising of uninsured products also must be distin­
guishable from that of the association and may not indicate or imply tl1at 
the securities are insured or that the insured institution itself is issuing or 
selling the securities. The OTS does not allow tellers to be involved in the 
sale of investment products, except to refer depositors who want to dis­
cuss investments to the brokerage area. 

The OTS also regulates the sale of securities issued by a savings associ­
ation or its affiliates in the offices of an association. It generally prohibits 
the on-premises sale of a thrift's own securities or tl10se issued by its affil­
iates. An exception allows an association to sell equity securities issued by 
the association or an affiliate in a mutual-to-stock conversion, subject to 
various safeguards. These safeguards minimize potential customer confu­
sion and the danger of customer deception regarding the nature of secu-
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rities sold at a savings association's offices while still preserving an effec­
tive means for a savings association to raise capital in the conversion pro­
cess. For example, there are prohibitions against paying commissions or 
bonuses to any employee of the association or its affiliates, using common 
sales areas, and employing fraudulent or misleading advertising. The cus­
tomer must receive an offering circular and must sign a form stating that 
he or she knows the security is not insured by the FDIC. In addition, in 
order to avail itself of the sale of its securities on the premises, the associ­
ation must be in compliance with all of its capital requirements upon 
completion of the conversion. 

More generally, in February 1994, the OTS and the other federal 
banking agencies issued an Interagency Statement on Retail Sales of 
Nondeposit Investment Products to ensure that all depository institu­
tions follow the same standards.26 The Interagency Statement addresses 
concerns about customer confusion and safety and soundness. It applies 
to the sale of retail nondeposit investment products on the premises of 
thrifts or banks, no matter whether the sales activities are conducted by 
employees of the institution, its service corporation, or any third-party 
broker-dealer. The statement also covers sales resulting from a customer 
referral by the institution to a third party when the depository institution 
receives a benefit for the referral. 

The Interagency Statement sets out the fundamental elements of a 
sound, well -managed sales program for uninsured products.27 These ele­
ments include the policies and procedures that a savings association 
should adopt on disclosures to customers, the location of sales, the sepa­
ration of duties, referral fees, and the training, suitability, and qualifica­
tions of sales representatives. 

If a thrift decides to sell uninsured products through a third party, the 
thrift should first conduct an appropriate review of the third party.28 The 
thrift should also have a written agreement with the third party that, 
among other things, should describe clearly the duties and responsibili­
ties of each party and specify that the third party will comply with all 
applicable laws and regulations.29 

In addition, brokers should disclose to their thrift customers that the 
security is ( i )  not insured by the FDIC; ( i i )  not a deposit or other obli­
gation of, or guaranteed by, the depository institution; and (iii) subject to 
investment risks, including possible loss of the principal investment. 
Disclosures during sales presentations may be oral, but they should be in 
writing by the time that an investment account is opened. Thrifts should 
conduct sales of nondeposit investment products in a physical location 
distinct from the area where they take retail deposits. Thrifts should use 
signs and other means to distinguish the investment sales area. 
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These safeguards are less stringent than the rules that the OTS applies 
to the sale of the institution's own securities. This is because the sale of 
an association's own securities (or those of its affiliates) on the premises 
of a savings association carries a greater risk for customer confusion. 
Therefore, such sales are subject to safeguards beyond those that apply to 
the sale of securities generally. 

Thrifts, thrift service corporations, or affiliates that buy or sell securi­
ties for the accounts of depositors and other retail customers must regis­
ter with the Securities and Exchange Commission and must also be a 
member of the National Association of Securities Dealers. 3D In addition, 
in contrast to its treatment of banks, the Securities and Exchange 
Commission regulates thrifts that are investment advisors to mutual funds 
under the Investment Advisors Act of 1 940.31  

Conclusion 

Those involved in the regulation of the thrift industry face constant 
change as the thrift industry evolves to keep pace with the times. The 
problems faced today are very different from the problems faced in the 
1980s, when efforts were concentrated on thrift failures and the abuses 
that led to those failures. Today, the OTS is gearing its efforts to regulate 
a healthy and much smaller thrift industry in order to ensure that a crisis 
never happens again .  



COMMENT 

JOHN S. BAERST 

This comment seeks to place some of the important regulatory issues 
affecting U .S .  banking in a wider international policy context. It is unlike­
ly that U.S.  regulatory experience is directly applicable to banking 
regimes in other countries. There are few countries that match the U.S.'s 
complex bank regulatory structure. Nevertheless, many of the major 
issues are the same, and an appreciation of the advantages and disadvan­
tages of the U.S.  system is helpful .  

It is a truism to note that the business of banking is changing rapidly. 
This is not true everywhere. For example, the pace of change dictated by 
competition, technology, and cost pressures is greater in the United 
Kingdom and the United States than, for example, in the Caribbean and 
Mrica, where the traditional forms of banking continue to thrive. 
Nevertheless, at the international level, banking is generally evolving at a 
quick pace. This is reflected in the makeup of balance sheets, both on the 
asset and liability side, and in the way that banks are reorganizing man­
agement structures in fundamental ways or combining with other banks 
or financial institutions. 

The health of any banking system, however, is directly affected by the 
regulatory scheme that applies to it. In the United States, there is dissat­
isfaction with the present arrangements. The current Administration has 
given notice of its desire to overhaul the structure of regulatory supervi­
sion by creating a single supervisory agency. 1 Others believe that over­
hauling the structure of banking supervision before considering the 
restructuring of the whole financial services industry is putting the cart 
before the horse. 

William McDonough, President of the Federal Reserve Bank of New 
York, has stated: 

[ t]he financial services industry today is segmented both in terms of its struc­
nue and its regulatory environment. This segmentation increasingly makes 
less sense as banks, securities firms, insurance companies, and other financial 
firms compete with one another in otl'ering similar or related products to the 
same customers. Moreover, the regulation of the financial services industry is 
a patchwork of market and institutional regulation that retlects not any care­
fi.Jlly defined and torward-looking process, but rather a series of ad hoc 
responses to historical developments, with no central theme. As such, the 
structure has become outmoded and is badly in need of change.2 
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These are blunt words from a central banker. He goes on to make the 
second point that this fragmentation, at both the structural and regula­
tory levels, "has had worrisome effects on the competitiveness of our 
financial institutions. "3 He speaks here of U .S .  institutions, but what he 
says is applicable elsewhere. 

Mr. McDonough's recommendation is that, in light of this extensive 
fragmentation of the financial services industry and its adverse competi­
tive effects, financial market reform efforts should be based on the needs 
of the customer and user of financial services. In the United States, for 
example, this approach might lead to support for banks' ability to under­
write and sell life insurance through their extensive branch networks. Bill 
Isaac, former Chairman of the Federal Deposit Insurance Corporation, 
has said that this could lead to reductions in premium costs for consumers 
of 20-50 percent, because the banks could distribute this product so 
much more efficiently than life insurance companies.4 

Regulatory Consolidation 

The Federal Reserve and the Department of the Treasury considered a 
plan of consolidation of the federal banking agencies. There would be 
benefits and efficiencies from consolidation, without doubt. However, 
the primary effort should be to reform the function of the financial ser­
vices market, not the function of the regulators. The principal question 
should not be who regulates banks, but rather how they are regulated. 

The consolidation debate in the United States has nevertheless raised 
issues that are pertinent to all central bankers. For example, what is the 
role of the central bank? There is little debate about two core functions, 
namely, conducting monetary policy and overseeing the payments system. 
However, what should be the central bank's role in bank supervision? 

At the core of the Federal Reserve's opposition to the Administration's 
proposal was the argument that its core functions would be seriously 
compromised by the absence of an active involvement in bank supervi­
sion. However, not all countries assign a supervisory role to their central 
banks. This issue of supervision gets tied up with the related issue of cen­
tral bank independence from political influence. The consensus appears 
to be that central bank autonomy is the better path,s and the European 
Community, in the aftermath of the Treaty on European Union ( the 
Maastricht Treaty), reflects that direction.6 

In the United States, certainly, the autonomy of the Federal Reserve is 
jealously protected. However, there is also a strong sense, rooted in the 
populist culture of the United States, that the people must control the 
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banks, and the people, of course, speak through their elected officials. It  
is easy in these circumstances to find a ready audience for the proposition 
that bank supervision should be controlled by elected officials (or their 
appointees), for example, the Department of the Treasury. It  is a worthy 
debate, and a fertile topic for international discussion. 

A related question raised by the consolidation debate in the United States 
is, How many regulatory agencies are needed? Four federal supervisory 
agencies are represented in this chapter on U .S .  banking regulation. 
Representatives from the 50 state banking authorities, the Securities and 
Exchange Commission, the Commodity Futures Trading Commission, and 
any number of other regulatory agencies could also have been represented. 
Does this plethora of regulators help or hinder banks? Does it increase or 
reduce the safety and soundness of our financial infrastructure? This, too, is 
a worthy debate, and the better answers may be counterintuitive. 

Initially, the multiplicity of regulators seems to make little sense. 
However, some argue persuasively that, to cite one example, U .S.  savings 
and loan losses in the 1980s were attributable, in part at least, to tl1e 
concentration of supervisory and deposit insurance authority in a mono­
lithic, efficient regulator, the Federal Savings and Loan Insurance 
Corporation. Some proponents of consolidation, however, fear a "com­
petition in laxity," with institutions forum-shopping for the most permis­
sive regulator. Bankers would probably argue that what they have seen 
recently is rather a "competition in ferocity," with regulators attempting 
to demonstrate how much more diligent they are than their peers! 
However, bankers themselves certainly do not want a lax regulatory envi­
ronment, and the existence of multiple forums for raising regulatory 
issues has encouraged substantive debate about the best way of balancing 
regulatory concerns against the business needs of banks. The need for 
this active balancing of interests is critical to an era of rapid innovation in 
banking products, such as derivatives. 

Deposit Insurance 

The availability of deposit insurance and the absence of market disci­
pline supported and arguably encouraged a great deal of the misguided 
investments by savings and loan institutions in the 1980s. Furthermore, 
deposit insurance imposes a franchise cost on insured institutions and 
results in an overly restrictive attitude in the U .S .  Congress, which is con­
cerned that regulatory reform may have catastrophic consequences for 
the insurance funds. Some observers have asked why the scope of insur­
ance accounts should not be severely cut back, and market discipline and 
supervision allowed to play a greater role in ensuring the safety and 
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soundness of customers' funds. People today have significant amounts 
invested in uninsured accounts, such as mutual funds and 40 l (k)  plans,? 
so the concept is not necessarily radical at all .  To the extent that insur­
ance coverage can be cut back, the cost of the social franchise can be 
reduced, allowing banks to compete more effectively with their nonbank 
brethren. This step would also enable Congress to take a less suspicious 
view of product innovation. 

Foreign Bank Supervision 

U.S.  regulators are committed to the principle of national treatment. 
They usually bend over backward to give foreign banks a fair shake. What 
is critical with banks operating across borders is the exchange of infor­
mation, so that a level of confidence is built concerning the ability of 
diverse regulatory regimes to adequately police their banks. No central 
bank has a monopoly on best practice, and what is to be expected is a 
continuing convergence toward standards of best practice. 

One question that remains at the forefront is, How can branches of 
banks outside their home countries best be regulated? In the past few 
years, it was proposed by some that foreign banks should be required to 
convert their U .S. banking operations into separately capitalized sub­
sidiaries. The issue was thought to have been put to rest by a study by the 
Department of the Treasury and the Federal Reserve supporting 
the branch concept.8 However, the issue came to the fore again in the 
Senate's version of the legislation permitting interstate banking, which 
would have required foreign banks to act through subsidiaries if they 
wanted to take advantage of the new legislative authority.9 The very argu­
ments supporting the ability of U.S .  banks to branch nationwide, which 
have now been accepted by Congress, support the rationale for allowing 
international banks to branch worldwide. These persuasive arguments are 
accepted by most regulators. 

It is nevertheless the case that branch operations in host countries pose 
many conceptual issues. In the United States, for example, the regulato­
ry paradigm is the bank holding company, and direct branch operations 
do not always match that paradigm easily. Regulators at both the federal 
and state levels are making efforts to come to grips with these issues, such 
as how to handle the insolvency of a U .S.  branch of a foreign bank. Many 
solutions require international dialogue. For example, what approach is 
best for supervising a branch? In the European Community, under the 
Second Banking Directive, the host country defers significantly to 
the home country regulators with respect to branch operations. I O  In the 
United States, in contrast, regulators are developing specific guidelines 
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for U .S .  branches of foreign banks to follow in conducting their opera­
tions. There is definitely a divergence in approach here . Furthermore, 
what is a branch? U.S. regulators tend to treat branches as stand-alone 
entities, which are expected to contain within themselves internal control 
systems similar to those found in U.S. banks. However, the control sys­
tems may exist in the home country outside the branch, even though they 
effectively reach the branch. Credit decisions, for example, may be made 
at the head office or in a non-U.S .  office that has overall credit control 
over a multinational company. U .S .  regulators, however, require that the 
credit decision be within the branch's control, as their supervisory over­
sight or responsibility does not reach the offshore point. 

It  is very important that the branch concept be supported worldwide, 
but an active dialogue on the consequent supervisory issues is essential. 
That dialogue falls properly within the central bank lawyer's sphere of 
responsibility. In addition, bankers should continue to be included in the 
discussions because of the significant practical consequences of the reso­
lution of this issue. 
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Introduction 

When the current Administration took office in 1993, the economy 
was in the midst of a slow, fragile recovery. Since then, the recovery has 
been put on a secure basis. It is secure because a credible long-term 
deficit-reduction program was put in place. It is secure because world 
markets have been opened. It is secure because measures have been taken 
within the banking sector to spur increased lending. 

Evidence of success can be seen in the performance of American busi­
nesses. Their balance sheets are far stronger than they have been in recent 
years. Corporate profits were up 12 percent in 1993, even after a num­
ber of large write-offs. Long-term debt has been replacing short-term 
debt. Corporations began issuing equity again so that they could pay 
down debt. Debt-to-equity ratios on a market value basis reached their 
lowest point in 20 years. Business failures declined. Further evidence can 
be found in the profitability and improved financial standing of national 
banks, as well as in the banking system's increased lending. 

The Administration's economic plan will continue to fortif)r the 
nation's recovery. In 1994, it was shown that the Government can take 
tough, painful actions to cut costs. This process of making tough choices 
will continue. With respect to the Administration's banking agenda, some 
issues were easy to deal with, such as the passing of legislation on inter­
state banking. !  Some issues will face difficult obstacles and pose tough 
choices, particularly with respect to regulatory consolidation and deriva­
tives. 

Fair Trade in Financial Services 

The conclusion of the Uruguay Round negotiations and bilateral dis­
cussions on financial services with a number of countries reaffirm the 
view that passing the Fair Trade in Financial Services Act is essentiaJ .2 The 
bill would provide the Secretary of the Treasury, under the direction of 
the President and in consultation with other executive branch and regu-
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latory agencies, the power to withhold the possibility of future expansion 
and benefits to financial firms based in nations maintaining restrictive bar­
riers to trade in financial services.3 

The objective of financial services has been and remains to obtain sub­
stantial market access and national treatment for U .S .  banks, securities 
firms, insurance companies, and other financial institutions. The United 
States intends to negotiate intensively to achieve further liberalization in 
financial markets. The goal will be to open foreign markets, not close 
U .S. markets. The Fair Trade in Financial Services Act is an essential com­
ponent of the strategy to continue multilateral negotiations to open for­
eign financial markets to U.S.  financial institutions. 

The United States will approach these negotiations in a reasonable and 
pragmatic manner. Foreign financial firms can make important contribu­
tions to the development of host countries. They bring additional capital, 
together with financial and managerial expertise. At the same time, host 
countries have legitimate concerns, including the preservation of a strong 
indigenous financial base, the avoidance of overbanking in relatively small 
markets, and the avoidance of market disruption . In addition, emerging 
market economies share the need to ensure the safety and soundness of 
their financial systems. 

As has been noted by some observers, liberalization is a process that 
does not happen with the flip of a switch; it may take time. Therefore, the 
United States is prepared to consider transitional arrangements that pro­
vide breathing room for domestic firms to adjust to greater competition. 
The United States is willing to work with those countries that are willing 
to liberalize. This consideration leads to the following three guidelines for 
financial services negotiations. First, in seeking market liberalization, the 
United States is looking for agreements that provide reasonable access to 
foreign markets and national treatment for U.S .  banks. The United States 
is prepared to provide full market access and full national treatment to 
countries that give American firms satisfactory access and national treat­
ment. Second, the Department of the Treasury will take a constructive 
approach that, as negotiations continue, will keep U .S .  markets open by 
"grandfathering" the existing operations of firms already established in 
U .S .  markets. Third, the objective remains an agreement that opens mar­
kets on a multilateral basis. However, the United States cannot accept a 
situation in which other nations retain the right to discriminate against 
American firms while their firms are permitted to expand in the U .S. 
market. 

The Department of the Treasury's continuing effort to open foreign 
financial markets will yield many economic and financial benefits for the 
United States and its trading partners. Efficient and open financial ser-



Fe Morales Marks • 205 

vices industries help integrate domestic and regional economies within 
the global economy. Greater market access to financial services is abso­
lutely critical for creating economic growth for all nations. The Fair Trade 
in Financial Services Act would provide the incentives needed to open 
more markets abroad. 

In open financial markets, firms from the least open countries enjoy the 
same benefits as firms from the most open. Home countries of the for­
mer group do not perceive a need to open to U.S .  firms. This asymme­
try works against the United States in the negotiating context. The Fair 
Trade in Financial Services Act could help to redress the imbalance by 
withholding the option of future expansion and benefits from foreign 
financial firms. 

The United States seeks the additional authority of the Fair Trade in 
Financial Services Act only to open markets. The United States will not 
use the legislation for protectionist purposes. The Administration will be 
very prudent and cautious in imposing sanctions, and it will exercise its 
authority in a manner consistent with, and supportive of, the commit­
ments that it may ultimately make pursuant to the General Agreement on 
Trade in Services.4 Finally, the Administration will protect the existing 
operations of foreign financial institutions already established in the 
United States. 

Interstate Branching 

Geographic restrictions are a needless burden .  Clearly, they were 
among the least defensible of the U.S. banking laws. In late 1993, then 
Secretary of the Treasury Lloyd Bentsen announced the Administration's 
support for a basic approach to removing these geographic restrictions 
and allowing banks to establish interstate branches .s Both houses of 
Congress responded to Secretary Bentsen's announcement by passing 
interstate banking legislation, the Riegle-Neal Interstate Banking and 
Branching Efficiency Act.6 

The geographic restrictions on commercial banks originated in the ear­
liest days of American banking to protect banks from competition and 
preserve local markets for local banks. However, these restrictions war­
ranted reassessment because financial markets and institutions, and the 
economy itself, have evolved dramatically since then. Under the Riegle­
Neal Interstate Banking and Branching Efficiency Act, the Federal 
Reserve is authorized to approve an application by a bank holding com­
pany to acquire a bank in any state without regard to whether this is pro­
hibited under state law. This authority is subject to certain limitations, 
including a concentration limit that restricts the percentage of deposits 
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that a banking organization controls on both a national and state basis. 
The new law also authorizes the federal banking authorities to approve 
mergers between banks with different home states, without regard to 
whether this is prohibited under state law (subject to a state option 
described below). Certain restrictions on branching acquisitions and 
mergers apply. The law authorizes either the acquisition of a bank in 
another state or, if a state expressly permits, the acquisition of a single 
branch without the rest of the bank. States may, before June l ,  1 997, opt 
out of interstate mergers ( although not in respect of distressed banks) .  In 
addition, the law permits federal regulators to authorize banks to open 
new branches across state lines if the receiving state permits this.? 

Benefits of Removing Geographic Restrictions 

The former framework of geographic restrictions was no longer appro­
priate for several reasons. First, modern banks operate beyond local mar­
kets. Second, they compete with nonbank institutions that face no similar 
geographic restrictions. Third, by removing these restrictions, the safety 
and soundness of the banking system could improve . Finally, by remov­
ing geographic restrictions, banks can structure themselves more effi ­
ciently, which could ultimately permit banks to  make more credit 
available to businesses and individuals. 

Operating Realities 

Banking organizations can no longer be defined in terms of the limit­
ed services and facilities considered appropriate in past generations. New 
realities are evident on both sides of the banking balance sheet. For exam­
ple, on the liability side of the balance sheet, banks fund themselves not 
only with traditional ( local ) retail deposits, but also with large negotiable 
certificates of deposit, foreign deposits, Eurodollar borrowings, Federal 
Reserve funds, repurchase agreements, and debt and equity issues, 
among others. These funding transactions can involve local, regional, 
national, and international financial markets. 

On the asset side, large banks have for many years reached for business 
opportunities beyond local markets. Real estate, commercial , foreign 
government, and securitized loans, as well as various types of loan partic­
ipations, typically require involvement in nonlocal markets. The same is 
true of such other services as money management, cash management, 
electronic funds transfers, private placements, credit card distributions, 
foreign exchange dealing, and various risk-management activities. 

Furthermore, geographic restrictions keyed to local markets proved 
porous. They applied to brick-and-mortar branches, but not to loan pro-
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duction offices or Edge Act corporations, or to mortgage finance, con­
sumer finance, or securities brokerage subsidiaries-which banks and 
bank holding companies may establish anywhere, without regard to state 
boundaries or intrastate branching restrictions .  Moreover, numerous 
bank holding companies have used grandfather rights, emergency acqui­
sitions, and evolving state laws to establish extensive, although unwieldy, 
interstate banking networks. 

Competition with Nonbank Institutions 

Many nonbank financial institutions offer products that compete 
directly with bank services. Yet these nonbanks operate more efficiently 
because they face no geographic restrictions. Federally chartered thrift 
institutions can branch nationwide. Federal credit unions can do likewise, 
as long as their members share the requisite common bond. Mutual 
fi.mds, many of which offer check-writing and other consumer conve­
niences, have become the most notable substitute for insured deposits. 
Securities firms also compete for savers' funds by offering cash manage­
ment accounts, with check-writing and credit card features, through large 
networks of geographically dispersed offices. Insurance companies pro­
vide banklike savings services nationwide through insurance policies with 
redeemable cash value, and they compete directly with banks in making 
large commercial and real estate loans. Other major competitors that 
operate free from geographic restrictions include consumer, business, and 
sales finance companies; mortgage companies; the captive finance firms of 
automobile and appliance manufacturers; and retail credit grantors. 

On balance, geographic restrictions on banks outlived their usefi.Ilness 
and no longer reflected bank practice or competition. They required 
banks to organize themselves in cumbersome and inefficient ways to 
compete. 

Safety and Soundness 

The relaxation of geographic restrictions will tend to promote a safer 
and sounder banking system. Allowing banks to diversify their assets geo­
graphically allows them to diversify their income streams, making them 
more stable than assets from any one geographic area. Geographically 
limited banks have earnings more susceptible to the vagaries of local mar­
ket cycles, which can make them more likely to encounter difficulties. 
Indeed, regional economic downturns figured prominently among the 
causes of many of the bank failures of the 1 980s. 

Geographic diversification also facilitates developing a strong retail 
deposit base, which represents additional protection against failure . 
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Historically, banks heavily dependent on purchased funds have shown 
heightened vulnerability to rapid deposit outflows. Banks with large, geo­
graphically diverse retail deposit bases have been better able to avoid or 
withstand liquidity problems. Finally, to the extent that interstate consol­
idation reduces banks' operating costs, it helps them build or maintain 
capital, directly contributing to overall safety and soundness. 

Efficiency and Cost Savings 

Many banks and bank analysts argue that consolidating banks into 
branches across state lines would yield major cost savings, as banks would 
eliminate duplicative functions and reduce expenses. While the extent of 
the savings may vary from one bank to another, many banks can arguably 
realize efficiencies. Moreover, the fact that savings may vary across banks 
in no way warrants denying banks an opportunity to realize these savings. 

Interstate Banking and Foreign Banks 

No other nation has geographic restrictions such as those that existed 
in the United States, and most have moved far ahead of the United States 
on this issue. For example, the Second Banking Directive of the 
European Community (EC) established a single banking license, valid for 
banks established in the EC to establish branches and to provide cross­
border banking and securities services. 8 In  addition, the Second Banking 
Directive permits those banks from third countries with EC subsidiaries 
to obtain the same benefits of liberalization that are provided to direct 
branches of EC-based banks. 

In the spirit of the Second Banking Directive and the general policy of 
open markets, the Department of the Treasury has worked very hard to 
ensure that the benefits of interstate banking also apply to banks based 
outside the United States. The Department of the Treasury has consis­
tently supported efforts in the U.S. Congress to assure national treatment 
for foreign banks. The United States cannot in good conscience press for 
open markets abroad if impediments for others to enter the U .S. markets 
exist. 

Regulatory Consolidation 

With the advent of interstate banking and the increasingly international 
nature of financial institutions, the United States will have to modernize 
its regulatory structure and modifY some of its banking rules to take into 
account new banking activities. With respect to modernizing the regula-
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tory structure, the current Administration has proposed a consolidation 
of the four federal banking agencies.9 

The Department of the Treasury believes that consolidation of the fed­
eral banking agencies presents a unique opportunity to rebuild a part of 
America's economic infrastructure that has become badly outmoded, and 
to make the Government more effective and efficient. The current feder­
al bank regulatory structure is convoluted, places a serious drag on the 
nation's banking industry and the economy in general, has failed to effec­
tively protect the stability of the banking system, and ill serves the finan­
cial services needs of the American people. 

Structure of the Current Regulatory System 

Today, four different federal agencies regulate and supervise depository 
institutions that are insured by the Federal Deposit Insurance 
Corporation (FDIC) .  First, the Office of the Comptroller of the 
Currency (OCC) charters, regulates, and supervises national banks. 
Second, the Board of Governors of the Federal Reserve System and the 
Federal Reserve banks ( referred to collectively as the Federal Reserve) 
regulate and supervise bank holding companies and state-chartered banks 
that are members of the Federal Reserve System. Also, the Federal 
Reserve, as well as the OCC, has certain responsibilities for regulating 
and supervising foreign banks' U.S. operations and U .S .  banks' foreign 
operations. Third, the FDIC, in addition to insuring deposits, regulates 
and supervises state-chartered banks that are not members of the Federal 
Reserve System. 1 0  Finally, the Office of Thrift Supervision (OTS) char­
ters, regulates, and supervises federal savings associations, and regulates 
and supervises savings and loan holding companies and state-chartered 
savings associations. 

Trapped in this maze of bureaucracies, most banking organizations are 
subject to redundant demands, overlapping supervision, and often incon­
sistent regulation by two, three, or even all four of the federal regulatory 
agencies. The system has been described as a "patchwork structure of reg­
ulation consisting of a battery of contradictory agencies which have often 
reduced supervision of financial institutions to the lowest common 
denominator among their conflicting positions. " 1 1  

Given its duplication, waste, and confusion, this system would be ripe 
for reform even if it had a strong record of preserving bank safety. But it 
does not. The United States not so long ago emerged from its worst 
financial crisis since the Great Depression. One of the lessons of that cri­
sis is that the bank regulatory system is cumbersome and antiquated. It  
did not adequately anticipate or help resolve the recent crisis. 
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Under the Administration's regulatory consolidation proposal, bank 
and thrift resources that are dedicated to coping with inconsistent and 
redundant regulation under the current scheme could be redirected to 
productive uses, such as meeting the needs of customers and the demands 
of global competition. In addition, the regulatory system proposed by 
the Administration would be more effective than the current patchwork 
of regulators in protecting the safety and soundness of the banking 
system. 

Structure of the Administration's Consolidation Proposal 

Specifically, the Administration's proposal would combine the regula­
tory and supervisory functions of the OCC, the Federal Reserve, the 
FDIC, and the OTS into a new independent agency, the Federal Banking 
Commission (FBC) . l 2  It  would attack redundancy and waste in govern­
ment by realigning the banking and thrift regulators according to their 
core functions of bank regulator, central bank, and deposit insurer. 

Under the plan, the banking regulatory system would consist of a 
strong, stable three-part structure based upon core agency functions that 
complement each other. The FBC would regulate and supervise all fed­
erally insured banks and thrifts, all bank and thrift holding companies, 
U.S.  banks' foreign operations, and foreign banks' U .S .  operations. The 
FBC also would charter national banks and federal savings associations. 
The FBC thus would carry out all the functions currently exercised by the 
OCC and OTS, as well as the FDIC's functions as primary federal over­
seer of state nonmember banks and the Federal Reserve's functions as pri­
mary federal overseer of bank holding companies, state member banks, 
and foreign banks. The core functions of the Federal Reserve and FDIC 
would not be disturbed. (This is an important component of the 
Administration's plan that has been much misunderstood. )  

Nothing i n  the Administration's proposal would affect the Federal 
Reserve's independence, deprive it of needed information, or hamper the 
performance of its essential functions. The Federal Reserve, as the 
nation's central bank, would continue to conduct monetary policy, 
administer the payments system, set bank reserve requirements, and pro­
vide liquidity through the discount window. It would retain full rule mak­
ing and other authority necessary to carry out those responsibilities. I t  
would still participate in market oversight of  government securities deal­
ers and brokers as part of its responsibilities for open market operations. 
In addition, it would participate in FBC examinations of certain banking 
organizations that the Federal Reserve concludes it needs to examine 
because of the relationship of those operations to the Federal Reserve's 
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monetary policy, payments system, or discount window functions. This 
includes examinations of national banks. 

The Federal Reserve's participation in examinations would be mean­
ingful .  From the nation's 20 largest banking organizations, the Federal 
Reserve would select annually for joint examinations up to 1 0  banking 
organizations (whose subsidiary insured depository institutions could, in 
the aggregate, hold up to 25 percent of the total assets of all FDIC­
insured depository institutions) .  The Federal Reserve and the FBC 
would jointly examine those banking organizations. In addition to 
authorizing the Federal Reserve to examine a cross-section of both large 
and small banking organizations jointly with the FBC, the plan gives the 
Federal Reserve backup enforcement authority to correct actual or 
potential safety and soundness problems at the nation's 20 largest bank­
ing organizations. 

The FDIC would continue to insure deposits at all federally insured 
banks and thrifts. It would continue to grant, suspend, and terminate 
deposit insurance. It would be able to conduct its own special examina­
tions of insured institutions where necessary to protect the deposit insur­
ance fund and take "backup" enforcement action to stop unsafe practices 
if the FBC did not do so. The FDIC also would retain its current role as 
deposit insurer, overseeing activities of state banks and thrifts that could 
pose risks to the insurance funds and carrying out promptly corrective 
action statutes ( for example, helping determine whether a critically 
undercapitalized institution should remain open) ,  and it would retain 
responsibility for resolving bank and thrift failures at the least cost to the 
insurance funds. 

The Federal Reserve and the FDIC would have full access to bank and 
thrift supervisory information, so they would be able to make indepen­
dent judgments on matters bearing on their core functions. The FBC 
would be required to provide the Federal Reserve and the FDIC with 
timely and accurate information on the condition of the banking and 
thrift industries and on individual depository institutions. 

In essence, the Administration's proposal creates a three-part struc­
ture of banking industry oversight. Like the legs of a sturdy three­
legged stool, each agency would have its own important, independent 
functions and strengths, and each would complement the others to cre­
ate a stable, effective regulatory structure. The new regulatory struc­
ture would oversee the safety and soundness of the banking industry 
and guard against risks to that system far more effectively than the cur­
rent mix of regulators. 
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Benefits of the Administration's Consolidation Proposal 

The Administration's proposal for consolidating the federal banking 
agencies has many undeniable benefits. It would improve the quality of 
the regulation and supervision of the U.S. banking system and eliminate 
inconsistent  interpretations of the same laws and rules. It would increase 
the accountability for regulating financial institutions, providing a focal 
point for administration, congressional, industry, and public concerns. 
The proposal would eliminate the potential conflicts of interest inherent 
in the present system and ultimately reduce government and industry 
expenses, benefiting banks, thrifts, consumers, and the economy as a 
whole. 

Improved Supervision 

Because each banking agency is responsible for supervising just a part 
of the financial services industry, the supervision of most banking organi­
zations, including virtually all of the nation's largest organizations, is con­
ducted by more than one federal agency. Each agency examines and 
supervises only a part of the typical banking organization. For example, a 
holding company that controls a national bank, a state nonmember bank, 
and a thrift is regulated by all four of the federal banking agencies. The 
Federal Reserve supervises the holding company, the OCC supervises 
the national bank, the FDIC supervises the state nonmember bank, 
and the OTS supervises the thrift. As of September 1993, there were 28 
holding companies, with $743 billion in assets, in exactly this position. In 
these and similar instances, each regulator relies upon the other regula­
tors for information regarding the parts of the banking organization for 
which it is not responsible. Accordingly, there are thousands of cases 
where the United States's current system requires a separate bank hold­
ing company regulator that does not regulate any of the holding compa­
ny's subsidiary banks or thrifts. 

This fragmented approach to supervising and examining a banking 
organization ignores the modern realities of how banking organizations 
operate and hinders the agencies from obtaining a complete and accurate 
picture of what is really happening. Transactions between related entities 
that are supervised by different regulators can escape adequate scrutiny if 
no one agency sees the organization as a whole. Supervision is particu­
larly difficult when the responsibility is divided among three or four 
agencies. 

With the current bank regulatory system, any one regulator may see 
only a limited piece of a dynamic, integrated banking organization, when 
a larger perspective is crucial both for effective supervision of the partie-
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ular organization and for an understanding of broader industry condi­
tions and trends. It would be difficult to argue that the current, segre­
gated approach to regulation is the most effective way to guard against 
risk to individual banking organizations or to the banking system as a 
whole. 

Under the Administration's proposal, banks and their holding compa­
nies and other affiliates would be supervised as a unit, thereby eliminat­
ing inefficiencies and potential blind spots in supervisory oversight, and 
providing the FBC with multidimensional perspectives on individual 
banking organizations and the banking industry. 

Elimination of Inconsistent Regulation 

The Administration's proposal would eliminate inconsistencies in bank 
regulation. Because banks and thrifts would no longer suffer or benefit 
from the different application of enforcement standards or other policies 
of the separate agencies, consolidation would end the practice of "regu­
lator shopping," where institutions choose their charters in order to come 
under the jurisdiction of a more lenient federal regulator. Instead, char­
ter decisions would be made on their merits, as regulators would no 
longer be inhibited from taking the most appropriate action by the 
knowledge that the action could prompt an institution to engage in reg­
ulator shopping. 

Beyond the problem of regulator shopping, the multiplicity of regula­
tors creates countless headaches, particularly for banking organizations 
that must reconcile inconsistent regulatory decisions, substantive stan­
dards, and procedural requirements applied to their subsidiary organiza­
tions by different regulators . The agencies sometimes apply different 
rules to similar situations and sometimes apply the same rules differently. 
The proposal would provide a comprehensive and coordinated mecha­
nism for enforcing applicable laws and regulations. 

In addition, as banking regulations would be consolidated into one 
agency, there would be no need to coordinate policies and regulations 
among different agencies. These efforts at coordination can take months, 
indeed years, and involve hundreds of people in complex negotiations. In 
the end, the efforts may not succeed. In recent years, i t  has sometimes lit­
erally taken an act of Congress to get the agencies to coordinate their 
actions. 

With consolidation, the long delays inherent in the interagency coor­
dination process would disappear, allowing a more rapid resolution of sig­
nificant policy questions. The quality of regulatory decisions and rule 
making also would likely improve because agencies with different ( and 



2 1 4  • Banking Retorm in the United States 

sometimes competing) agendas would no longer have to negotiate and 
settle for compromise positions. 

Increased Accountability 

Consolidation of the federal banking agencies would increase the 
accountability of the regulators to the public. Today, when complaints 
arise in the industry, the various agencies can sidestep public and political 
accountability by pointing fingers at each other. Any regulator who 
assumes responsibility has only limited ability to influence the overall 
structure and effectiveness of the federal supervisory system. With a con­
solidated agency, the Congress, the public, and the industry would know 
where to direct their questions and concerns and from whom to expect 
action. 

The structural flaws of the current system are not theoretical. In the 
mid- l980s, the warning signs were clear that banks had overinvested in 
commercial real estate loans, but the regulators could not agree on a uni­
fied strategy to address the problem. This failure to take responsibility 
and act contributed to the enormous financial losses. 

The Government and the banking industry would not be the only ones 
to benefit from a single, accountable agency. The public, which cannot 
afford banking lawyers to guide them through the existing regulatory 
maze, would be able to go straight to the FBC with their comments and 
complaints. Few consumers now know which federal agency they should 
contact if they have a problem with their bank or thrift. A single regula­
tor would resolve this issue . 

Elimination of Potential Conflict of Interest 

The Administration's proposal addresses the inherent conflicts of inter­
est and focus that can arise when an agency has more than one core func­
tion. Under the current structure, the Federal Reserve Board, as the 
central bank, and the FDIC, as the insurer of bank deposits, both face 
such potential conflicts when they wear their bank supervisory hats. 

The Federal Reserve's primary mission is to oversee monetary policy, 
but it also has bank supervisory duties. There are at least three ways in 
which monetary policy and supervisory functions may conflict: first, bank 
examinations may conflict with countercyclical monetary policy; second, 
the two functions compete for the time and energy of policymakers, with 
bank regulation always taking a backseat to monetary policy; and third, 
implementation of both functions by the same agency may involve con-
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flicts of interest, with the result that the goals of one function are sub­
verted to those of the other. 

As former Federal Reserve Board Vice-Chairman J .L. Robertson stated: 

[ I  ]n appraising the soundness of loans or investments, bank examiners 
should never be obliged to switch from rose-colored glasses to black ones, 
and back and forth again, in an effort to implement the monetary policy of 
the moment. I 3  

Banks and the businesses that they deal with need consistent direction 
and advice-not policies that would be tugged by macroeconomic cycles. 
Regulatory and supervisory policy should be a matter of safety and 
soundness. 

The FDIC's primary role is to insure bank deposits, so it also faces 
potential conflicts when it supervises banks. The FDIC, as insurer, has 
incentives to resist banking innovations if the insurance fund is solvent, 
even if these innovations may be exactly the changes that banks need to 
pursue to be responsive to evolving customer needs and to ensure a 
healthy future. However, if institutions, particularly large ones, or the 
insurance fund nears insolvency, the insurer has incentives to forbear from 
adequately fulfilling its supervisory role. 

Agencies that are forced to wear two hats still have only one head. 
Conflicts of responsibilities and focus are inherent in these situations. By 
realigning bank and thrift regulators according to their core functions, 
the proposal would eliminate these potential conflicts. 

Reduction in Government and Industr.Y Expenses 

The proposal is an important component of the Administration's over­
all agenda of reinventing government-creating a government that works 
better and costs less. Under the current system, each of the four federal 
banking agencies has its own team of examiners, its own bureaucracy, and 
its own regulations. Consolidation would streamline the U .S .  
Government by eliminating this overlap . 

The estimated administrative cost savings to the Government from 
agency consolidation runs somewhere between $ 1 50 Million and $200 
million a year after initial transition costs, even apart from any funda­
mental changes in the examination process. Direct savings to the banking 
industry would be substantially greater. 

In 1992 , the Federal Financial Institutions Examination Council, 
chaired by then Governor John La Ware of the Federal Reserve Board, 
estimated that the cost of complying with banking regulations may be as 
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high as 1 4  percent of banks' noninterest expenses . l 4  Given bank and 
thrift noninterest expenses of $ 1 56 billion in 1992, the cost of comply­
ing with banking regulations may be as high as $22 billion annually. 
These costs are passed on, in one way or another, to customers. 

If the Administration's reorganization proposal were to reduce this 
burden by only 5 percent, it would result in savings of over $ 1  billion per 
year to the industry. These are cost savings that eventually could be trans­
lated into loans to businesses and homeowners and benefits to con­
sumers. Banks would be able to turn from filing forms to lending, as they 
would have only one regulator to deal with instead of two, three, or four, 
and only one set of examinations and compliance reports to complete 
instead of many. Current trends in the financial services industry make 
the reduction of compliance costs imperative. Competition from other 
providers of financial services is shrinking profit margins in banking, mak­
ing it increasingly important for banks and thrifts to minimize expenses. 

Arguments Against the Consolidation Proposal 

The arguments opposing the Administration's plan assert that the 
Federal Reserve must retain a large role in banking regulation and super­
vision. Several of these arguments rely on considerations relating to "sys­
temic risk" or the "payments system." However, it is submitted that, 
when probed, the arguments are not persuasive . The Administration's 
proposal was carefully crafted to take account of the Federal Reserve's 
legitimate needs and concerns. 

The Federal Reserve is concerned about its access to the bank supervi­
sory process, which it believes necessary to conduct monetary policy and 
control systemic risk. It also has sought assurances that it would retain the 
powers necessary to manage the discount window and payments system. 
The Administration's proposal satisfies all of these concerns, providing 
the Federal Reserve with sufficient bank supervisory capabilities and pre­
serving all of its core central bank powers and responsibilities. 

Opponents of consolidation argue that the integrity of U.S. monetary 
policy and the stability of the financial system depend on the Federal 
Reserve's maintaining a role in banking supervision. The Administration's 
proposal fully addresses this concern and actually expands the scope of the 
Federal Reserve's supervisory authority over the banks most related to 
these functions. 

Today, the Federal Reserve directly supervises only 7 percent of all 
FDIC-insured depository institutions and only 1 5  percent of the nation's 
bank and thrift assets. Most of the banks under its supervision are small, 
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with an average size of less than $45 million i n  assets. The Federal 
Reserve supervises only 1 2  of the 52 U.S. banks with assets of more than 
$ 1 0  billion, and only 5 of the 20 largest institutions. For information 
concerning the remaining 93 percent of the depository institutions, 
including most of the largest organizations, the Federal Reserve relies on 
reports prepared by the other banking agencies, namely, the OCC, OTS, 
and FDIC. 

Some contend that it is unrealistic and unduly hopeful to believe that 
the knowledge and expertise that the Federal Reserve needs to do its job 
properly can be gained from studying examination reports prepared by 
another agency. However, this is exactly what the Federal Reserve does 
today. Review of Federal Reserve supervisory practices at the largest 
national bank holding companies reveals that the Federal Reserve relies 
heavily-indeed, almost entirely-on the examination reports prepared 
by the OCC for information regarding national banks and their sub­
sidiaries. The Federal Reserve does not audit or otherwise probe behind 
the conclusions of the OCC reports. The OCC's conclusions regarding 
the national banks are adopted wholesale and often incorporated into the 
Federal Reserve's annual reports on bank holding companies. I f  
the Federal Reserve can rely on the examination reports prepared by the 
OCC and the other federal banking agencies for the bulk of the infor­
mation that it obtains regarding the banking industry, it is hard to see 
why it cannot rely on the more comprehensive reports that would be pre­
pared by the FBC. The contention that sound monetary policy rests on 
the Federal Reserve's continued direct supervision over a small subset of 
the banking industry is thus difficult to justify. 

Moreover, much of the Federal Reserve's supervisory activities in con­
nection with bank holding companies with national bank subsidiaries is 
duplicative of the work already performed by the OCC. This duplication 
results from the way that modern banking organizations are structured 
and operated, and from the different supervisory approaches taken by the 
Federal Reserve and the OCC. 

Most banking organizations are structured along functional lines rather 
than according to charter type. For example, a banking organization may 
engage in securities trading through its bank and nonbank subsidiaries. 
As the activities of these various entities often arc highly integrated, a 
proper examination of most modern banking organizations must encom­
pass the bank's interactions with its nonbank affiliates, not just banking 
or nonbanking operations taken in isolation. For this reason, the OCC 
looks at holding company nonbank subsidiaries in connection with its 
examination of national banks. The Federal Reserve frequently repeats 
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part of the process, however, when it looks at the same subsidiaries in 
connection with its inspection of holding company non banking entities. 

Similarly, because the procedures and controls of the banking and non­
banking subsidiaries often are the same, it is not necessary to examine 
them twice-first for the bank subsidiaries and then for the nonbank sub­
sidiaries. Nonetheless, under the current system, this is exactly what hap­
pens. The OCC examines the procedures and controls of the national 
bank subsidiaries, and the Federal Reserve inspects the same procedures 
and controls in connection with its review of the holding company's non­
bank subsidiaries. 

The Administration's plan satisfies the needs articulated by the Federal 
Reserve for a significant supervisory role and, at the same time, dramati­
cally reduces the duplication and eliminates the inconsistency inherent in 
the current supervisory system .  By allowing the Federal Reserve to par­
ticipate in, and even direct, joint examinations, the proposal would give 
the Federal Reserve a "hands-on" role involving up to 30 percent of the 
nation's bank and thrift assets-double the amount under its present 
direct supervision. 

The assertion that the changes proposed to the Federal Reserve's bank 
regulatory responsibilities and the redefinition of its bank supervisory 
authority would so reduce the Federal Reserve's "clout" that it would 
become incapable of implementing monetary policy is difficult to sub­
stantiate. While any reform of the banking system must inevitably shift 
responsibilities, the Federal Reserve would lose only a fraction of its pow­
ers and responsibilities and would gain others. It would retain all of its 
core functions and powers, including the formulation of monetary poli­
cy, operations in the open market, establishment of bank reserve require­
ments, management of the payments system, and operation of the 
discount window. It would lose only its rule-making authority over state 
member banks and bank holding companies. Furthermore, no banker 
would ever ignore the local Federal Reserve district bank president, let 
alone the Federal Reserve Board in Washington. 

Under the proposal, the Federal Reserve would continue to have com­
plete, independent authority to regulate and supervise the payments sys­
tem. Notwithstanding, certain critics oppose agency consolidation on the 
basis that it could impair the Federal Reserve's ability to manage this sys­
tem. The Federal Reserve does not need bank supervisory powers in 
order to perform any of its responsibilities in connection with the pay­
ments system.  No evidence suggests that the Federal Reserve conducts 
hands-on supervisory examinations of individual banking institutions that 
are not under its primary supervision with regard to this system.  
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Some observers also have asked whether the Federal Reserve needs 
bank supervisory powers to operate the discount window. Like the 
Federal Reserve's oversight of the payments system, its management of 
the discount window (where Federal Reserve banks make short-term, 
secured loans to financial institutions) does not depend upon the Federal 
Reserve's bank supervisory jurisdiction. As noted above, the Federal 
Reserve does not examine the vast majority of institutions that borrow 
from the discount window, and no evidence indicates that the Federal 
Reserve conducts hands-on supervision of individual institutions with 
respect to their use of the discount window. Currently, the Federal 
Reserve lends only on a fully secured basis, and traditionally it accepts 
only the highest-quality collateral, for example, government securities. It  
does not take knowledge about banking to evaluate the quality of readi­
ly marketable government securities. Also, it does not take the skills of an 
entire bank examination agency to be a fully secured lender. 

The term "systemic risk" is frequently referred to in statements made 
by opponents of the Administration's consolidation proposal . Systemic 
risk refers to the likelihood of a sudden, unexpected, and widespread col­
lapse of confidence in the financial system, with a potentially large effect 
on the economy in general. Systemic risk can be triggered by a wide vari­
ety of events and can originate either inside or outside the banking sys­
tem.  One example of a systemic event occurred in October 1 987, when 
the Dow Jones stock market index dropped almost 600 points in a single 
day. What made this a potential systemic crisis was the possibility of con­
tagion or other spillover effects. Virtually every aspect of the financial sys­
tem was affected by the 1987 stock market break, including banks and 
thrifts, insurance companies, investment banks, finance companies, pen­
sion funds, mutual funds, and various government-sponsored agencies. 
The markets where financial instruments trade, such as the stock markets, 
markets for public and private debt, futures exchanges, international mar­
kets, and over-the-counter markets, were also affected. 

Consolidation opponents caution that any reduction in the Federal 
Reserve's banking regulatory responsibilities would decrease its ability to 
anticipate and cope with potential systemic financial problems. This asser­
tion is not correct. The financial market encompasses far more than the 
state-chartered member banks that the Federal Reserve directly supervis­
es today. As previously noted, it includes stock markets, bond markets, 
commodities markets, the insurance industry, and many other compo­
nents. Today, the Federal Reserve is the principal supervisory authority 
for only a small fraction of the overall market. The Securities and 
Exchange Commission, the OTS, the OCC, the FDIC, the Department 
of the Treasury, and additional federal agencies, together with state bank 
and insurance regulators and the supervisory authorities in other coun-
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tries, are all responsible for overseeing portions of this market. The 
Federal Reserve does not have and has not argued that it needs or wants 
supervisory authority over these other institutions or markets to deal with 
systemic risk. Recent events suggest that this arrangement works well. 
Thus, it appears that the Federal Reserve is satisfied that these other 
supervisory authorities and the information that they collect and supply 
are sufficient for it to contain systemic risk. It is difficult to understand 
why coordination by the Federal Reserve and the FBC would not assure 
access by the Federal Reserve to whatever information it needs about the 
banking industry. 

The consolidation proposal also would not affect the Federal Reserve's 
ability to react to a systemic shock. The Federal Reserve responds to sys­
temic crises by supplying liquidity through open market operations, dis­
count window lending, or some combination of the two. In the case of 
open market operations, the Federal Reserve relies on the market to allo­
cate the new liquidity. No Federal Reserve bank supervisory capability is 
required. The effectiveness of this approach has been demonstrated in a 
number of recent cases, such as the failure of Drexel Burnham Lambert 
in 1990 and the stock market break in 1987.  

1'\ot every financial market disturbance constitutes a systemic risk. In 
fact, in  the post-Depression era, truly systemic events have been relative­
ly rare. Furthermore, the possession of bank supervisory capabilities 
would not likely help the Federal Reserve to anticipate the type of mar­
ket shocks that trigger systemic events, such as extreme stock or com­
modi()' price movements or regional recessions. In any event, the Federal 
Reserve would continue to have significant bank supervisory powers 
under the Administration's plan. 

The need to restructure the federal banking and thrift regulatory sys­
tem has grown more urgent over the past several decades, as distinctions 
among depository institutions have blurred and the regulatory system has 
grown not only more costly and complex, but also less efficient and 
responsible. In this time of economic stability, when bank profits remain 
at all-time highs, the United States has an opportunity to take compre­
hensive action to improve the system.  

Reforming the nation's regulatory structure i s  one of  the most signifi­
cant steps that could be taken to reduce the regulatory burdens on 
insured depository institutions and help assure their continued success. It  
would allow banking institutions to compete more effectively and pro­
mote better service to consumers. It would create a regulatory structure 
that is more effective than the current hodgepodge of agencies in over­
seeing the safety and soundness of individual banking organizations and 
safeguarding the stability of the banking system as a whole. Regulatory 
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consolidation would also advance the overall agenda of reinventing gov­
ernment by streamlining the bureaucracy, reducing costs, and improving 
service. The Department of the Treasury would continue to work with 
the Federal Reserve and the Congress to develop a final plan that holds 
true to these principles. 

Risks Posed by Over-the-Counter Derivatives 

A topic that is receiving a lot of attention from financial markets, reg­
ulators, and the global press is the challenges and opportunities posed by 
over-the-counter derivatives markets. A focus of this section is the U .S .  
Working Group on Financial Markets, the interagency group originally 
organized to study the October 1987 stock market break but reinvigo­
rated by former Treasury Secretary Lloyd Bentsen to analyze derivatives 
issues. I S 

The fast-growing market for swaps and other over-the-counter deriva­
tives has been an innovation of significant value not only to dealers and 
end users, but also to world economies generally. At the same time, these 
instruments pose challenges to regulators and financial markets to ensure 
that their risks are adequately understood and prudently managed. 

In an important sense, all the studies, conferences, and hearings on 
derivatives are welcome. A great deal of useful information has been 
made available, problems have been identified, and work has been done 
to solve these problems. However, as useful and productive as all the 
interest shown in derivatives has been, there is also a danger of overreac­
tion . It is said, for instance, that these instruments are too complex for 
human understanding. Management is letting the "rocket scientists" in 
their organizations make heavy bets that put their firms at risk. In differ­
ent and more difficult market environments, some observers contend, all 
the derivatives activity that seems so beneficial now will prove to be a 
curse. 

It  does not help matters that discussions of the size of this market have 
focused on notional amounts, and that estimates include numbers as large 
as $ 1 4  trillion . These numbers, of course, are based on different defini­
tions of derivatives and do not say anything about the amount at risk. 
Short-term and long-term derivatives are equally weighted in these calcu­
lations, and nothing is indicated by these numbers about the credit qual ­
ity of the counterparties or the volatility of the underlying cash markets. 

Rather than focusing on the size of this market, participants' use of 
over-the-counter derivatives products and the effect of this use on their 
risk profiles must be examined. In other words, while there are legitimate 
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policy questions, careful analysis is required before reaching the conclusion 
that there is something going on here that requires a major legislative 
response. 

There are many ways that banks can participate in the derivatives mar­
kets. The formulation of guidelines, rules, and examination and supervi­
sion procedures has to take into account the risks stemming from the 
business strategies of the particular banks involved in the derivatives mar­
kets. In addition, the bank regulators have to assess the execution of a 
bank's derivatives business. For example, what techniques are being used 
to manage risk? What type of management and information systems are 
in place to monitor and control derivatives activities? What management 
oversight is there? 

Working Group on Financial Markets and Interagency Task Force 

As noted above, the U .S .  Working Group on Financial Markets was re­
established to study the increasing importance of the derivatives market. l 6  
The working group consists of  the Secretary of  the Treasury as chairman 
and the chairs of the Federal Reserve, the Securities and Exchange 
Commission, and the Commodity Futures Trading Commission (CFTC) .  
Former Secretary of  the Treasury Bentsen designated Frank Newman, 
then Undersecretary for Domestic Finance, as his representative on the 
working group. 

The working group has been meeting at the principal and senior staff 
levels on a regular basis since mid- 1 993. At the same time, an interagen­
cy task force of U.S. banking regulators has been considering bank -relat­
ed derivatives issues . l 7  This task force, although not formally part of the 
working group, in practice has been working closely with the working 
group's principals and staff on a number of interrelated projects. 

Topics that the working group and the interagency task force initially 
have focused on include accounting and disclosure, netting, regulatory 
gaps, and legislation. In addition, the working group and the task force 
have been collecting and sharing data, coordinating views, and educating 
staff concerning the regulatory activities of each agency. 

As the working group continues to examine these issues, its efforts 
should not be taken to imply that derivatives are a crisis waiting to hap­
pen. While derivatives pose certain challenges to the Government in 
terms of understanding the sometimes complex instruments and strate­
gies employed, it is important to emphasize that derivatives are both a 
potentially profitable activity for financial institutions acting as dealers 
and a useful risk-management tool. 
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Other Risk-Management Measures 

If one looks at some of the actions taken by the Government in recent 
years, one can conclude that it has been trying to remove impediments to 
this market so that the risk-management and financial innovation poten­
tial of derivatives can be realized. 

The Futures Trading Practices Act of 1992 18 enabled the CFTC to 
remove legal uncertainty concerning the applicability of the Commodity 
Exchange Act19 to the swaps market.20 The CFTC promptly used its new 
exemptive authority to remove the threat that the Commodity Exchange 
Act might be interpreted to mean that some swaps contracts were illegal 
and, hence, unenforceable .2 1  This was a very positive and helpful step. 

In addition, recent amendments to banking laws and the Bankruptcy 
Code have addressed issues related to the validity of netting and the 
avoidance of the automatic stay of the Bankruptcy Code with respect to 
many types of derivatives when certain types of entities become insolvent 
or file for bankruptcy.22 The Federal Reserve has adopted a rule, through 
the authority granted to it under 199 1  legislation, to broaden the class of 
institutions that can benefit from the bilateral and multilateral netting 
provisions of federal banking laws.23 

Remaining Issues 

r\onetheless, some specific issues do need to be treated. For example, 
financial statements have become harder to analyze, owing to heavy off­
balance-sheet activity. While the bank regulators are working on this 
issue, accepted accounting practices need to be developed for participants 
in this market. To this end, the Financial Accounting Standards Board has 
released new guidelines on disclosure .24 Furthermore, there is a need for 
greater transparency in terms of disclosure both to regulators and the 
public. 

Some of the concerns expressed in this area are perhaps more contro­
versial, such as those revolving around the potential difficulty of unwind­
ing positions of a firm that is in liquidation or the systemic risk that these 
instruments may pose for the financial system.  However, based on what 
is now known, concerns that derivatives could perpetrate a financial melt­
down are overblown. 

With respect to the liquidity question, it is possible to conceive of a 
situation, however unlikely, where regulators are constrained in their abil­
ity to deal with a failing firm because it has a large and illiquid derivatives 
book. The liquidity issue is also partly a concern about price transparency. 
Accurately pricing these complex and custom-tailored products is in some 
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cases difficult. As the market develops further, these concerns related to 
liquidity should lessen, but they are issues that need to be considered. 
Furthermore, dealers who arrange derivatives transactions bear a respon­
sibility to inform end users fully about the nature of these products and 
the risks that they involve. 

It is important to view these issues in perspective. The derivatives mar­
ket is not just the latest investment innovation from Wall Street, to be 
guarded against by vigilant regulators. This market can trace some of its 
roots, for example, to transactions in foreign currency that have been 
around for a long time. The Government needs to consider, first, what to 
do to ensure that financial institutions understand what they are doing 
when they participate in the derivatives markets, and, second, whether 
there are additional steps that it can usefully take to enable derivatives to 
meet their potential for enhancing the efficiency of financial markets. While 
this is not a problem that demands a large dose of additional regulation, 
this fast-evolving market bears watching, further study, and adoption of a 
coordinated approach by the existing regulators. 

The U.S. Congress continues to take an active interest in derivatives and 
intermarket issues generally. Several bills have been introduced to address 
issues affecting U.S.  and global derivatives markets.25 Also, the General 
Accounting Office released its long-anticipated report to congressional 
committees on the need for further regulation of this market.26 In late 
1993, the minority staff of the House Banking Committee issued a com­
prehensive report reviewing industry practices, risks, and regulation. 27 
While the Department of the Treasury, the Working Group on Financial 
Markets, and the interagency task force have not yet developed a position 
on these legislative proposals, they clearly indicate the importance that 
U.S. lawmakers attach to these issues. 

As this dynamic and influential market moves forward, the challenge is 
to establish regulatory ground rules that are sufficient to enable the private 
sector to manage risks prudently but are not so heavy-handed as to stifle 
innovation and impede the vital contributions that these markets are mak­
ing to risk management and capital formation . Under the coordinating 
process that the Department of the Treasury has established, and working 
closely with the international financial community, the challenge can be 
met. 

Conclusion 

There is no shortage of issues for the U.S. Department of the Treasury 
to deal with in reforming the banking system. However, that department 
has adopted a careful approach calculated to remove obstacles to the flow 
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of credit and make the system operate efficiently. It wil l  focus on problems 
in  a deliberate manner and seek achievable goals to prepare the U.S. bank­
ing system for the challenges of the next century. 



COMMENT 

MICHAEL BRADFIELD 

Fair Trade in Financial Services 

The objective of promoting fair trade in financial services is to remove 
discrimination against U .S .  companies. There is certainly concern that 

the current Administration has a less-than-complete devotion to that 
objective . The great objectives of the postwar institutions, to which the 

International Monetary Fund has significantly contributed, include open­

ing markets for goods and services around the world, eliminating restric­
tions on current account and capital account transactions, and 
eliminating discriminatory currency arrangements. The Administration's 
strong support for the Uruguay Round of negotiations on the General 

Agreement on Tariffs and Trade and for the North American Free Trade 
Agreement is a welcome sign of its support for open markets. However, 
it is not entirely clear that the Fair Trade in Financial Services Act is mov­
ing in the same direction . 

U .S .  policy has been one of national treatment for foreign banks com­

ing into the United States. The Fair Trade in Financial Services Act would 
replace national treatment with reciprocal national treatment standards. !  
Under the terms of that bill, in order for a foreign bank to get the same 
treatment that the United States would provide to a bank chartered in 
the United States, the foreign country where the bank is chartered would 

have to provide that same treatment to U .S .  banks. This policy of 
reciprocity is certainly not one that has guided the United States up to 
now. The thrust of the legislation is to give the Government the ability 
to retaliate against foreign countries if those countries do not give U.S .  
banks equal competitive access. 

This bill is opposed by the Federal Reserve Board. Governor John 
LaWare stated: 

Free entry and national treatment have served the United States well. And 
to retreat from these principles, just at a time when the leadership position 
of the U.S. economy has been reconfirmed, seems to me to be counterintu­
itive and certainly counterproductive. 2  

One can only hope that the Fair Trade in Financial Services Act, if it  pass­
es, will emphasize open markets, not retaliation . 

226 



Michael Bradfield • 227 

Interstate Branching 

I n  the United States, all of the major objectives of interstate activity in 
the past have been accomplished through the bank holding company sys­
tem .  In this system, a bank can expand into other states through sub­
sidiary banks in the receiving states, provided that these states have given 
their consent. In fact, most of the major states, particularly those figuring 
substantially in the payments system, have already provided for open 
treatment of banks from other states. Basically, interstate banking has 
already been accomplished, without the aid of the Riegle-Neal Interstate 
Banking and Branching Efficiency Act.3 

However, the argument is made that expanding through branches is 
much less expensive because a bank will not need to have duplicate 
administrative tiers in order to accomplish the expansion. If a bank's 
home state is New York and it has another subsidiary bank in New Jersey, 
that subsidiary has to have a board of directors and a staff, which alleg­
edly costs money. Actually, it is very simple to operate these institutions 
with identical boards of directors for all of the banks because there are no 
residence requirements. 

Problems have arisen in the past because of a regional arrangement in 
the southeastern United States that, in effect, excludes some of the big 
banks in that area from expanding elsewhere in the United States. The 
banks in that area want to escape from their own regional arrangement, 
and the Interstate Banking and Branching Act will allow them to do that. 
In general, however, it is not a great step forward. 

Securities Activities and Other Issues 

The absence of some important proposals to change the banking sys­
tem is somewhat distressing. Legislation to deal with the securities activ­
ities of banking organizations is an area that really needs to be addressed, 
in order to have an effective banking system in the United States. In most 
countries-but not in the United States-banks can engage in both secu­
rities activities and banking activities. The Federal Reserve can use a loop­
hole in the Glass-Steagall Act4 to authorize what is called a Section 20 
company-a company that is not principally engaged in securities activi­
ties-to circumvent the rules. However, the Federal Reserve has been 
very conservative in authorizing banks to engage in these activities. In 
fact, it has imposed some limitations, decreeing, for instance, that securi­
ties activities are impermissible if more than 1 0  percent of a bank's gross 
income comes from them. That policy obviously needs to be changed, 
particularly when the lines dividing the different kinds of activities have 
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blurred and banking activities have become financial activities, which, in 
turn, have moved into the area of investment banking activities and secu­
rities activities. It  does not make much sense today to say that banks can 
be engaged only in banking and lending, when their direct competitors 
can participate in activities, such as the securitization of financial claims, 
from which banks are excluded. 

Another area where the U.S .  banking system probably needs change is 
in the Federal Deposit Insurance Corporation Improvement Act, which 
was adopted in December 199 1 .5 This law, which imposes heavy regula­
tory burdens on banks, was a reaction by Congress to the enormous 
losses in the savings and loan industry, as well as to the failures of sub­
stantial numbers of small banks, particularly in Texas and 1\:C\\' England. 
In response, Congress enacted this draconian legislation, which was 
designed to detect at very early stages problems in financial or banking 
institutions and to require mandatory actions by the regulators. Instead 
of giving them flexibility in deciding how to respond to these problems, 
the Federal Deposit Insurance Corporation Improvement Act insisted 
that the regulators take specific, increasingly severe steps to correct these 
matters. The law also imposed very substantial reporting burdens. 
Admittedly, there were certain things that needed to be corrected; how­
ever, they were probably ovcrcorrcctcd. Therefore, the legislation needs 
to be looked at again with a view to eliminating duplicative requirements 
imposed on banks. 

Regulatory Consolidation 

The U.S.  Department of the Treasury's proposal to consolidate regu­
latory responsibilities would take the responsibilities of the Federal 
Deposit Insurance Corporation ( FDIC) and the Federal Reserve and 
combine them with those of the Ofticc of Thrift Supervision to create a 
new federal banking agency, the Federal Banking Commission.6 Various 
provisions are made to give the Federal Reserve, in a sense, a scat at the 
table. The Federal Reserve would be able to participate in some exami ­
nations of banks, in order to give it a hands-on role in regulating the 
banking system. However, the Federal Reserve's basic authority over state 
member banks and bank holding companies would be removed. 

The benefits of this proposal are said to be the elimination of conflicts 
of interest, improved supervision , elimination of inconsistent regulations, 
increased accountability, and reduction in costs. A case can be made, 
however, that these arguments do not have much merit .  
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The Current Regulatory System 

The first rule that should be followed in any regulatory reorganization 
is "do no harm."  About the existing system,  Winston Churchill's descrip­
tion of democracy is relevant. He said that it is "the worst system that has 
ever been invented by man, except for any other." In a sense, that can be 
said about the present regulatory system in the United States, with its 
regulators and various centers of authority. The Federal Reserve regulates 
member banks and bank holding companies. The FDIC is in charge of 
the deposit insurance system and regulates state nonmember banks. The 
Office of the Comptroller of the Currency charters and regulates nation­
al banks. The states charter banks and function as primary regulators of 
all state banks. They participate, together with the Federal Reserve and 
the FDIC, in regulating those banks, depending on whether they are 
members of the Federal Reserve System. 

The current regulatory system serves some very important i nterests. It 
gives the Department of the Treasury a direct input into the financial sys­
tem, particularly the banking system, as the Office of the Comptroller of 
the Currency reports directly to the Secretary of the Treasury. It  is impor­
tant that the Treasury have that kind of presence in a system designed to 
supervise and regulate banks. Similarly, the Federal Reserve believes that 
its ability to carry out its central banking functions depends importantly 
on its participation in the regulation of banks, in particular bank holding 
companies. If that role were to be taken away, the prestige and authority 
of the Federal Reserve would be substantially diminished. 

No banking system in the world has the dispersion of economic power 
that has been deliberately encouraged in the U.S .  system.  First, it should 
be emphasised that there are over l l  ,000 commercial banks in the 
United States. In most systems around the world, although there may be 
a significant number of financial institutions, including banking institu­
tions, the number of commercial banks is nowhere near this large. 
Second, in other countries, a few commercial banks usually hold 90-95 
percent of the commercial banking assets. In the United States, between 
80 and l 00 banks have 80-85 percent of the commercial banking assets. 
So, in the United States, where power is deconcentrated in a widely dis­
persed system, there has been a tradition of resistance to concentrating 
power in large banking institutions. In this kind of system, it is under­
standable that there would be a multiplicity of regulators and power cen­
ters. The present regulatory system genuinely reflects these interests; one 
cannot simply do away with it-and the representation of certain critical 
parties-and not expect problems to develop. Taking the Federal 
Reserve's authority away would upset a delicately balanced system that 
has worked reasonably well .  
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Moreover, the failures in the banking and thrift system should not be 
blamed on inadequacies in the regulatory system.  First, the failures were 
not unique to the United States. Many other banking systems had simi­
lar problems. In particular, there seemed to be a worldwide epidemic of 
overinvestment in, and overlending to, the real estate sector. When the 
markets collapsed, banks and banking systems collapsed, requiring central 
bank support. Today, the banking system is in much better shape.  In the 
United States, there has been a major recovery, as capital ratios have been 
restored. Credit for this improvement could go to the existing regulatory 
system.  

The Administration's Proposal 

Meanwhile, the Administration's proposal substitutes one admittedly 
complicated system, which can be said to have worked reasonably well, 
for another complicated system, which may or may not work reasonably 
well. It is questionable whether, in disenfranchising elements of the cur­
rent system, the new system would work as well .  ( In particular, the states 
and the Federal Reserve feel that they would be disenfranchised. ) 

What really occured in the 1980s was a failure of ideology. There was 
a very strong deregulatory push, and depository institutions, particularly 
savings and loans, were encouraged to engage in new kinds of financial 
activities. However, these institutions did not have the experience to 
engage in these activities, and the Government was unwilling to provide 
the resources needed for adequate supervision. 

The Federal Reserve in this situation took an entirely different view. I t  
was very reluctant to  support deregulation. A former Chairman of  the 
Federal Reserve Board used to say, when legislation to authorize savings 
and loans to engage in commercial lending was being discussed in 
Congress, that if the savings and loans were given the authority to make 
commercial loans they would end up with all of the bad commercial 
loans. They did. The situation would not be made better if the 
Administration's proposal were adopted; it could be made worse. If there 
were but a single agency, and if it had a wrongheaded idea about the 
financial system and how it ought to be operated, there could be a very 
serious, perhaps even uncontrollable problem. 

One point that is made by supporters of the Administration's propos­
al is that there is a conflict of interest between the central bank's role as 
the agency responsible for monetary policy and its supervisory role . The 
two objectives will conflict. In order to play the role of supervisor, the 
central bank will be encouraged to ameliorate or modify monetary poli­
cy in a way that it should not. One may ask the question, Is it not essen-
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tial that when the need arises the objectives ( the monetary policy objec­
tive and the supervisory policy) at stake be weighed against each other 
properly? 

Rather than a conflict, a judgment is needed. The institution best capa­
ble of making that judgment is the monetary authority itself. It can 
decide whether its monetary goals will be compromised or whether the 
system will be compromised by allowing the individual bank to fail .  

Marinner Eccles, a Chairman of the Federal Reserve in the 1 930s, 
wanted to encourage economic growth during the depression of the 
1 930s. He called for all regulatory authority to be concentrated in the 
Federal Reserve because he was concerned that the FDIC was too con­
servative and was frustrating monetary policy by discouraging banks from 
lending, rather than expanding lending to business and moving the coun­
try out of the depression. 

When the current Administration was concerned about a credit crunch, 
it sought support from the Federal Reserve Board in encouraging banks 
to lend. The Federal Reserve responded, as did the other regulatory 
agencies. However, the Federal Reserve was probably in a better position 
to respond effectively in that situation, in view of its knowledge of devel­
opments in the system and its participation in the regulatory and super­
visory activities. 

Another argument for consolidation focuses on its supposed major 
benefit-the reduction in expenses that it would generate. This argument 
is particularly weak, because the amount of the reduction that was cited 
should obviously be of concern to the banking industry. Yet the banking 
industry does not have any interest in this legislation, even though it 
would not miss an opportunity to reduce its cost if it really thought that 
consolidation could achieve that end. If the industry is not interested in 
consolidation, or does not believe that it is going to result in this cost 
reduction, to the argumentation underlying the proposal is weakened 
considerably. 

Another argument for consolidation is better supervision. Looking at 
the problems in the U .S .  banking system in the 1 980s and early 1990s, 
73 percent of the net losses in the banking system (that is, the losses expe­
rienced by the FDIC net of the insurance contributions of those institu­
tions) were losses of OCC-supervised banks. Thirty-five percent were 
losses of institutions supervised by the FDIC. For the Federal Reserve­
supervised institutions, there was a net gain of $ 1  billion, according to a 
House Banking Committee study. Logic would thus seem to point in the 
opposite direction of the position taken by the supporters of the consol­
idation proposal . To have better supervision, all of the regulatory author-



232 • Comment 

ity should be placed in the Federal Reserve. This thinking may not, how­
ever, govern the situation. 

The heart of the problem is: Will the Administration proposal affect the 
independence and the ability of the Federal Reserve to carry out mone­
tary policy? Supporters of the proposal say there will not be any problem 
at all. However, regulating bank holding companies is critical to the 
Federal Reserve's ability to carry out all of its functions. It gives the 
Federal Reserve a presence and a power in the banking system that can­
not be ignored. If the system is changed, banks may more often ignore a 
Federal Reserve Governor or the Federal Reserve Board. 

Three reasons for maintaining this close linkage of monetary policy 
authority and supervision have been adduced. First, liquidity problems in 
particular institutions are the first sign of insolvency; therefore, the cen­
tral bank needs to know about these problems immediately. The ability to 
prevent liquidity and insolvency problems from spreading once the super­
visor learns about them is a critical function of the central banks. Strong 
linkage between the fimctions of overseeing the soundness of the bank­
ing system and preventing systemic risks is essential. 

Second, if the Federal Reserve's authority were taken away, its ability 
to maintain staffing would become a concern. The Federal Reserve has a 
highly qualified staff. I f  its authority were limited to looking over institu­
tions that were subject to the primary jurisdiction of the Federal Banking 
Commission in the regulation and supervision of banks, it is doubtful 
whether the current high quality and integrity of the Federal Reserve's 
staff could be maintained. This outcome would seriously affect the abil ­
ity of the Federal Reserve to carry out its monetary policy functions. 

Third, price stability has become, all over the world, a major objective 
of economic policy. Inflation, of course, is a monetary phenomenon, and 
central banks play the most important role in guarding against it. 
Therefore, the tendency almost everywhere has been to give central 
banks more freedom from political interference. At the same time, there 
seems to be much more concern about systemic risk. The development 
of derivatives, the integration of the financial systems, and the vast 
amounts of money that move across exchanges in a single day have all 
exacerbated this concern and emphasized the need for central bank inde­
pendence. France has recently adopted legislation to make its central 
bank independent/ as have Argentina and Mexico.s In France, as in the 
United States, there was a battle over the question ofwhetl1er the central 
bank would maintain authority for bank supervision.9 

Paul Volcker, former Chairman of the Federal Reserve Board, in a 
speech before the Bank of Italy on the celebration of its hundredth 
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anniversary, talked about these very issues. Addressing the complexity of 
the problems facing central banks, both in terms of monetary policy and 
systemic risk, he said: 

How ironic it is that right now, just when so much is at stake, some would 
weaken the capacity of central banks to deal with the pressing concerns and 
to shape the direction of change. Central banks alone have neither the 
authority nor capacity to regulate and supervise the whole field of finance; 
but their concerns, their experience, and their capacity to work together 
surely should be brought effectively to bear. 

The message is that, rather than weaken the central bank, the central 
bank should be strengthened in the United States and elsewhere. For 
these reasons, it is unlikely that the Administration's consolidation pro­
posal will be accepted in the United States. 

Derivatives 

These new instruments respond to an inability of banks to offer other 
risk-shifting products, particularly in the United States, where these 
products originated. Swaps, options, and other such instruments were 
initiated, in a sense, as alternatives to the risk shifting provided by securi­
tization . There is now widespread use of derivatives. Innovation has 
apparently created at least the potential for serious systemic risk. This 
story has been heard before, whether in the context of lending to less 
developed countries or lending to the real estate and oil sectors. There is 
a tendency for lending to become overconcentrated. 

What characterizes the derivatives business, however, is the sophisti ­
cated nature of the players and their ability to bear risk. So far, it appears 
that they can analyze the risks and bear them effectively. The economic 
outlook has changed very substantially, in particular with respect to inter­
est rates, which has, in turn, substantially changed the values of various 
economic instruments without causing any systemic problems. 

There is a problem with derivatives, and there is a tendency to regulate . 
However, one of the problems that arises from this tendency is that it 
then leads to a tendency to regulate banks and not their nonbank com­
petitors. In the United States, at least, proposals have been made to enact 
legislation to attack this problem on an across-the-board basis by regu­
lating not only banks but also commodities and securities firms as players 
in this market. 

Another related concern derives from the extent to which the United 
States might choose to regulate the derivatives activity of banks or other 
financial firms. If it chose to do so extensively, the market would be more 
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likely to move overseas to other countries without such regulation. Banks 
must be allowed to participate in these markets in a manner that enables 
them to compete with their nonregulated colleagues without invoking 
the deposit insurance or lender-of-last-resort functions. 

Conclusion 

There are number of important issues involving the U.S. financial sys­
tem that need to be addressed by U .S .  regulators. The adoption of the 
Riegle- Neal Interstate Banking and Branching Efficiency ActiO is a signal 
that they are moving in the right direction. In other areas, such as fair 
trade in financial services and consolidation, real problems continue to 
exist. 



Chapter 

13 Banking Law Developments in the 
United Kingdom 

WILLIAM BLAIR 

Introduction 

This chapter reviews some of the more important recent developments 
in U.K. banking law. The term "U.K. banking law" needs some explana­
tion . It  covers a wide range of legal territory that affects banks and their 
businesses. There is a U .K. Banking Act,' but it is primarily concerned 
with the regulation of deposit taking by the central bank, that is, the Bank 
of England. There are, of course, many other statutes that impinge on 
banking business, although there is no "commercial banking law" of the 
type found in some countries, which circumscribes the business that com­
mercial banks may carry on. In the tradition of the common law, much 
of the English law of banking is judge made. Finally, although many 
statutes apply to the whole country, the Scottish system in particular dif­
fers from that of England, both in ethos and in derivation. 

In the past decade or so, undoubtedly the most pronounced develop­
ment in U .K. banking law has been the growth in the formal body of reg­
ulatory law. It is curious to reflect that this growth has taken place at a 
time when "deregulation" has been the avowed political objective, but 
such is the fact. Deregulation has, of course, had its part to play, particu­
larly in breaking down the barriers between different parts of the finan­
cial sector. Two separate though interlocked regimes regulate banking 
and investment business. In the case of the latter, a major and as yet unre­
solved challenge is to achieve a satisfactory balance between a regulatory 
system that gives due investor protection without placing an unnecessary 
burden on business. 

The second major development-and undoubtedly this will be the 
most significant in the long term-has been the slow integration of 
the European financial sector. A single currency may still be a long way 
off, but the legal framework in which banking business is regulated 
is converging in many other respects. The most spectacular example of 
this is the "single passport" provision that came into effect throughout 
the European U nion on ] anuary l ,  1 99 3. In the field of private law, also, 
Europeanization has been proceeding apace. The common law is proving 
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well able to adapt, and lawyers in England and mainland Europe are fruit­
fully learning each other's strengths. 

The third development is perhaps more difficult to quantifY precisely, 
but, in a number of respects, there is a growing recognition of what 
might be termed the "social dimension" of banking. Banks play such an 
important role in society that inevitably higher standards come to be 
expected of them than of some other commercial businesses. Some exam­
ples are mentioned in this chapter. New rules on money laundering are 
placing active responsibilities on banks throughout Europe to prevent the 
abuse of the banking system. On the level of their day-to-day business, 
U . K. banks have responded to consumer pressure by introducing the 
Code of Banking Practice, by which they voluntarily undertake to follow 
principles of best practice in their dealings with customers. 

These are the major themes on which this chapter will concentrate. 
There are, of course, many other developments of note across such a wide 
field. A recurring problem is one of achieving a balance between the new 
(and sometimes onerous) demands on banks and the commercial imper­
atives of a healthy and profitable industry. 

Changes in the Structure of Regulation 

Banking Business 

As already indicated, English law does not have an overall definition of 
banking business. Historically, clear distinctions have been made between 
the types of business that various parts of the banking sector carry on, 
particularly between the "clearing" banks carrying on deposit taking and 
lending, and the "merchant" banks carrying on investment banking and 
securities business. At the retail level, "building societies" (roughly equiv­
alent to U.S .  thrifts) play a central role in absorbing savings and re-lend­
ing them as home loans. Also, international banking has enjoyed a solid 
revival in London in the past few years; as of 1993, 527 foreign institu­
tions were represented in the United Kingdom.2 

The Bank of England has long played a pivotal role in the regulation 
and orderly development of the U .K. banking sector. It has often been 
remarked that, until recently, it did so with very few formal statutory 
powers. When the Bank was nationalized in 1 946, the Bank of England 
Act gave it power3 to issue directions to bankers, but this power was 
never exercised. The first formal legislation of real substance was the 
Banking Act, 1979,4 which required institutions carrying on deposit­
taking business within the United Kingdom to obtain authorization from 
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the Bank of England. The current statute is the Banking Act, 1987,5 
which gave the Bank significant new powers, although both the Bank and 
the Government expressed the view that the changes were not designed 
to make a fundamental break with the past.6 This sense of continuity and 
informality remains an important and valuable feature of the conduct of 
banking supervision by the Bank of England. 

Banking Act, 1987, contains a variety of provisions and powers. The 
acceptance of deposits within the United Kingdom without authorization 
is prohibited, and the minimum criteria for authorization are specified. 
There are powers to regulate the ownership of U .K. -incorporated banks 
by objecting to new or increased control over them. Specific provisions 
regulate advertisements tor deposits, large exposures, accounts and audi­
tors, investigations, banking names, and descriptions; also, ancillary pow­
ers are specified, such as the right to apply to the courts for winding-up 
orders and injunctions. 

Part 2 of the Banking Act is concerned with the Deposit Protection 
Scheme. The scheme remains (by U.S .  standards) relatively conservative: 
in the event of an authorized institution's insolvency, the Deposit 
Protection Board pays each depositor up to 75 percent of the first 
£20,000 of a sterling deposit with a U .K. office of the institution .7  

The system of prudential supervision depends heavily on the provision 
of regular returns to the Bank of England. Traditionally, this information 
has been supplied voluntarily. It was said at the time that the statutory 
provisions in the Banking Act, 1987, empowering the Bank to compel 
the provision of information, were enacted to cover the possibility that 
institutions not used to the customary style of supervision might be back­
ward in supplying what was needed.s Section 39 gives the Bank wide 
powers to require the provision of information from, and the production 
of documents by, an authorized institution and its parents or subsidiaries. 

The principal prudential reporting tool is the Capital Adequacy Return 
(Form BSD 1 ), which has to be completed quarterly by U.K. -incorpo­
rated institutions authorized under the Banking Act. The Bank issues 
detailed guidance notes dealing with the completion of this form. 
Separate returns deal with such matters as the analysis of large exposures.9 

The other main components of regulatory law are as follows. A num­
ber of statutory instruments (for example, those dealing with deposit 
advertisements) have been issued under the Banking Act. In practice, 
"notices" issued by the Bank are equally important and cover a much 
wider scope. These notices deal with issues relating to supervision, mon­
etary control, and other matters, and they have been used to implement 
European Community ( EC)  directives. They do not have force of law as 
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such, but are in practice treated as binding by the institutions subject to 
the Bank of England's supervisory control . 

Investment Business 

The boundary between banking business and investment business is 
often blurred, particularly in the United Kingdom, where there has never 
been an equivalent of the U .S.  Glass-Steagall Act of 1933,10 which 
enforced the separation of banking and securities businesses. The realign­
ment of the financial sector was accelerated by London's so-called Big 
Bang of the mid- 1980s, the effect of which was the acquisition of a large 
number of market-making and stockbroking firms by British and non­
British banks to form financial conglomerates. 

The general continuity of approach that has marked the supervision of 
banking business through the agency of the Bank of England has not 
applied to the supervision of investment business. "Investment business" 
is statutorily defined to include such activities as shares dealing, debt seett ­
rities, government and public securities, warrants, certificates representing 
securities, options, futures and long-term insurance contracts, and the giv­
ing of investment advice. • •  

Until 1986, the formal statutory regulation of investment business was 
comparatively light. l 2  The Financial Services Act, 1986,13 was an attempt 
to provide a cohesive system of regulation . Two often competing factors 
were at work in the conception of this system.  First, political pressure was 
generated by the general recognition of insufficiently high standards of 
investor protection (particularly at the retail level) ,  and of the need t(>r a 
greater degree of public protection than was currently available. Second, 
the industry had a strong desire to avoid what was perceived to be the 
overly formal U.S. regulatory rules and the overly powerful Securities and 
Exchange Commission. The system that these factors produced was 
described as one of "self-regulation ."  It is debatable how far it has been a 

success. 

In terms of structure, the Securities and Investments Board is the 
umbrella body. It presides over a number of self-regulating trade organiza­
tions. The theory is that authorization to conduct investment business 
within the United Kingdom is primarily obtained by joining such an orga­
nization. The Securities and Investments Board requires the self-regulating 
trade organizations to have in force rules to maintain proper standards of 
business conduct and capital adequacy levels among their members. 

The system is undergoing a continuing process of adaptation. Two 
points in particular may be noted. There has been a welcome move away 
from too-detailed rule books to more general statements of principle and 
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core business conduct rules. It has been belatedly recognized that the 
emphasis on self-regulation by the industry has tended to neglect the 
interests of the small investor-the very person who needs protection 
most. To meet this concern, a new self-regulated trade organization, the 
Personal Investment Authority, is being set up as a unified organization 
with particular responsibility for the retail sector. 

In summary, the body of U.K. law regulating investment business is pri­
marily to be found in the Financial Services Act, 1986, statutory instru­
ments made under that act, various EC directives, and the rules and 
regulations issued by the Securities and Investments Board and the self­
regulating trade organizations pursuant to their statutory powers . 

Bank of England's Role in Regulating Investment Business 

As has been mentioned, the regulation of banking and investment busi­
ness is separate, but it does interlock. This is well illustrated by the role of 
the Bank of England, which, in practice, figures importantly in the regula­
tion of both investment and banking business. Thus the wholesale London 
money markets are exempted from the scope of the Financial Services Act 
altogether 1" and remain subject to nonstatutory supervision by the Bank 
of England. These markets primarily comprise the short-term markets in 
sterling, foreign currency, and bullion. The Bank of England issues the 
London Code of Conduct, which sets out the principles that should gov­
ern the conduct of those transacting business in the markets to ensure that 
the highest standards of integrity and fair dealing are observed. I S 

vVhere a bank carries on investment business, prudential supervision 
remains a matter for the Bank of England under the "lead regulation prin­
ciple." This principle is designed to avoid wasteful duplication in the finan­
cial supervision of institutions. In the case of financial conglomerates 
comprising banking and other businesses, prudential supervision is 
coordinated by an infcmnal, nonstatutory body called the College of 
Supervisors, which is chaired by the Bank of England. 

In the aftermath of the regulatory upheavals of the past decade, the Bank 
of England remains pre-eminent in the regulation of the City of London 
and the U.K. financial system as a whole; if anything, moreover, the trend 
is toward the consolidation of its position. 

The Integration of the European Financial Sector 
and the Single Passport Provisions 

The emergence of the European Unionl6 has been a remarkable 
achievement. Although the United Kingdom has often adopted a con-
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servative approach to federal tendencies, it should perhaps be stressed 
that it has an excellent record for implementing EC directives, once 
agreed. In the field of banking regulation, European developments have 
been increasingly important and have proceeded along two distinct lines. 
First, Council directives have sought to standardize regulatory rules on a 
number of key aspects, such as own funds, l 7  solvency ratios (mirroring 
the 1988 Basle Capital Accord), IB consolidated supervision,l9 large expo­
sures,20 and deposit guarantee schemes.2 1 The EC Directive on Deposit 
Guarantee Schemes22 requires all EC member states to operate a deposit 
protection scheme covering all depositors in European banks for which 
they have home state supervisory responsibility and sets minimum stan­
dards as to the protection provided. 

Second, since January 1 ,  1993, a credit institution23 authorized in 
one member state may under the provisions of the Second Banking 
Directive24 carry on the banking activities that it is authorized to carry on 
within that state throughout the EC without the need for further autho­
rization. The activities covered are those set out in the annex to the 
Second Banking Directive .25 

The Second Banking Directive has been implemented in the United 
Kingdom by the Banking Coordination (Second Council Directive ) 
Regulations, 1992 .26 The result of this landmark reform is that the Bank 
of England no longer authorizes banks incorporated in other member 
states with branches in the United Kingdom. These branches may now 
accept deposits in the United Kingdom without the Bank's authorization: 
the authorization of their home state supervisor is sufficient, provided 
that certain notification requirements are met. U.K.-incorporated sub­

sidiaries of banks incorporated in other member states wishing to accept 
deposits in the United Kingdom do, however, continue to require autho­
rization by the Bank, as previously. 

The activities listed in the annex to the Second Banking Directive 
include activities that constitute investment business under the provisions 
of the Financial Services Act, 1986. As a result of the directive, however, 
if a bank is authorized to carry on such activities in its home state, it will 
no longer require separate authorization in the United Kingdom under 
the Financial Services Act. 

The Bank of England has limited responsibilities and powers in respect 
of European institutions. Its principal responsibilities lie in liquidating the 
institutions' branches in the United Kingdom and in assisting the home 
state supervisory authorities in supervising the institutions' exposures to 
market risks in the United Kingdom. 
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The Bank of England does retain certain powers to impose prohibi­
tions on, or restrict the listed activities of, European institutions in the 
United Kingdom. The Bank has stated that 

consistent with the allocation of supervisory responsibility in the Directive, 
the Bank will usually only exercise its powers after consulting the home State 
authority and, indeed, in certain circumstances the Regulations explicitly 
require the Bank to do this. In most cases, the home State authority will be 
best placed to take action to ensure that the institution rectifies a situation 
which might otherwise provide grounds for the Bank to exercise its powers.27 

To assist the home state authority, and to be better able to determine 
whether its powers are exercisable and should be exercised, the Bank of 
England has signed memorandums of understanding with a number of 
EC authorities (and is currently in the process of agreeing memorandums 
with the remaining authorities) .  The memorandums deal with such mat­
ters as the exchange of information in crisis situations and when the 
authorities become aware of contraventions of the law.28 

Such a prohibition or restriction may be imposed when, for example, 
the branch of a European institution has not maintained adequate li­
quidity, has failed to comply with the applicable law, or has provided mis­
leading information, and when the Bank of England has been notified of 
various similar failures by a supervisory authority in the institution's 
home state . 

The practical result of these provisions is that, where a bank is operat­
ing throughout Europe on the basis of a single authorization, regulatory 
action against it will have to be taken on a coordinated basis, with the 
home state regulatory authority taking primary responsibility for the 
action. 

The principles contained in the eighth recital to the Second Banking 
Directive29 seek to address the possibility of abuse of the single passport 
provisions. First, member states should take steps to prevent supervisory 
forum-shopping. Second, an institution's place of incorporation ( and 
thus its registered office ) should be treated as its home. Third, an insti­
tution's head office should be in the same member state as its registered 
office . Thus an institution should not be permitted to incorporate and 
subject itself to supervision in a member state where it judges supervisory 
standards to be most lax while effectively running its business from 
another member state where supervisory standards are thought to be 
more ngorous . 

An equivalent Investment Services Directive30 was adopted on May 1 0, 
1993, to be implemented by December 3 1 ,  1995 .3 1  The business activi-
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ties covered by the single passport provisions of the directive are con­
tained in an annex to it.32 

Developments Mfecting Regulatory Law 

The matters discussed above concern the structure of regulatory law. 
Also, a number of noteworthy developments of a more specific nature 
will affect the regulation of banks to a greater or lesser degree .  Five of 
these are now considered. 

Duties of Auditors 

The affair involving the Bank of Credit and Commerce International 
( BCCI) thre\"v into sharp focus the role of auditors in the regulatory pro­
cess. Auditors are, of course, engaged by the company that they are audit­
ing, which is responsible for paying their fees. The relationship between 
auditor and company can be a sensitive one, in part because bank audi­
tors are often better placed than the supervising authority to detect reg­
ulatory breaches at an early stage . 

Under English law, auditors were until very recently permitted to com­
municate with the Bank of England as regulatory authority without 
breaching their duty of confidentiality to their clients; however, they were 
not obliged to do so. Under the auditing guidelines of the Institute of 
Chartered Accountants, auditors and reporting accountants were, how­
ever, subject to a clear professional duty to report directly to the Bank in 
the circumstances specified in the guidelines. In his Inquiry into the 
Supervision of the Bank of Credit and Commerce International,33 Lord 
Justice Bingham recommended that a legal duty to report should be 
imposed, principally on the ground that this would strengthen the posi­
tion of the auditors and clarifY the content of their duties in law. 34 

That recommendation has been adopted. As from May 1 ,  1 994, the 
Accountants (Banking Act 1987) Regulations, 1994,35 specifY that audi­
tors or reporting accountants are to communicate to the Bank of England 
material matters that give them reasonable cause to believe that the bank 
in question no longer fulfills the minimum criteria for authorization. In 
summary, these criteria are that 

• directors, controllers, and managers are fit and proper to hold their 
particular positions; 

• at least two individuals effectively direct the business; 

• there is an appropriate number of non-executive directors for home­
incorporated institutions; 
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• the business is conducted in a prudent manner and maintains net 
assets or own funds of appropriate amounts; 

• the business maintains adequate liquidity and has adequate account-
ing and other records; 

• the business is carried on with integrity and professional skill; and 

• the business holds minimum net assets of the specified amount . 

Similar provisions apply to building society auditors and auditors of 
investment businesses authorized under the Financial Services Act. 36 

Derivatives and Legal Risk 

The term "derivatives" covers a wide range of instruments of varying 
degrees of complexity. There has been considerable recent controversy 
over the regulatory aspects of these instruments, in particular their poten­
tial effect on a bank's financial soundness. It  may safely be predicted that 
the controversy is far from over. In this section, a different aspect of 
derivatives is considered, namely, the legal risk factor. 

Financial markets depend on the confidence that obligations will be 
honored, and derivatives markets have a good record in this respect. 
However, all such instruments are, in essence, a contract or series of con­
tracts that depend for their ultimate efficacy on the effectiveness of the 
contractual relationships in law. 

The legal risks that derivatives are capable of creating were exemplified 
by the famous (or infamous) 199 1  swaps litigation ,  which was finally 
resolved by the House of Lords, the supreme court for the United 
Kingdom. The instruments in question were interest rate swaps, and the 
counterparties were U.K. local authorities. In its simplest form, an inter­
est rate swap is an agreement by which one party agrees to pay a fixed rate 
of interest by reference to a notional capital sum, and by which the other 
party agrees to pay a floating rate, such as the London interbank offered 
rate. In practice, the contracts are settled periodically on a net basis. 

In the mid- 1980s, many such contracts were entered into by a number 
of U .K. local authorities for purely speculative purposes. Their legal 
power to do so was challenged by the Audit Commission, a public body 
charged with auditing local authority spending. The House of Lords 
held37 that the authorities had no express power under the Local 
Government Act, 1972,38 to enter into swaps transactions, and that it 
could not be said that such transactions were incidental to their borrow­
ing powers. The transactions were, therefore, ultra vires and void. 



244 • Banking Law Developments in the United Kingdom 

The decision prompted a good deal of concern on the London markets 
and led indirectly to the setting up of the Financial Law Panel under the 
aegis of the Bank of England. The panel is a small body of City practi­
tioners who undertake to keep financial law under review, alerting fellow 
practitioners as to emerging risks and recommending best practice. It is 
important to note that the House of Lords' decision itself was of limited 
effect. The swaps transactions were invalidated because of the particular 
nature of the counterparties, which were local authorities set up by 
statute and with powers beyond those given by statute. In other words, 
the issue was one of the legal capacity of the parties, not the enforceabil­
ity of the underlying contractual obligations. 

The House of Lords' ruling left a large number of transactions to be 
unwound. The English courts have subsequently held that payments 
made under void swaps contracts are recoverable; the local authorities 
have thus been obliged to return payments made to them (with com­
pound interest), and vice versa.39 

The Scottish courts have followed the English courts in holding that 
swaps contracts are ultra vires local authorities under the relevant Scottish 
legislation40 and therefore void. The Scottish courts, however, have also 
held that payments made under such agreements are not recoverable, 
applying the doctrine that payments made under a mistake of law gener­
ally cannot be recovered.4 1 It remains to be seen whether the different 
results achieved under English and Scottish law will be resolved by the 
House of Lords. 

Setoff 

Setoff is the legal principle by which claims owing between the same 
parties are set off against each other, so that only a net amount is payable . 
It is particularly important in the banking field, where obligations are 
invariably monetary in character. The law of setoff will determine, for 
example, the amount owing on the insolvency of a customer or on the 
insolvency of the bank itself. As a leading lawyer puts it: "Set-off plays a 
crucial role in international financial and commercial affairs. This is 
because of its security function. Claims are a major form of property and 
the reciprocity of claims produces a field of law comparable to that of 
security proper. "42 

The basic English law rules of setoff are well settled. The banker's right 
of setoff-a bank's right in the absence of contrary agreement to set its 
customer's accounts off against each other-is long established.43 The 
fundamental principle is that, to qualify for setoff, debts must be between 
the same parties in the same right and must all have matured. With insol -
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vency, setoff is mandatory, so that only the balance can be claimed by the 
liquidator or proved for in the liquidation.44 

The operation of netting procedures on the financial markets has 
recently been buttressed by statute. It has been enacted that the pro­
ceedings of a recognized investment exchange or clearinghouse (for 
example, its default and settlement rules) are to take precedence over 
insolvency law.45 Also, the courts have held that in case law the guaran­
tors of obligations of former customers of BCCI are entitled to set off the 
amount of deposits held as security,46 but the result has varied according 
to the nature of the security documentation.47 

Cash collateral arrangements also involve setoff considerations. There 
are a number of situations in which a bank may stipulate for a specific 
deposit against a specific liability, for example, when issuing a perfor­
mance guarantee at a customer's request. In these circumstances, securi­
ty over the deposit is required. Security documentation is taken in the 
form of a contractual setoff right, an agreement by the customer that tl1e 
deposit is not to be repayable until the relevant obligations are repaid to 
the bank, or a charge over the deposit (or a combination of all three ) .  A 
good deal of controversy has been generated by the question of whether 
a bank can, strictly speaking, take a charge over a deposit held with itself 
(as opposed to a deposit held with another bank). It has been argued that 
there are conceptual difficulties in a debtor (that is, the bank holding the 
deposit) taking a charge over its own indebtedness to the depositor.48 
Recent authority, however, has tended to indicate that such a charge is 
possible,49 and it is to be hoped that this view prevails. In any event, the 
debate is to a considerable extent academic; a bank's setoff rights are usu­
ally sufficient to protect its position . 

In the regulatory field, the law of setoff has an important impact on 
on-balance-sheet netting and cash collateral arrangements for capital ade­
quacy purposes. As from 1 994, the Bank of England has tightened the 
reporting requirements in this respect. In the case of on-balance-sheet 
netting, accounts with the reporting bank may be offset against credit 
balances on other accounts only if a legal opinion has been obtained to 
the effect that a legal right of setoff exists, and if the bank's right to apply 
setoff is legally well-founded in all relevant jurisdictions and would be 
enforceable in the default or insolvency of the customer or the bank itself. 
For a group facility, the arrangement must be supported by a full cross­
guarantee structure. The debit and credit balances must relate to the 
same customer or to customers in the same group, and the netted 
accounts must be managed and controlled on a net basis. 

If exposures that do not meet the rules for setoff are collateralized by 
cash, they are reported under the relevant item in the zero percent band. 
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An exposure is collateralized by cash for these purposes only if the cash is 
held on the terms that it may not be withdrawn for the duration of the 
exposure, and that the reporting institution may apply the cash to dis­
charge the exposure on default. Again, the Bank has specified that the 
reporting institution must obtain a legal opinion to the effect that the 
collateral arrangements are legally well-founded.50 

Money Laundering 

International cooperation implemented by national legislation against 
money laundering is perceived as one of the principal weapons in the 
fight against illegal drug trafficking. The United Nations Convention 
Against Illicit Traffic in Narcotic Drugs and Psychotropic Substances of 
1 98851 requires Parties to legislate as necessary to establish a modern 
code of criminal offenses relating to illicit trafficking in all its different 
aspects. Pursuant to Article 3( I ) (b) ,  parties are required to treat money 
laundering as a criminal offense . Many countries have done so, although 
few have gone as far as the United States, which requires cash transactions 
of over $ 10,000 to be reported under the provisions of the Bank Secrecy 
Act. 52 As far as the United Kingdom is concerned, the most recent devel­
opment has been the implementation of the EC's Money-Laundering 
Directive . 53 Rather than impose a blanket reporting obligation, the direc­
tive is intended to place the onus on financial institutions to identifY cus­
tomers who deal with them and to report transactions that are suspicious. 

The Money-Laundering Directive is not limited to drug-trafficking 
offenses; it extends to other forms of criminal activity. The effect of these 
changes will take some time to work through, but they appear to involve 
a fundamental reappraisal of the banker's traditional role. Not only are 
rules of banking secrecy overridden, but banks are expected to take an 
active part in preventing abuse of the financial system . In applying the 
new rules, it is hoped that the courts will seek to achieve a balance 
between requiring banks to take reasonable steps to thwart obviously 
tainted transactions and requiring banks to act as detectives, a role for 
which they are not suited. 

Central banks have played an important part in promoting anti-money­
laundering measures. As the Basle Committee on Banking Regulations 
and Supervisory Practices put it in 1988, although the primary function 
of banking supervision "is to maintain the overall financial stability and 
soundness of banks rather than to ensure that individual transactions 
conducted by bank customers are legitimate . . .  all members of the 
Committee firmly believe that supervisors cannot be indifferent to the 
use made of banks by criminals. "54 
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The Bank of England wrote to banks on November 1 0, 1 989, remind­
ing them of the provisions of the Basle Statement of Principles. The state­
ment remains an important summary of the basic steps expected of banks, 
namely, to 

• know their customers; 

• comply with all relevant laws; 

• cooperate with law enforcement agencies; and 

• adhere to the following statement: 

All banks should formally adopt policies consistent with the principles set 
out in this Statement and should ensure that all members of their staff con­
cerned, wherever located, are informed of the bank's policy in this regard. 
Attention should be given to staff training in matters covered by the 
Statement. To promote adherence to these principles banks should imple­
ment specific procedures tor customer identification and tor retaining inter­
nal records of transactions. Arrangements tor internal audit may need to be 
extended in order to establish an effective means of testing for general com­
pliance with the Statement. 55 

The already substantial body of U .K. law relating to money launder­
ing56 was extended substantially to cover the proceeds of all serious 
crime, in addition to drug- and terrorist-related activities, by the Criminal 
Justice Act, 1993,57 and the Money-Laundering Regulations, 1 993,58 
which contain the provisions necessary to implement the EC Money­
Laundering Directive . Under the Act, it is a criminal offense for a person 
who knows or suspects that another person is engaged in the laundering 
of drug money to fail to disclose the fact to the police. 59 "Tipping ofr' 
the subject of an investigation into the laundering of drug money also 
becomes a criminal offense. 

The Money-Laundering Regulations came into force on April 1 ,  1994. 
They apply ( among others) to banks, building societies, and investment 

businesses. The regulations require the establishment of (i) identification 
procedures (to identify the person with whom business is being trans­
acted), ( i i )  record-keeping procedures, ( ii i )  internal reporting proce­
dures, and ( iv )  "such other procedures of internal control and 
communication as may be appropriate for the purposes of forestalling and 
preventing money-laundering. "60 Failure to comply with the regulations 
is a criminal offense. There are exemptions for transactions of small mon­
etary value.6 I 

Independent duties are also placed upon certain supervisory authori­
ties, including the Bank of England. Supervisors are placed under an obli-
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gation to disclose information indicative of money laundering to the 
police.62 

In addition to these often complicated ( and sometimes obscure ) statu­
tory provisions, "guidance notes" have been issued to provide a practical 
interpretation of the regulations and give examples of good practice. The 
guidance notes are produced by the Joint Money-Laundering Steering 
Group, which includes representatives of the Bank of England, the British 
Bankers' Association, building societies, banks, investment businesses, 
and the �ational Criminal Intelligence Services. There are three sets of 
guidance notes. The first covers all mainstream banking, lending, and 
deposit-taking activities of banks and building societies within the juris­
diction of the United Kingdom, including the taking of sterling and for­
eign currency wholesale deposits. The second covers insurance and retail 
investment products, and the third covers wholesale institutional and pri­
vate client investment business. 

The guidance notes for all three sets are couched in similar terms. They 
offer practical guidance in relation to such matters as identification pro­
cedures and record keeping. Although they are not mandatory and have 
no legal effect, it is noteworthy that the Bank of England indicates in its 
statement of the minimum criteria of authorization applicable under the 
Banking Act that the requirement for carrying on the business of a bank 
with integrity and skill is unlikely to be satisfied if an institution fails to 
comply with the guidance notes on money laundering.63 

These provisions represent, of course, a major inroad into the tradi ­
tional rule that a bank must respect the confidentiality of its customers' 
affairs. In English law, this rule is judge made,64 but it has always been 
subject to qualifications. It does not follow, however, that the confiden­
tiality rule is in any sense redundant. In the normal course, customers are 
entitled to expect that banks will keep their affairs secret. The money­
laundering provisions are justified as an exception made in the wider pub­
lic interest. 

Environmental Liability65 

1\:o discussion of recent developments in banking law is complete with­
out a mention of the intense debate as to the circumstances, if any, in 
which a bank as lender may incur liability under new or proposed envi­
ronmental production legislation for the polluting activity of its borrow­
ers. In Europe, comparisons have been drawn with the position in the 
United States, where the Comprehensive Environmental Response 
Compensation and Liability Act of 1980,66 as amended in 1986 by the 
Superfund Amendments and Reauthorization Act of 1986,67 permits the 
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Federal Government to clean up sites at which hazardous substances have 
been released or deposited. Liability for the cost of the cleanup operation 
rests upon the "owner or operator" of the site concerned. The definition 
of "owner or operator" excludes a person who, "without participating in 
the management of the facility, holds indicia of ownership primarily to 
protect his security interest in the . . . facility"68 ( the secured lender 
exemption ) .  Despite its apparently plain purpose, some court decisions 
have given a restricted interpretation to the secured lender exemption;69 
both Congress and the Environmental Protection Agency have made 
recent moves to strengthen the exemption. (A new rule was introduced 
by the agency in April 1 992. )70 

The EC has been considering its own rules, the most recent being the 
Amended Proposal for a Council Directive on Civil Liability for Damage 
Caused by Waste.7 1  The European Commission has issued a "green 
paper"72 on the remedying of environmental damage-not merely dam­
age caused by waste-within a single legal framework.73 Consultations 
on these proposals are taking place. The indications from the U .K. 
Government are that banks cannot expect special treatment. 

In U .K. domestic law, the Environmental Protection Act, 1990,74 
introduced a new system of integrated pollution control for industry "for 
the purpose of minimizing pollution of the environment due to the 
release of substances into any environmental medium."75 Section 61  
imposes certain duties on local authorities to clean up polluted land, and 
gives such authorities the right to recover the cost incurred in doing so 
from the person who is for the time being the owner of the land.76 It 
seems clear that a bank could not be an owner for these purposes merely 
by virtue of holding a mortgage over the land, except (perhaps) if it has 
taken possession of the land following the borrower's default, or possibly 
in other circumstances in which it exercises a degree of control . There are 
other potentially relevant provisions under this and other statutes ( such 
as the Water Resources Act, 1 99 1 ,77 in respect of water pollution ), but in 
general it is believed that the circumstances under the present law in 
which a bank will incur liability for its borrower's pollution will be rare .78 

Consumer Protection 

A healthy banking system requires the prompt and efficient enforce­
ment of debts through the courts. The English system has, on the whole, 
a good record in this respect and is generally unreceptive to unmeritori­
ous defenses and speculative claims. The virtual absence of the jury in the 
trial of civil claims is an important contributing factor. Nevertheless, the 
recognition of basic consumer rights is increasingly emphasized, and 
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three topical developments will be discussed in this section of the chap­
ter. Issues of balance come into play here, also; it is not in the interests of 
consumers to place unreasonable burdens on the banking industry. What 
has come to be firmly recognized, however, is that good consumer rela­
tions in the context of fair customer contracts contribute importantly to 
the successful conduct of banking business. 

Protection of Guarantors 

A series of conflicting Court of Appeal decisions on the protection of 
guarantors has culminated in an important judgment of the House of 
Lords.79 The case concerned the position of a wife securing the guaran­
tee of her husband's business debts on the family home, but the reason­
ing is applicable to other cohabitees, as well .  Although ordinarily a 
creditor owes no duty of care to a surety, it was held that, because a guar­
antee of a husband's business debts is not to a wife's advantage and 
because of the risk of wrongdoing by her husband, the creditor had a 
responsibility to inquire into such possible wrongdoing. In those circum­
stances, if the guarantee was obtained by the husband by undue influence 
or misrepresentation, the bank would be unable to enforce the guarantee 
unless it took reasonable steps to see that the wife's consent was proper­
ly obtained. 

What amounts to "reasonable steps" for these purposes? For past trans­
actions ( that is, those entered into before the case was decided),  it will 
depend on whether the creditor took steps to bring home to the wife the 
risk that she was running by standing as guarantor and advised her to take 
independent legal advice. 

As to future transactions, a bank will be considered to have taken rea­
sonable steps if it warns the wife ( at a meeting not attended by the hus­
band) of the amount of her potential liability and of the risks involved, 
and if it advises her to take independent legal advice. The court made it 
clear in a companion caseSO that these principles do not apply when a wife 
obtains a joint loan with her husband. What distinguishes this compan­
ion case from the surety case is that in the latter there was not only the 
possibility but also the increased risk of undue influence having been 
exercised because, at least on its face, the guarantee by the wife of her 
husband's debt was not in her financial benefit. 

Despite some broad early decisions, it is believed that the courts will 
construe these principles relatively narrowly. For example, it has recently 
been stressed that a fair balance must be struck between the need to pro­
tect wives ( and others in a like position) and the need to avoid unneces­
sary impediments to using the family home as security. It will generally be 



William Blair • 251  

sufficient for a bank to urge a proposed guarantor to  take independent 
advice from a lawyer. How far the lawyer should go in probing the mat­
ter and in giving advice is a matter for the lawyer's professional judgment 
and a matter between lawyer and client, in which the bank is not gener­
ally involved.S l  

Legislation Against Unfair Contract Terms 

On the wider level of consumer protection, English law has for many 
years invalidated unfair contractual terms in consumer contracts82 and 
thus been capable of affecting banking contracts. For example, it has been 
said that a clause in a guarantee holding the guarantor liable for more 
than the principal debtor may be invalid.83 However, the EC Directive on 
Unfair Contract Terms in Consumer Contracts84 goes considerably far­
ther than anything seen to date. It will apply to contracts for the sale of 
goods and the supply of services to a consumer. The precise scope of the 
directive on banking business is unclear, but all consumer banking ser­
vices may be covered. The provisions of this directive came into effect on 
December 3 1 ,  1994. 

Article 3 of the directive apparently introduces into English law for the 
first time the civil law concept of "good faith" in the performance of con­
tractual obligations. Hitherto, the law has looked exclusively to the terms 
of the agreement on the basis of the doctrine of freedom of contract. 
However, Article 3( 1 )  provides that " [a ]  contractual term which has not 
been individually negotiated shall be regarded as unfair if, contrary to the 
requirement of good faith, it causes a significant imbalance in the parties' 
rights and obligations arising under the contract, to the detriment of the 
consumer." The width and uncertainty of this provision has concerned 
the banking industry. 

A broad welcome should, however, be given to Article 5, which pro­
vides that, in the case of contracts where all or certain terms offered to 
the consumer are in writing, "these terms must always be drafted in plain, 
intelligible language": a challenge for lawyers, indeed! The article goes on 
to provide that "[ w ]here there is doubt about the meaning of a term, the 
interpretation most favorable to the consumer shall prevail ." 

Code of Practice 

A concrete and constructive response to consumer pressure has come 
from the banking industry itself. The Code of Banking Practice85 is a vol­
untary code drawn up by the British Bankers Association, the Building 
Societies Association, and the Association for Payment Clearing Services, 
which is to be observed by banks, building societies, and card issuers in 
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their relations with personal customers. The second edition of this code 
came into effect on March 28,  1994. The code does not have the force 
of law, although the courts are likely to have regard to its provisions when 
considering the extent of banks' legal liability.86 

The Code of Banking Practice seeks to set out standards of good bank­
ing practice . It stipulates that banks will ( i )  act fairly and reasonably in all 
their dealings with their customers, ( i i )  help customers to understand how 
their accounts and other banking services operate, and (ii i) strive to main­
tain confidence in the security and integrity of banking and card payment 
systems. These very general principles are given effect to in the body of the 
code . Written terms and conditions of a banking service are to be expressed 
in plain language and provide a fair and balanced description of the rela­
tionship between customer and bank. Reasonable notice of variations is to 
be given to the customer. Much-improved details of bank charges and 
interest rates were already given under the first edition of the code. Banks 
are to have in place internal procedures for handling customers' complaints, 
and if the complaint remains unresolved, the customer may refer the mat­
ter to the independent Banking Ombudsman Scheme.87 

The code reaffirms the principle that, in the absence of express written 
consent, details of customers' accounts must be kept confidential save 
where the law permits or requires, including in respect of companies in 
the same group (for example, insurance sales organizations) .  

The Code of Banking Practice provides for liability for loss in the event 
of misuse of credit or debit cards. It seeks to balance the interests of card 
issuers and customers by limiting customers' liability for unauthorized 
transactions to a maximum of £50, save where the customer has acted 
fraudulently or with gross negligence . In the case of disputed transac­
tions, the burden of proving fraud or gross negligence will lie with the 
card issuer. 

Jurisdiction, Governing Law, and Sanctions 

This final section of the chapter deals with three allied private law top­
ics that are important for banks and have been the subject of significant 
recent developments. 

Civil and Commercial Jurisdiction 

Within Europe, jurisdiction in civil and commercial matters is now 
governed by the Brussels Convention (in respect of EC members )88 and 
the substantially identical Lugano Convention ( in respect of EFTA mem­
bers) .  89 The principal rule of these conventions is that defendants are to 
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be sued at the place of their domicile, although the English courts will 
have jurisdiction in matters relating to a contract if England was the place 
of performance90 and in matters relating to tort if England was the place 
where the damage or the event that gave rise to the damage occurred.9 1 
Where the conventions do not apply, the English jurisdictional rules 
(which in most respects are similar) continue to apply. In international 
transactions, there will, of course, almost invariably be jurisdiction clau­
ses, which are given effect to under the convention rules.92 

Governing Law and the Rome Convention 

There will also almost invariably be choice-of-law clauses; again, such 
clauses remain fully effective . In respect of contracts entered into after 
April 1 ,  1 99 1 ,  the law governing contractual obligations is determined 
under the provisions of the EC Convention on the Law Applicable to 
Contractual Obligations ( the Rome Convention) .93 Many of the princi­
ples in the Rome Convention are not significantly different from the 
common law rules;94 the basic rule is that, to the extent that the applica­
ble law has not been chosen by the parties, a contract is governed by the 
law of the country with which it is most closely connected.95 

Bank accounts, including foreign currency accounts, are frequently 
operated without any express choice of law. In pre-Rome Convention 
cases, the English courts generally ruled that the law governing a bank 
account is the law of the place where the account is kept ( in the absence 
of agreement to the contrary) .96 The position under the Rome 
Convention is somewhat more complicated, because the basic rule-that 
a contract is governed by the law of the country with which it is most 
closely connected-is qualified by a number of ( rebuttable ) presump­
tions. It is presumed that the contract is most closely connected with the 
country where the party that is to effect "characteristic performance" has 
its central administration. In respect of a bank account, the bank should 
probably be regarded as such a party. However, if the contract is entered 
into in the course of that party's trade (which will be the case as regards 
a bank opening an account), the governing law will be that of the coun­
try in which the party's principal place of business is situated; where per­
formance is to be effected through a place of business other than the 
principal place of business, the governing law will be that of the country 
in which that other place of business is situated. 

These presumptions do not readily lend themselves to the obligations 
created by bank accounts. However, it is believed that characteristic per­
formance in respect of a bank account should be regarded as "to be 
effected through" the branch where the account is kept. If so, it is the law 
of the country where that place is situated that should govern the con-
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tract, as under existing English law. This view appears to be consistent 
with the traveaux preparatoires to the Rome Convention,97 which state 
that "in a banking contract the law of the country of the banking 
establishment with which the contract is made will normally govern the 
contract. "98 

A number of recent English cases have considered the law governing 
bank guarantees in the absence of a choice-of-law clause. Frequently, a 
bank guarantee is issued to the beneficiary (for example, the employer 
under a construction contract) against a counterguarantee issued by a 
bank in the advising party's home state. Therefore, two separate instru­
ments must be considered. It  has been held that the bank guarantee is 
ordinarily governed by the law of the place where payment is to be made 
under it.99 However, as the place of payment may depend simply on the 
currency of the instrument concerned, more recent cases have held that 
the law governing counterguarantees should not depend on the place of 
payment, but should follow the law governing the guarantees because the 
natural expectation of the parties is that the nvo instruments would be 
governed by the same law. I OO In post Rome-Convention cases, the result 
may not be the same, given the examples in the trm>eaux preparatoires to 
the effect that, in a contract of guarantee, the characteristic performance 
is that of the guarantor. I O J 

Effect of Sanctions on Banking Contracts 

The final topic is an appropriate one for an international gathering. In 
a number of recent cases, the English courts have had to consider the 
effect of sanctions on banking contracts. Different results have been 
reached, depending on whether the sanctions were considered to be the 
unilateral acts of another state or to have been incorporated into English 
law. 

Where unilateral sanctions are imposed by state A on state B,  bank 
accounts held by citizens of state B in the United Kingdom will be unaf­
fected, even if held in the currency of state A, because the accounts are 
governed by English law and performance in the United Kingdom is law­
fi.Ii under English law. An opposite result may be reached in a case involv­
ing international sanctions that have been incorporated into U .K. law. 

The first of these principles is exemplified by cases concerning the sanc­
tions imposed on the Socialist People's Libyan Arab Jamahiriya by the 
United States in January 1986. The Libyan plaintiffs maintained current 
accounts in New York and deposit accounts in London that were denom­
inated in U.S.  dollars. By agreement, amounts in excess of a "peg" were 
transferred from New York to London on a daily basis. The account hold-
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ers not only recovered judgment tor the sums on deposit in London, but 
also won damages tor such amounts, as the banks concerned had failed to 
transfer to London in breach of the agreement made prior to the impo­
sition of sanctions . !  02 I llegality under U.S .  law was no defense for the 
defendant banks (which were both U.S. banks) .  

Opposite results have followed in cases of UN sanctions that have been 
incorporated into U . K. law. For example, the English courts have recently 
refused performance of a counterguarantee in favor of a Libyan bank, 
applying the provisions of the Libya (United Nations) Sanctions Order, 
1992 . 1 03 The English courts have also refused to interfere with the oper­
ation by the Bank of England of UN sanctions against Serbia and 
Montenegro. I 04 

Where sanctions do apply to prohibit payment of deposits, the effect is 
suspensory; the contracts are not frustrated. 105 In practice, it seems that 
most recent sanctions orders permit the crediting of interest to frozen 
accounts at commercial rates . 
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14 Banking Law Developments in Canada 

GUY DAVID 

Introduction 

The technology-driven globalization of the financial markets has cre­
ated similar problems and concerns for regulators throughout much of 
the world . In Canada, policymakers have responded by looking beyond 
national borders in search of solutions. Their perception is that it is no 
longer possible for any country with an open market economy to legis­
late and regulate in a vacuum. In an increasingly integrated marketplace 
for financial services, the maintenance of a stable and sound financial sys­
tem, the fostering of competition, and the protection of depositors and 
consumers require a coordinated international approach. Banking law 
and regulation have evolved rapidly in Canada over the past few years, as 
in other jurisdictions. 

In a 1985 policy paper, 1 the Canadian Government enunciated nine 
principles that would form the basis for financial sector policy in the years 
to come. The principles received widespread approval . They were reaf­
firmed in a 1 987 policy paper2 and ultimately became the basis of finan­
cial sector policy that was implemented through legislative reform in 
199 1 . 3 The principles are as follows: 

• improve consumer protection; 

• strictly control self-dealing; 

• guard against abuses of conflicts of interest; 

• promote competition, innovation, and efficiency; 

• enhance the convenience and options available to customers in the 
marketplace; 

• broaden the sources of credit available to individuals and business; 

• ensure the soundness of financial institutions and the stability of 
the financial system; 

• promote international competitiveness and domestic economic 
growth; and 
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• promote the harmonization of federal and provincial regulatory 
policies. 

These principles have been applied to the various types of regulated 
financial institutions: banks, trust and loan companies, insurance compa­
nies, investment dealers, and financial cooperatives. 

This chapter will provide an overview of the Canadian financial system 
and then examine the legislative and regulatory framework governing 
four broad areas that are of general interest to central banks and regula­
tors around the world. These are ( i) the institutional structure of the 
financial system; ( ii ) foreign access to the Canadian market; (iii) financial 
and commercial linkages; and ( iv) solvency, deposit insurance, and con­
sumer protection. 

Overview of the Canadian Financial System 

Canada is in the middle of the geopolitical world, bordering on the 
United States to the south, Europe to the east across the Atlantic, the 
Pacific Rim and Asia to the west, and Russia, the Baltic countries, and 
the other countries of the former Soviet Union to the north across the 
Arctic. However, this location had little impact on the development of 
the financial system until quite recently. 

Canada shares a long border with the United States. In fact, this bor­
der is over 4,000 kilometers long, approximately twice the distance as 
that from Paris to Moscow. Ninety-six percent of Canada's 27 million 
people live in a narrow 200-kilometer band stretching from the Atlantic 
Ocean to the Pacific Ocean along this border. This population distribu­
tion more than anything else has led to development of a branch-based 
banking system, with a limited number of large domestic banks main­
taining hundreds of branches. 

Canada comprises ten provinces . It is a federal state, with powers over 
the financial system shared between the Federal Government and the 
provincial governments. This structure, too, has had and continues to 
have a very significant impact on the structure of the financial system and 
the development of banking regulation. 

The Federal Government exercises jurisdiction over banks, federally 
incorporated trust and loan companies, insurance companies, and for­
eign-owned banking institutions. The provincial governments have juris­
diction over the securities industry, provincially incorporated trust and 
loan companies, and provincially incorporated cooperative banks (called 
credit unions and caisses populaires) . Deposit insurance is administered by 
the Federal Government for both federally regulated and provincially reg-
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ulated deposit-taking institutions, except in the province of Quebec, 
which has its own system for Quebec-incorporated institutions, and 
except for the credit unions and caisses populaires, which adhere to 
provincial deposit insurance schemes. The Federal Government also reg­
ulates the clearing and settlement system.  

There are approximately 9,300 branches of  deposit-taking institutions 
in Canada, which is more than one branch for every 3,000 people. There 
are also 1 6,000 automated banking machines, which amounts to more 
than two machines for every 3,000 people.  Every day the clearing and 
settlement system processes approximately 9 million items, that is, one 
item for every three people. Canadians do a lot of banking. As of 
December 3 1 ,  1993, total assets of the deposit-taking institutions were 
approximately Can$850 billion, and total assets of the insurance industry 
amounted to approximately Can$ 1 59 .3 billion. Of the total assets of 
deposit-taking institutions, approximately 60 percent were held by banks, 
25 percent by trust and loan companies, and 15 percent by credit unions 
and caisses populaires. 

Institutional Structure of the Financial System 

"Four Pillars" 

Historically, the Canadian financial industry was said to comprise tour 
pillars: ( i )  the banks, ( i i )  the investment dealers or securities industry, ( iii ) 
the insurance companies, and ( iv) the trust companies. One might also 
add a fifth pillar, the cooperative credit unions and caisses populaires. The 
industry was regulated on institutional lines, with functional and invest­
ment prohibitions aimed at preserving the distinctions among the pillars. 
For example, banks could not engage in the securities business or the 
business of insurance, and they could not undertake fiduciary activities. 
Likewise, insurance companies and investment dealers could not accept 
deposits, although the securities industry was able to circumvent this pro­
hibition by offering various accounts to the public in conjunction with 
deposit-taking financial institutions. Trust companies have always been 
entitled to take deposits, but traditionally their commercial lending pow­
ers have been constrained. 

In the most recent legislative reform, Canadian financial institutions 
were given a number of overlapping core powers, with some restrictions 
maintained for competitive, prudential, and jurisdictional reasons. The 
core powers are examined below. 
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Deposit Taking 

Both banks and trust companies, as well as credit unions and caisses pop­
ulaires, are entitled to accept checkable and uncheckable deposits. 
I nsurance companies are prohibited from taking deposits, although 
exceptions are made for deposits that are considered to be related to 
insurance products, such as life annuities. However, there is an important 
legal distinction between bank and trust company deposits. Bank deposits 
are unsecured liabilities of the bank, which rank pari passu with all other 
liabilities, while trust company deposits are not liabilities per se, but are 
deemed to be held in a guaranteed trust fund that ranks ahead of the 
unsecured liabilities of the trust company. Because both types of deposits 
are covered by the same deposit insurance, this inequality does not create 
an advantage for the trust companies in attracting deposits; however, it 
creates a disadvantage for the trust companies in accessing the capital 
markets with other debt instruments because these market instruments 
rank behind the trust deposits on insolvency rather than pari passu with 
the deposits, as in the case of bank-issued paper. 

Commercial Lending 

Both banks and trust companies have access to unrestricted commer­
cial lending powers, as do the insurance companies. However, trust and 
insurance companies are required to meet certain capitalization thresh­
olds or obtain regulatory approval, or both, before engaging in unre­
stricted commercial lending. Financial institutions have the power to give 
guarantees, but these must be for a fixed sum of money; moreover, the 
person on whose behalf the guarantee is given must have an obligation to 
repay the sum guaranteed. The cooperative financial institutions have 
very restricted commercial lending powers, although the trend in several 
provinces is to increase these powers. 

Fiduciary Activities 

In most provinces, only trust companies are entitled to engage in fidu­
ciary activities in-house, although banks and insurance companies may 
own trust company subsidiaries. However, certain provinces have extend­
ed fiduciary powers to credit unions or caisses populaires. 

Insurance 

Banks and trust companies are prohibited from selling insurance, either 
directly or through networking or referral arrangements. Life insurance 
business and property and casualty insurance business must be carried on 
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by separate insurance companies. The credit unions and caisses populaires 
have certain powers to retail-but not to write-insurance. This capacity 
puts them in limited competition with facets of the insurance industry. 

Leasing 

Financial institutions are prohibited from engaging in the leasing of 
automobiles, household goods, and other consumer goods, so as not to 
compete with the retail industry, which sells or leases these products to 
the public. The argument has been made before legislative committees 
that consumer leases are essentially a financial product and a credit sub­
stitute, which financial institutions should be entitled to offer their cus­
tomers. However, most financial institution legislation continues to 
prohibit "dealing in goods."  If one takes an economic view of leasing 
consumer goods, it is not clear that the prohibition of dealing in goods is 
sufficient to prevent the leasing of consumer goods by financial institu­
tions. To avoid doubt, therefore, consumer leasing is specifically prohib­
ited in many financial institution statutes. 

Mfiliation, Concentration, and Competition in the Financial 
Services Industry 

In Canada, the institutional pillars have been preserved for regulatory 
purposes, but functional restrictions have largely been eliminated. This 
has been accomplished in part not only by sharing many "core" powers, 
as noted above, but also by permitting financial institutions to affiliate 
and, more specifically, by allowing the banks to own or control invest­
ment dealers, trust companies, and insurance companies. To fully appre­
ciate what is happening, one must bear in mind that the Bank Act4 
requires that domestic banks be "widely held," that is, no single share­
holder or group of connected shareholders may own more than I 0 per­
cent of the voting shares of a bank. There are exceptions to this rule for 
small start-up banks. Similar rules do not apply to the other "pillars" of 
the financial services industry. When the rule prohibiting banks from 
owning investment dealers was relaxed in the mid- 1980s, it did not take 
long for most of the securities industry to be taken over by the banks. 
The law still requires that securities activities of banks be conducted 
through securities subsidiaries, but it can be expected that this require­
ment will become anachronistic with time and will eventually be elimi­
nated. The only remaining factor protecting the bank-owned securities 
industry from extinction is that jurisdiction over this part of the financial 
services industry is granted under the Constitution to the provinces and 
not the Federal Government. 5 
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The trend toward concentration that transformed the securities indus­
try has also overtaken the trust companies, although there have been 
other contributing factors in this case. In the mid- 1980s, the rule pro­
hibiting commercial enterprises from owning trust companies was 
relaxed. Quickly thereafter, some of the major trust companies, which 
had previously been widely held, were taken over by large commercial 
companies. There followed the recession and the devastation of the real ­
estate-based loan portfolios of these companies. Under the guidance of 
their new commercial owners, these trust companies had invested heavi­
ly in real estate loans and, to the extent permitted, in real estate equity. 
Very few healthy trust companies remained after the recession, and sev­
eral had already been merged with banks in order to avoid liquidation. 
When the rule against bank ownership of trust companies was eliminated 
in the late 1980s, it did not take long for the few remaining non -bank­
controlled trust companies to be acquired by the banks, such that only 
one large independent trust company remains today. 

In the 1 991  revision of financial sector legislation, the power of the 
banks to engage in the business of insurance has been constrained to pro­
tect the insurance companies from bank competition. However, the 
banks have been given the power to own or control stock insurance com­
panies. At present, the Canadian insurance industry is greatly in need of 
capitalization. Many of the larger insurance companies arc mutual com­
panies, owned by their policyholders rather than by shareholders. In 
order to capitalize to support growth, many of these companies will 
"demutualize," as permitted by the Insurance Companies Act. vVith 
demutualization, one can expect that a large segment of the insurance 
industry will eventually be owned by the banks. 

Given the permissive legislative and regulatory framework, this ongo­
ing concentration appears unlikely to abate until the major banks control 
the entire financial services industry. While a domestic competitive 
response to the banks is not likely, there are already indications that some 
of the foreign bank subsidiaries will broaden the scope of their activities 
to compete with the domestic banks in areas that the Canadian banks 
now control. 

Foreign Access to the Canadian Financial Services Market 

Foreign ownership in the financial sector has been a long-standing 
issue in Canada. Although the system was opened to foreign banks in the 
early 1980s, most types of financial institutions continued until quite 
recently to be governed by legislation that restricted foreign ownership. 
The general rule for ownership of banks operating in Canada is that no 
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single person or group may own or control more than 1 0  percent of the 
voting shares of the bank and nonresidents as a whole may not own or 
control more than 25 percent of the voting shares of a bank. However, 
there are t\vo important exceptions to this rule, one applicable to foreign 
banks (and, more recently, to other foreign financial institutions, provid­
ed that they are widely held), and the other applicable to Canadian finan­
cial institutions. An eligible foreign institution may have a wholly owned 
Canadian bank subsidiary, subject to the following rules and limitations: 

• the foreign institution must be either a bank or another financial 
institution that is widely held; 

• the home jurisdiction of the foreign institution must offer treatment 
as favorable to Canadian banks operating in that country; 

• the Canadian bank subsidiary of the eligible foreign institution must 
be wholly owned by it; 

• the foreign institution must demonstrate that it  will be capable of 
making a contribution to the financial system in Canada; and 

• there must be room to accommodate the new entry under the limit 
of 12 percent placed on the share of aggregate Canadian assets of 
foreign banks in the domestic banking market. 

These rules came about in 1 98 1  when Canada opened its financial mar­
kets to foreign banks, and they were further revised by the 1 99 1  banking 
legislation. When the Bank Act was amended to allow foreign financial 
institutions to enter the Canadian market by incorporating Canadian 
bank subsidiaries, minimum capitalization was set at Can$2 .5 million, 
but, in practice, Can$5 million was required. The present capital require­
ment is CanS 1 0  million .6 Approval to enter the Canadian market is grant­
ed on a country-by-country and bank-by-bank basis. One of the factors 
to be taken into account by the licensing authority is that of reciprocity, 
that is, whether Canadian-owned banks enjoy treatment as favorable in 
the country of the foreign bank. To maintain a strong Canadian presence, 
a restriction has been imposed on the total participation market share of 
the foreign banks through individual asset and aggregate limitations. The 
total domestic assets of all foreign banks were initially limited to 8 per­
cent of the domestic banking market. The cap was subsequently raised to 
16 percent of the domestic market, but, under the North American Free 
Trade Agreement, U.S. and Mexican banks were excluded from the cal­
culation, and the cap has been revised downward to 1 2  percent. At pre­
sent, the total Canadian assets of foreign bank subsidiaries are benveen 1 1  
percent and 12  percent of the domestic banking market. 
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There are now 56 foreign bank subsidiaries operating in Canada. The 
stated political rationale for opening the market in 1 9 8 1  was that foreign 
competition would give customers better services at lower prices and 
facilitate Canadian bank access to foreign markets. While it is debatable 
whether markets have increased, it is generally acknowledged that the for­
eign banks have had a very limited competitive impact on the domestic 
market. This is due in part to their concentration on high-end syndicated 
corporate loans, commercial paper, and government securities; the for­
eign banks have not entered the so-called middle market of business 
loans, where it was hoped they would concentrate their activities. The 
exceptions have been banks from countries with large immigrant popula­
tions in Canada, which have concentrated on serving their Canadian eth­
nic communities. 

Financial and Commercial Linkages in the 
Canadian Financial System 

Holding of Bank Shares by Commercial Enterprises 

Ownership policy has been one of the most effective tools in Canada 
for achieving public policy goals in the financial services industry. Canada 
has diverse forms of ownership of financial institutions, ranging from 
widely held institutions to closely held companies to member-owned 
cooperatives. To a great extent, ownership policy has been aimed at pre­
venting takeovers of Canadian institutions by nonresidents. 

Despite the belief that the Federal Government would use ownership 
restrictions to strengthen policies to curb self-dealing and the concentra­
tion of power, as well as to promote the integrity of the credit allocation 
process and Canadian control of financial institutions, ownership restric­
tions were, in fact, relaxed for all segments other than banks in the 199 1  
legislative reform. 

A hotly debated topic flowing from the ownership policy is the ques­
tion of financial and commercial linkages. The ownership of financial 
institutions by commercial enterprises raises concerns about concentra­
tion of ownership, self-dealing, reduction of competition, and conflicts of 
interest. However, it is not easy to answer the question of whether the 
existence or development of commercial links, in itself, has a bearing on 
the risk of insolvency of financial institutions. Many countries have struc­
tures that permit commercial links to financial institutions and allow 
closely held institutions to be the norm, yet their financial systems are sta­
ble .  The Canadian approach has been to consider large, widely held 
financial institutions as the objective toward which financial institutions 
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should strive, while recognizing the need for exceptions in a less-than­
perfect world. 

As noted above, foreign bank subsidiaries are one exception to the rule 
that no single shareholder or connected group of shareholders may own 
or control more than l 0 percent of the voting shares of a bank? The 
Bank Act contains another exception, which applies to start-up banks 
resulting from either a new incorporation or a continuance (a procedure 
whereby another financial institution transforms itself into a bank) .  These 
institutions, which may be wholly owned by a single shareholder, have 
ten years in which to become widely held. Despite this exception, com­
mercial enterprises do not have an absolute right to hold an interest in 
banks greater than l 0 percent. The Bank Act specifies that, in exercising 
its discretion to permit the incorporation of a bank in which a person will 
have more than a l 0 percent interest, the Department of Finance may 
"take into account any activities of the [shareholder] . . .  of a non-finan­
cial nature . "S The intention of this provision is to constrain ,  without pro­
hibiting outright, situations in which a commercial entity will hold more 
than l 0 percent of the shares of a bank. 

The Bank Act also allows a Canadian financial institution that is not 
itself a bank to hold more than l 0 percent of the voting shares of a bank 
whose capital does not exceed Can$750 million for more than ten years, 
provided that it controls the bank.9 The shareholders of that financial 
institution may be commercial enterprises, but the financial institution 
itself may not have any substantial investments in commercial enterprises, 
except those in which a bank is entitled to invest directly. 

In addition to the foregoing, when the capital of a bank in which a per­
son has a significant interest reaches Can$750 million, the bank has five 
years to cause not less than 35 percent of its voting shares to be listed on 
a recognized stock exchange and to be held by shareholders who do not 
have more than a l 0 percent interest in the bank. I O  

If a bank i s  not able to  comply with the foregoing rules, it must trans­
form itself into a trust company. I I  A trust company may be controlled by 
commercial enterprises or by other financial institutions. However, a trust 
company with capital of Can$750 million or more is subject to the 
requirement of a 35 percent public shareholding of listed shares (but not 
the l 0 percent significant interest restriction), unless it is controlled by a 
widely held financial institution . 

Investments in Commercial Enterprises by Banks 

Most Canadian legislation now governing financial institutions has 
incorporated the "portfolio" or "prudent investor" approach. U nder this 
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approach, each financial institution must establish and adhere to invest­
ment policies, standards, and procedures "that a reasonable and prudent 
person would apply in respect of a portfolio of investments . . . to avoid 
undue risk of loss and obtain a reasonable return."ll  This decree is cou­
pled with quantitative rules on the composition of an institution's port­
folio. l 3  However, quality tests-so long a hallmark of Canadian 
legislation-have been done away with. 

The Bank Act and other legislation governing financial institutions 
prohibit these institutions from having equity investments in excess of 
1 0  percent in the shares of any commercial enterprise. l 4  As noted previ­
ously, financial institutions may own or control other financial institutions 
operating in a different sector of the market. Financial institutions are 
also entitled to invest in a number of enterprises whose goods or services 
are more or less related to the business of a financial institution. Included 
in these permitted investments are corporations whose business is factor­
ing, financial leasing, information services, investment counseling or 
portfolio management, mutual fund promotion or management, and 
property holding or management. l S  However, where a bank holds more 
than l 0 percent of the shares of any such corporation, it must control the 
corporation. These investments by a bank in permitted subsidiaries may 
not exceed in the aggregate l 00 percent of the regulatory capital of the 
bank . l 6  

Solvency, Deposit Insurance, and Consumer Protection 

Protection for savers and depositors has been one of the major policy 
trends of financial institution legislation and regulation over the past ten 
years. This trend is the result of countless failures in all sectors of the mar­
ketplace and the ever-increasing costs to the deposit insurance system and 
the public purse . One might ask whether governmental protection of the 
solvency of financial institutions continues to be a justifiable end. Why 
should the taxpayer support an expensive regulatory system that ulti­
mately protects mostly the shareholders of financial institutions? Why 
should the taxpayer support deposit insurance schemes that protect 
deposit-taking institutions and their customers from consequences that 
these institutions largely bring onto themselves? Does government have 
a responsibility to protect savings in non-deposit-taking institutions? If  
not, why not? 

In  Canada, two reasons have been advanced by the Government in 
support of its greater involvement with the financial sector than with 
other facets of the economy. First, the financial sector occupies a central 
place in the economy through its role in the allocation of credit and as 
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the core of the payments system. Second, financial institutions are in a 
unique position of trust in handling funds belonging to the general pub­
lic. These concerns, together with the experience gained from the mis­
takes of the past, have led to ever-increasing regulation aimed at 
preserving solvency, not only to protect consumers but also-and more 
important-to maintain the stability of the financial system as an end in 
itself. 

Certainly, the most important lesson learned by policymakers, regula­
tors, and the financial services industry itself from the failures of the 
1980s is that deposit insurance alone is insufficient to preserve the stabil­
ity of the financial system.  The other lesson is that, without substantial 
improvement, the deposit insurance system in its present form will not 
survive. Canada, like many other countries, has taken measures aimed at 
reducing individual failures of financial institutions and thereby preserv­
ing solvency and stability. The most significant measures adopted in leg­
islation affecting banks and other financial institutions in Canada include 
the imposition of the Basle Capital Accord, the implementation of con­
trols against self-dealing and related party transactions, and adoption of 
the prudent investor standard for loans and investments. All of the above 
measures have been combined with a stricter reporting and supervisory 
reg1me. 

Capitalization 

As in most other industrialized countries, capital adequacy has preoc­
cupied bank regulators in Canada-some would say for an inordinate 
amount of time-over the past few years. Variants of the Basle Capital 
Accord 1 7  apply to all federally regulated financial institutions other than 
property and casualty insurance companies. This regime comprises ( i )  
the defining of  capital, ( i i )  the risk weighting of  assets, and ( iii ) the tar­
geting of a ratio of 8 percent of capital to risk-weighted assets. 

The major Canadian banks have all achieved the 8 percent target and 
are on average above 9 percent. The foreign bank subsidiaries are even 
higher as a group. The Canadian rules are quite stringent, compared with 
international standards. 

Some technical adjustments have been made to the Basle rules as they 
apply to Canadian financial institutions. The definition of capital excludes 
certain forms of subordinated debt in the case of trust companies. For 
conversion of off-balance-sheet risks, the current exposure method is 
mandatory for establishing the credit conversion factor. Trust companies 
that lack a regionally or sectorally diversified portfolio are subject to 
higher ratios than the 8 percent minimum capital requirement and the 
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20:  I ceiling on the ratio of assets to capital. Rules are still evolving for 
derivatives and financial instruments related to securitizations, in particu­
lar, credit enhancements of securitization transactions. 

Trust companies have traditionally been regulated on an unconsolidat­
ed basis in Canada whereas banks have been regulated on a consolidated 
basis. Assessment of capital adequacy requirements for trust companies is 
migrating toward a consolidated basis. Also, banks have traditionally been 
assessed on a going-concern basis whereas trust companies have been 
assessed on a liquidation basis, in which assets of little or no liquidation 
value are deducted. A shift toward a going-concern assessment for all 
financial institutions is taking place. 

The basic Baste Capital Accord framework for assessing capital ade­
quacy, as well as the setting of parameters for market risks, is well in place 
with respect to federally regulated financial institutions. The provincially 
regulated cooperative financial institutions are gradually migrating to the 
Baste Capital Accord framework from evaluation based on a fixed 4-5 
percent ratio of capital to deposits. Certain transitional rules include low­
ering the initial minimum capital ratio to 6.5 percent, allowing a lower 
risk weighting for consumer loans (80 percent rather than I OO percent) , 
and suspending implementation of rules for interest rate risk exposure. 

It can be expected that the entire Canadian financial system will oper­
ate under the Baste Capital Accord framework within the next few years. 

Control of Self-Dealing 

In the latest revision of the Bank Act and other legislation governing 
financial institutions, strict controls were imposed on transactions 
between a financial institution and persons who are in positions of influ­
ence over, or control of, the financial institution. l 8  Although previous 
legislation included controls on self-dealing, the rules were generally 
inadequate, and persons and entities involved in self-dealing could easily 
circumvent them. The new policy is based on a three-tier approach :  a ban 
on most transactions with "related persons";i9 internal controls for some 
permitted transactions, which are generally for limited amounts and 
involve standard arrangements;20 and prior approval from the regulator 
for special transactions. 2 1  

The following persons are considered as being related to a financial 
institution: 

• shareholders who own, directly or indirectly, I 0 percent or more of 
any class, or any series of any class, of shares; 

• directors and officers of the financial institution; 
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• auditors of the institution; 

• directors and officers of corporations who own, directly or indirect­
ly, 1 0  per cent or more of any class, or any series of any class, of 
shares of the financial institution; 

• members of the immediate family of the above; and 

• the significant business interests of the financial institution or of the 
persons described above .22 

In addition to the foregoing, regulators can designate individuals or 
corporations as being related to a financial institution, and they can 
exempt individuals from such status.23 

Other Measures to Protect Solvency and Consumers 

In  the latest revision of its financial institution legislation, Canada 
adopted a number of additional internal governance measures applicable 
to all financial institutions. These measures include various provisions to 
avoid conflicts of interest, the strengthening of the role and liability of the 
external auditor, adoption of the prudent investor standard, and the plac­
ing of greater responsibility on directors, who have now been given the 
primary responsibility for overseeing the internal governance framework. 

In addition to their general duty to manage and supervise the man­
agement of the bank (or other financial institution ), the directors are 
obliged to 

• establish an audit committee; 

• set up a conduct review committee, which must approve all related­
party transactions; 

• establish procedures to resolve conflicts of interest, including tech­
niques to identifY potential conflict situations and restrict the use of 
confidential information; 

• designate a committee of the board of directors to monitor the con­
flict-of-interest procedures; 

• establish procedures to provide disclosure of information to cus­
tomers of the bank to deal with complaints; 

• designate a committee of the board of directors to monitor the 
information and complaint procedures and satisfY itself that they are 
being adhered to by the bank; and 

• establish investment and lending policies, standards, and procedures 
in accordance with the prudent investor standard.24 
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Conclusion 

The general thrust of recent Canadian legislative and regulatory policy 
has been to re-examine the traditional approach, so long in vogue, of 
assuring stability in the financial system by restricting the ability of banks 
to compete with other financial institutions, restricting the ability of non­
bank financial institutions to compete with banks, and protecting depos­
itors with generous deposit insurance, regardless of the risk and yield on 
those deposits. Although barriers remain, great strides have been made in 
allowing affiliation and competition among financial institutions serving 
different segments of the market. A price has been paid for this break­
through in the form of greater concentration, which inevitably heightens 
concerns about systematic risks. To a large extent, the traditional controls 
have been replaced by more stringent internal governance requirements 
and a tighter regulatory framework. 

It is not clear yet whether these developments have led to a more even 
playing field for the different types of institutions and to greater compe­
tition-and, hence, better service-for the customer. 

The new, strengthened internal governance regime is likely to have a 
significant effect on the conduct of financial institutions. The Canadian 
courts have not yet had occasion to interpret the prudent investor test. 
However, experience elsewhere would lead one to conclude that the pru­
dent investor standard-and the resulting liability of directors for failure 
to observe it-may be a powerful deterrent to improvident loans and 
investments. 

Given the fast-changing nature of the financial world, some observers 
may ask whether the steps taken by Canadian policymakers may risk 
impeding the development of the kind of dynamic and efficient financial 
system that the economy needs to grow and prosper. Is too much being 
sacrificed in the name of soundness and consumer protection, thereby 
preventing market forces from playing their important role in shaping the 
financial system? Only the future can tell whether the right balance has 
been struck. 



COMMENT 

MELANIE L. FEIN 

The two preceding chapters describe how the banking systems of the 
United Kingdom and Canada are confronting changes in the foreign 
financial services marketplace, as well as in their own domestic financial 
marketplaces. Even though the two banking systems are quite different in 
certain aspects, there appear to be some salient common themes in how 
each system is evolving and in the types of financial supervisory and reg­
ulatory issues that each is confronting. Some comments on the U.S. 
banking system would help give a broader context to the discussion and 
bring into clearer focus how the Canadian and the U .K. banking systems 
compare with another major world banking system. 

At least four general themes or trends are apparent in the banking sys­
tems of Canada, the United Kingdom, and the United States. These 
trends have been under way for a number of years and have reached a 
mature state in some cases. The United Kingdom, for example, already 
appears to have attained self-regulation, whereas the United States and 
Canada are not quite so far along. In other areas, the United States or 
Canada has led the way. 

Breaking Down Geographic Barriers 

First, there has been a general breakdown of the geopolitical bound­
aries that formerly excluded foreign competition from national banking 
markets, as well as a breakdown of internal barriers to geographic ex pan­
sion. This trend is evident in Canada in the increased opportunities for 
foreign access to the Canadian banking market, resulting from changes in 
Canadian law in the early 1980s, the Canada-United States Free Trade 
Agreement,! and the North American Free Trade Agreement.2 In the 
United Kingdom, this theme is evident in the application of the Second 
Banking Directive of the European Community,3 which effectively cre­
ates a European banking license under which banks in the European 
Union can operate with ease across national boundaries. In the United 
States, a national treatment policy, with open access to foreign competi­
tors operating in the United States, has long been in effect.4 The U .S. 
trend seems to be more internal than external. Interstate banking by bank 
holding companies has increased dramatically as a result of changes in the 
laws of the individual states. In addition, the U .S.  Congress has enacted 
legislation that eliminates federal barriers to interstate branching.5 So, in 
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all three banking systems, the elimination of geographic barriers to the 
provision of banking services seems to have been a consistent theme over 
the past decade. 

Consolidation 

The second theme is the consolidation of the financial services indus­
try, that is, the combining of the banking, securities, and insurance sec­
tors through common ownership and other relationships. This trend is 
evident in the changes in Canadian law in the mid- l980s that allowed 
banks to acquire securities firms, insurance companies, and trust and loan 
companies.6 In the United Kingdom, to the extent that there ever was a 
legal separation between commercial banks and securities firms or invest­
ment banks, this barrier was lifted in the so-called Big Bang of the mid­
l 980s. In the United States, the law has been interpreted to permit banks 
and bank holding companies to acquire securities firms and to engage 
in the sale of insurance nationwide through networking and referral 
arrangements, as well as from small towns (the so-called town-of-5 ,000 
loophole) .  The United States probably has the most restrictive law, the 
Glass-Steagall Act/ which historically has separated the banking industry 
from the securities industry. Even though this law is still on the books, 
however, it has failed to stop this trend. 

In each of the three countries, barriers to competition among different 
types of financial institutions are being removed, and legal distinctions 
among them are blurring. In each country, nonbank financial service firms 
are actively engaged in lending and other credit activities. Banking insti­
tutions increasingly are involved in providing nontraditional financial ser­
vices, including securities and insurance activities and leasing. The role of 
banks is becoming significantly broader, and the definition of "banking 
business" is expanding. It  might be fair to refer to the "financial services 
industry" as a separate generic industry, rather than to the "banking indus­
try" or the "securities industry" or the "insurance industry." Although it 
has not quite occurred yet, one can expect to see in the future a continu­
ing consolidation of the different financial sectors into a single industry. 

Self-Regulatory Measures 

The third trend is the increase in self-regulatory measures in the form 
of new emphasis on policies and procedures and the role of the board of 
directors of financial institutions. This trend is noticeable in Canada, the 
United States, and the U nited Kingdom, the latter of which has had a 
long tradition of self-regulation. 
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The governmental regulatory authorities in these countries are by no 
means relinquishing their regulatory jurisdiction . However, the consis­
tent theme is to encourage or to require banks to create policies and pro­
cedures to deal with, for example, the monitoring and managing of risk, 
conflicts of interest, and money laundering, and to respond to customer 
complaints and strengthen customer protection through the creation of 
internal audit committees. I nstead of requiring that loans or investments 
be directed to certain sectors or subject to specific limits, Canada now 
requires the banks to adopt policies and procedures to ensure that they 
invest their funds as would a prudent investor.s 

This third trend represents a particularly healthy development. Rather 
than dictating rigid, across-the-board solutions to problems, the role of 
government increasingly is to identifY specific problem areas and to allow 
or to require each bank to develop its own policies and procedures for 
dealing with the problems as they affect that particular institution . 

The preceding three common themes in the banking systems of 
Canada, the United Kingdom, and the United States suggest a number 
of interesting issues for further discussion. For example, what type of reg­
ulatory structure is most appropriate for a consolidated financial services 
system? Is it functional regulation, where banking, securities, and insur­
ance functions are regulated separately? Is it entity regulation, where a 
conglomerated financial services organization is regulated on a consoli­
dated basis? Or is it some combination of functional regulation and en­
tity regulation? This debate is unfolding in the United States. The U.S .  
Congress has held hearings on the regulation of bank securities activities 
in the marketing of mutual funds, focusing in particular on whether the 
Securities and Exchange Commission or the banking agencies should pri­
marily regulate these activities.9 The banking regulators favor entity reg­
ulation, whereas the SEC favors functional regulation. What probably will 
continue is a combination of the two types of regulation. 

Another question is, What is the role of a nation's central bank in a 
consolidated financial services system? Should the central bank be the 
supervisor and regulator of financial conglomerates that include not only 
banks but also securities firms and insurance companies? The role of the 
central bank in the United States has been heavily debated over the past 
year, with the result that the central bank (the Federal Reserve System) 
most likely will continue to play a significant role in banking supervision 
and regulation. This role also will likely extend to the supervision of 
banks, to the extent that they engage in securities and insurance activities. 
The federal banking regulators have made clear that they intend to play a 
role, but that they will also respect the right of other agencies to regulate 
on a functional basis \vhere the latter have jurisdiction. 
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Other questions remain. What are the implications for systemic risk of 
a consolidated financial services industry within a single country, as well 
as within the global financial market? How is each country dealing with 
such risk? How does each system regulate relations between banks and 
their affiliates? How does each system coordinate supervision and regula­
tion of banks operating across geopolitical boundaries? What capital 
requirements should apply to a consolidated financial services entity? 

Social Responsibility 

The fourth, and final, theme is the increasing recognition that banks 
have a social responsibility. In the United Kingdom, a new emphasis has 
been placed on the responsibility of banks as owners of property under 
environmental protection laws. Certainly, there is also a very great focus 
on that issue in the U nited States. In fact, legislation has been pending 
before Congress specifically addressing the responsibility of banks and the 
limits on their liability for environmental cleanup costs . I O  In the United 
Kingdom and Canada, consumer protection is increasingly emphasized. 

The United States is the leader in this area. Arguably, the United States 
has the most stringent consumer protection laws in the world. Many 
banks feel somewhat overburdened by their responsibilities in this area. 
The United States enforces not only consumer protection laws but also 
affirmative obligations on banks to lend money to low-income areas. 1 1  
This is a subject to which the Administration has given some priority in 
its legislative agenda. Congress passed legislation in 1 994 authorizing 
community development banks, l2  and it is expected that debate will con­
tinue in the United States about the obligation ofbanks to allocate credit 
to low- and moderate-income areas. 

Of final note is money laundering, an area that all banks undoubtedly 
will be asked to focus on for the purposes of crime control. It is a form 
of social responsibility, to the extent that banks are being asked to partic­
ipate in crime control. There has been an increased focus on money laun­
dering in the United States, l 3  as well as in the United Kingdoml4  and 
Canada. I S  

Conclusion 

It is extremely important to the continuing development and improve­
ment of the U .S .  banking system, as well as of the global banking system, 
to share and discuss information about banking systems around the 
world. The exchange of information and ideas on issues of mutual con­
cern is for the mutual benefit of all. 



Chapter 

15 Banking Law Developments in the 
Former Soviet Union 

TONY SHEA 

Economic and Banking Environment 

Paying special regard to events in the Russian Federation, this chapter 
briefly examines some of the developments in banking laws in the Baltic 
countries, the Russian Federation, and the other countries of the former 
Soviet Union. It is necessary to recall the environment in which banks in 
the region operate. Originally, there were a few large, specialized banks. 
Some of these, in one form or another, still exist. Where the large banks 
had branches in republics other than Russia, they were taken over by the 
newly emerging countries. In addition to those original banks, the system 
now has a number of smaller banks, some very small indeed. In Russia, 
there are over 1 ,700 banks, but 65 of these make up two-thirds of the 
system. 1 Many cannot meet the existing capital requirements, which were 
recently increased, and some closures or mergers are expected.2 The 
largest bank in Russia, in terms of assets, was the savings bank, Sberbank, 
but this is nmv second or third in that category.3 

There are some joint-venture banks, co-owned by Russians and for­
eigners, and a handful of Western banks have full banking licenses. The 
previous Parliament had proposed that new foreign banks should not be 
permitted in Russia, that existing foreign licenses should be reviewed, and 
that existing foreign banks, if allowed to stay, should be permitted to deal 
only with foreigners. This proposal was supported by many Russian banks, 
on various grounds, most of which amounted to fear of competition, but 
it was resisted by the Central Bank, the Government, and the banking 
subcommittee of Parliament, on the grounds that such competition-and 
new ideas, skills, and capital-were just what the system needed.4 
President Yeltsin originally vetoed the Parliament's decision, but then 
passed decrees limiting by law the total capital of foreign banks to 1 2  per­
cent of all Russian banks and imposing geographical restrictions on such 
banks.s A freeze on new licenses was also imposed, although the Central 
Bank seems to some extent to have circumvented this. These restrictions 
were introduced shortly before a referendum in April 199 3. They were the 
subject of some discussion, particularly with the European Community 
(EC), with which Russia subsequently reached an economic agreement.6 
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In 1995, the law restricting foreign access was scheduled to be abolished, 
and the 199 3 decree immediately ceased to apply to the five banks oper­
ating already. Newcomers and existing banks now receive national treat­
ment (with some exception, such as the level of minimum capital ) .  After 
five years, the 1 2  percent limitation will be reviewed. Similar restrictions 
have not been imposed in most other countries of the former Soviet 
Union, which are far more welcoming of foreign bank capital. 

The securities market is only embryonic, and most enterprises raise 
funds from the banking system, which, in turn, is funded largely by the 
Government or central bank credits. However, since 1 992, one of the 
main sources of financing of enterprises has been mutual default on pay­
ments. Most large enterprises in most of the countries are heavy loss­
makers, although few have so far been made insolvent-either from 
inertia, fear of unemployment and unrest, or the simple lack of appropri­
ate laws and skills. 

In developed market economies, the public-ordinary people as well as 
private businesses-is the major source of the funds that are allocated by 
the banking system.  Most people and businesses have bank accounts 
into which they put their savings. This is not yet the case in the 
Commonwealth of Independent States ( CIS) .  Only in a few regions are 
significant amounts ofbank funds collected from ordinary people and pri­
vate businesses. Most people with bank accounts have them with 
Sberbank, although in some regions other commercial banks arc acquir­
ing deposits from the public. 

Although the situation is changing now and will change more rapidly 
with increasing privatization, most bank funding in Russia has come from 
the Central Bank, which channels funds through commercial banks to 
particular state enterprises.? The Central Bank, in turn, gets its money 
either from the Government or Sberbank, or by printing money. A lim­
ited amount of funding is obtainable from an interbank deposit market. 
Largely because of high inflation rates and the manner in \\'hich banks 
fund themselves, lending is very short term and at high rates of interest, 
which, however, lag behind the inflation rate. 

Sberbank has been the organization best known to ordinary people and 
the one in which they have traditionally saved their money. This institu­
tion is subject in Russia to direction from the Central Bank, which has 
also controlled its lending activities.s The deposits ofSberbank have a sig­
nificant advantage because they are guaranteed by the state, while those 
of other banks are not.9 Sberbank has 40,000 branches (90 percent of the 
branch network of all banks) and over 90 percent of household 
deposits . 1 0 It offers a variety of services that other banks do not offer. I I  

Public familiarity, plus its unlimited guarantee and its branch net\\'ork, 
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gives Sberbank a huge potential advantage over other banks in reaching 
the ordinary public. 

In the CIS as a whole, judging creditworthiness has not been required 
of banks . Banks have usually allocated central funds to state enterprises by 
direction. If the funds were not repaid, they were routinely written off. 
This practice is now changing, but establishing proper procedures to 
assess credit is very difficult because of the lack of professional experience 
in judging creditworthiness and the lack of the accounting standards and 
experience needed to facilitate risk assessment. Change is also difficult 
because, with much bank lending tied to the founders of the banks, there 
is no incentive (or ability) to judge their creditworthiness. 

In the West, the notion that banks are more highly regulated than ordi­
nary commercial companies is familiar. Banks are not controlled, but they 
are highly regulated. This concept is either not widely understood by 
bankers in the CIS, or, if understood, it is often not accepted. A common 
complaint of bankers is that, now that there is a free market, banks 
should, like other companies, be free. Although the bankers in one sense 
are underregulated, there is perhaps some justification for some of the 
complaints, as even the Central Bank of the Russian Federation will agree 
that it has introduced many new requirements and changed others with 
little notice, causing great resentment among the commercial banks. 

Specific Prudential Rules 

Capital 

The minimum capital for banks in Russia was increased, roughly in line 
with the twentyfold increase in prices, from Rub l 00 million to Rub 2 bil­
lion . I 2 This amount is still low, but it is aimed before the end of the 
century to increase it to the EC standard of ECU 5 million. I 3 In other 
newly emerging countries, the figure for bank capital is often much lower. 
Often, moreover, the definition of capital is highly unsatisfactory. 
Although initial capital may have to be deposited in cash with the central 
bank or elsewhere, on an ongoing basis, contributions in kind, such as 
buildings or equipment, can often be counted as bank capital, and such 
contributions can be valued by the bank itself at shareholders' meetings. 
(The idea behind this practice is that capital forms the basis for the 
distribution of dividends. )  Furthermore, intangible property, such as 
know-how, may be counted as capital. In addition, capital forms the basis 
of a gearing ratio for lending exposures of about 2 0: l .  The idea now com­
monly accepted in the West, that a fund of capital should be retained to 
meet losses, is not applied in the countries of the former Soviet Union. All 
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of the capital not tied up in buildings and equipment can, therefore, be 
loaned to customers. Furthermore, in many of these countries-and per­
haps in the Russian Federation-there is a confusion about entitlements to 
capital in case of insolvency. In some countries, there is a concept that 
shareholders in financial difficulty can call for the return of their capital . 
The concept of capital, however, depends on the setting of priorities for 
repayment in case of bankruptcy, which, in turn, depends on the estab­
lishment of bankruptcy principles. Clearly, these principles have not yet 
been established in all countries. 

Owners 

The rules relating to the qualifications of owners of banks in all CIS 
countries are rudimentary. Sometimes, owners are required to prove their 
creditworthiness, which is perhaps based on an imprecise understanding 
of the legal separation between shareholders and a joint-stock company, 
and perhaps also on the above-mentioned idea that the capital of a joint­
stock company in some sense belongs to the contributors. A common 
requirement is that the managers of the bank must be fit to hold their 
positions, but there is usually no similar requirement for the owners of 
the bank. Allegations that Russian banks are owned by unsuitable persons 
are numerous. Furthermore, many banks are owned by industrial com­
panies that ( especially in the absence of suitable controls on connected 
lending) may manage the banks for their own purposes. 

Risk Recognition 

The essence of Western prudential rules is to leave banks generally free 
to make their own lending decisions, but to take steps to recognize and 
limit risks. The following list compares the rules applicable to Western 
banks with the rules applicable to banks in the CIS: 

• Western banks are commonly required to show that they have lend­
ing policies and procedures to evaluate the risks of lending and that 
they follow their own policies and procedures; there is no such 
requirement in the CIS. 

• Western banks are often limited in their ability to engage in nonfi­
nancial activities, either directly or through daughter companies. If 
they are allowed to engage in such activities, these may be strictly 
limited in volume. Comparably, the limitations in Russia and other 
CIS countries are ineffective . A bank may be prohibited from engag­
ing in industrial activities directly, but it is entitled to own a com­
pany that engages in such activities. Also, a bank can be ( and often 
is) owned by an industrial company. 
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• Banks in the West are often controlled in their ability to lend to per­
sons connected with them, because lending decisions in such cases 
may not be rational (based on risk assessment and likely returns) but 
rather directed by the "parents."  The rules that are imposed may be 
"arms-length" rules, as in the United Kingdom, a quantitative limit, 
as in the United States, a simple prohibition, or other means (such 
as capital penalties ) . 1 4  In the CIS, however, there are usually no spe­
cial limits for connected persons, and, as a consequence, a large 
number of the banks lend most of their funds to their founders, 
which may be regional councils, insolvent state-owned enterprises, 
or even private enterprises. 

• Western banks have imposed on them strict limits on the size of their 
exposures to particular borrowers, so that the failure of single per­
sons will not cause banks to collapse. These limits must also apply to 
persons that are financially interlinked. In the CIS, the limits are set 
at levels that are quite high, and there are no rules applying to per­
sons connected with one another, so that in effect the rules are 
worthless. 

• Finally, Western banks are required to identify debts that are recog­
nized to be nonperforming and to keep special internal reserves or 
"provisions" against such "bad debts." These provisions come either 
from profits or are deducted from capital. Such deductions will, in 
turn, affect banks' gearing ratios and lending ability. In most or all 
of the CIS countries, there are no such requirements. Clearly, given 
the difficult financial position of so many of the enterprises, the 
amounts of nonperforming loans are very high, but this is not 
shown on the books of the banks. Even though there is no legal 
requirement to identify bad debts, banks tend to disguise them from 
their supervisors in any case, either by rolling over the loans (extend­
ing their terms if borrowers cannot repay) or by adding unpaid 
interest to the principal amounts outstanding (capitalizing the assets 
and giving the impression of a healthily expanding balance sheet). 
The result is that the supposed capital base of the banks is largely 
illusory, although, admittedly, it is often very difficult to prove this 
in individual cases because of the lack of accounting skills and reli­
able accounts. It seems a reasonable conclusion, however, that, if 
banks in the CIS were subjected immediately to Western rules-and 
it is not suggested that they could be or should be-nearly all banks 
would be, in Western terms, bankrupt. 

An additional problem that the banking systems in the CIS face is that 
the central banks lack sufficient staff, even (within Russia) taking all of the 
numerous branches into account, to supervise the commercial banks. 
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What regulatory staff members there are in the central banks are often 
overworked and have themselves been unable as yet to obtain full train­
ing in the techniques of banking supervision. Furthermore, as soon as 
staff members gain these skills, many are tempted away to commercial 
banks that can offer higher wages. Finally, there is evidence in some areas 
of either intimidation or corruption of some central bank staff. 

Reforms 

What measures might be taken to improve the situation? 

Better Prudential Rules 

All of the above matters will eventually have to be addressed-the 
sooner the better. In Russia, an experiment is being sponsored by some 
of the international organizations, called the International Standards 
Bank ( ISB) program. I S  The idea of this program is that, because it is dif­
ficult to force banks to comply with prudential standards, these banks 
might instead be encouraged voluntarily to adopt higher standards . 1 6  In 
return for the accelerated introduction of banking standards closer to 
Western standards by a selected group of banks, these banks would be 
offered incentives reflecting the reduced risk that they posed to the sys­
tem . l 7  Implementation of such a program by some banks does not imply 
that over time all Russian banks will not have to move to higher stan­
dards. It is merely an attempt to produce more quickly a core of identifi­
able banks that will have-and will be recognized to have-higher 
standards. 1 8 

The World Bank has recommended that new bank licenses should be 
issued only to ISBs and that, meanwhile, licensing processes should be 
tightened and supervisory capacities strengthened. l9  To promote gener­
al competition in the banking sector, the World Bank also recommends a 
properly designed deposit insurance program, limited in coverage to 
small deposits.20 (The premiums would be lower for ISBs than for other 
banks . ) 2 1  

Substantial Recapitalization 

It is clear that substantial recapitalization of the banking system, or at 
least that part of it that is identified for development, will be required. 

New Banking Laws 

:1\:ew banking laws or clarifications of the old will be required. 
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Bank Closures 

Bank closures will be inevitable ( a  number of licenses have now been 
revoked by the Central Bank of the Russian Federation) .  Such closures 
(or mergers) will be prompted by the capital increases already mentioned 
or by the effect of the bankruptcy law (discussed below) on many bank 
customers, which will force the banks to recognize the many defaulting 
loans. In particular, consideration must be devoted to Sberbank. There 
are two main options. First, it could be treated more like an ordinary 
commercial bank and allowed to lend freely to enterprises (it is presently 
controlled in tl1is activity) .22 Because Sberbank takes most household 
deposits, this option would require most of the supervisory resources to 
be directed to it.23 If this option is taken,  it might also be desirable to sell 
off a number of the branches of Sberbank to other commercial banks, in 
order to reduce its effective monopoly on household deposits.24 The sec­
ond option is to continue Sberbank's role as the primary taker of house­
hold deposits and to prohibit it from lending to enterprises, and to 
restrict the size or conditions of its lending in the household and inter­
bank market.25 Its other deposits would then be used to purchase gov­
ernment bonds.26 Sberbank could then perhaps retain the government 
guarantee of its liabilities. 

Good Accounting Rules and Practices 

Good accounting rules and practices need to be introduced as a mat­
ter of urgency, both to assess the creditworthiness of enterprises and to 
verifY the state of the banks themselves.27 The training needs here, as in 
other areas, are enormous. 

Law of Collateral for Lending 

A good law of collateral for lending, coupled with an adequate regis­
tration system, is required, so that banks can reduce the risks to them­
selves and their depositors and so that persons can use their property as a 
lever to obtain funding, thus freeing the economic potential inherent in 
property.28 Property laws must also be changed to clarifY ownership 
rights.29 Without such a law of collateral, it will be particularly difficult to 
end the system of agricultural subsidies, as farmers will be unable to bor­
row freely from the banking system. 

Bankruptcy Law 

A good bankruptcy law is required. 30 Such a law will help to establish 
the conceptual framework for other legislation on businesses. Key con-
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cepts, such as limited or unlimited liability, corporate personality, or even 
the definition of capital , can depend upon the provisions of the insolven­
cy law. It may also be invoked as part of the privatization process in decid­
ing whether to liquidate an enterprise on a breakup basis or on a 
going-concern basis, and it can be used in the restructuring of insolvent 
enterprises. It is necessary for the financial health of the banking system 
that banks ( and other creditors) be able to recover some part of unpaid 
debts in a timely manner. A good bankruptcy law is also essential to spur 
the efficient management of enterprises and to assist in gaining fair treat­
ment for lenders and other creditors. Its economic function is to enable 
assets that are not being put to profitable use to be recirculated and used 
efficiently. Finally, a good bankruptcy law can help to prevent certain abu­
sive trading practices, such as continued trading when a company has no 
reasonable prospect of success or the granting of security when a com­
pany is insolvent. 

Payment Systems 

Laws for payment systems are required to deal with all the methods by 
which payments are made. These systems can be debit based (as with 
checks, bills of exchange, letters of credit, direct debits, and similar 
instruments) ;  credit based (as with credit transfers, giro payments, and 
most electronic payments); or card based.3 1  Each of these instruments of 
payment requires a clear legal basis, which is often missing at present 
(especially in the case of credit transfers) .  

Dispute Resolution Procedures 

Dispute resolution procedures need to be improved.  In particular, arbi­
tration procedures, if backed by sound legislative rules, may help to assist 
where court procedures are slow, unskilled, expensive, or not objective. 

Conclusion 

The range of issues affecting banking laws in the former Soviet Union 
is large, and the foregoing discussion is merely a brief indication of some 
of them. The problems facing the banking system in the former Soviet 
Union are great and will take years to solve. 



COMMENT 

DEBORAH K. BURAND 

This comment examines ( i )  the challenges facing the evolving bank­
ing system throughout the Baltic countries, Russia, and the other coun­
tries of the former Soviet U nion, (i i)  the rules that are being developed 
to respond to those challenges ( the who, what, and where of banking 
laws and regulations), and ( ii i )  the how of banking regulation, namely, 
How are these laws and rules going to be enforced? 

Challenges Facing the Banking System 

Early analysis of banking reform in the former Soviet Union tended to 
produce agreement about the challenge that was facing each of the coun­
tries. In 1 992, the challenge often was described as the challenge of turn­
ing centrally administered, monopolistic banking systems that were 
insensitive to credit risk into competitive, efficient allocators of resources. 
That challenge remains in most countries of the former Soviet Union. 
Many of the banking systems within the former Soviet Union continue to 
be dominated by the direct successors of the old, state-owned Soviet 
banks. These banks often continue to have a monopolistic hold on sec­
tor-specific lending practices and are also characterized by large portfo­
lios, uncollectible assets (sometimes so large that they give rise to a 
negative net worth),  and a resistance to portfolio diversification. 

Decentralization and fostering competition have presented many of the 
countries of the former Soviet Union with yet a new challenge: a prolifera­
tion of new banks. These new banks are attracted by low reserve require­
ments and anticipated profits. They are sometimes set up by state-owned 
enterprises, such as Aeroflot or the AvtoVAZ car company; sometimes, they 
are set up by private companies to attract deposits for relending to their own­
ers. Consequently, a second generation of banking laws and regulations is 
being implemented in the countries of the former Soviet Union that responds 
to both of these challenges-the need to decentralize and encourage a com­
petitive environment within the banking sector and the risks posed by a pro­
liferation of new and often inexperienced entrants into the banking sector. 

Responding to the Challenges 

Turkmenistan presents an example of how this second generation of 
banking laws and regulations is evolving. This is certainly not to suggest 
that Turkmenistan has a banking law that can be used as a model or 
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one that is better than that of any other former Soviet republic. 
Turkmenistan's population is only 4.5  million. As a result, the banking 
needs of such a country will be vastly different from those of Russia or 
many of the other former republics. However, some of the issues that 
confronted the drafters of Turmenistan 's commercial banking law are 
common to the issues confronting other former Soviet republics. 

In May 1992 , Turkmenistan enacted a commercial banking law. 1 In 
October 1 993, a new commercial banking law was put into place in antic­
ipation of the introduction of the country's new currency, the manat.2 

Who Is Being Regulated? 

Determining who should be regulated by the new commercial banking 
law is the first of these issues. In answering this question, three areas of 
Turkmenistan's commercial banking law are noteworthy: the banking 
law's definition of a commercial bank,3 the application of the banking 
law, and the entry of new commercial banks. 

First, with respect to the definition of a commercial bank, the drafters 
of Turkmenistan's new commercial banking law were faced with a bal­
ancing act. On the one hand, drafting an overly broad definition of the 
term "commercial bank" would strain Turkmenistan's limited supervi­
sory and regulatory resources. On the other hand, an overly narrow def­
inition would permit parties to conduct banking activities outside a 
commercial bank and thereby escape adequate supervision and regulation 
by Turkmen regulatory authorities. In the end, the Turkmen authorities 
chose a definition of a commercial bank that included only those institu­
tions licensed to take deposits and perform other banking operations. 
Those "other banking operations" are enumerated in Article 1 3  of the 
new commercial banking law. Expressly excluded from those permitted 
banking activities is the provision of most types of insurance. Also, com­
mercial banks in Turkmenistan are expressly prohibited from engaging in  
general commercial activities. 

Second, with respect to the application of the commercial banking law, 
a goal in Turkmenistan was to level the playing field among banks, thereby 
fostering competition and breaking the concentration of sector-specific 
lending practices of some banks. Before the new banking law was put into 
place, banks had individual charters. The bank powers granted in those 
charters varied from bank to bank. Serious consideration was given to 
requiring existing banks to return those charters and to be relicensed 
under the new banking law, with a view to leveling the playing field for all 
banks. However, there was strong resistance from some of the former (and 
continued) state-owned banks, with the result that such a requirement was 
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not included in the new commercial banking law. It is not surprising that 
existing banks would resist the introduction of a new regulatory scheme 
that would prevent them from conducting the kinds of activities and 
enjoying the kinds of privileges to which they have grown accustomed. On 
a going-forward basis, the commercial banking law enacted in 
Turkmenistan has taken steps toward setting forth a more level playing 
field for new banking establishments in Turkmenistan. It is less clear 
whether the new commercial banking law also has leveled the playing field 
for pre-existing banks-like the savings bank and the bank on foreign eco­
nomic activity, which argued strenuously during the negotiation of the 
new commercial banking law that they should be allowed to be regulated 
by both their old charters and the new banking law, and, in the event of 
any inconsistencies, that their individual charters should govern . 

Third, before enactment of the 1993 commercial banking law, the 
requirements for entry for those wanting to set up a bank in 
Turkmenistan were quite liberal, the application process for establishing 
a bank was murky, and the regulations governing these applications were 
ambiguous. Prospective banks were encouraged to concentrate their 
lending portfolios and were required to demonstrate to the Central Bank 
that they would meet the demands of a particular sector or client base. 
Also, there was a bias in Turkmenistan favoring all prospective entrants 
into the banking system. 

This bias continues even today in the application process. For example, 
the new commercial banking law requires the Central Bank of 
Turkmenistan to pay financial penalties to bank applicants if it does not 
act on their applications within the time limits set forth in the commer­
cial banking law. 4 

However, as the new banking law was being developed, the Turkmen 
authorities decided to impose a freeze on the licensing of new applicants 
in order to give Turkmen authorities time for a more careful considera­
tion of the barriers of entry needed in the banking system and of the types 
of information required of the applicants. Although the commercial 
banking law that went into effect in 1993 has no defined grounds for 
refusing a bank license, it is to be hoped that the evolving system will 
become more transparent. One step in this direction is the requirement 
in the new commercial banking law that the Central Bank explain to 
rejected applicants its grounds for rejecting their applications.s 

What Is Being Regulated? 

Determining the scope of activities to regulate raises several issues, 
including how far to broaden the scope of permitted banking activities 
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and how quickly to permit banks to take advantage of such expanded 
banking activites. An important consideration in determining the speed 
of change and the scope of change was a concern that the skills of both 
the commercial bank staff and the bank regulators should not be out­
paced. Turkmenistan has not opted for a universal banking scheme; its 
banking law, however, does enumerate permissible banking activities that 
are similar to those found in the Russian banking law. 6 

Where Are Banks Regulated? 

Where banks are regulated is an issue of growing importance in a world 
in which host countries increasingly look to comprehensive consolidated 
supervision by the home country before permitting a foreign bank to 
establish a banking presence. Turkmenistan's commercial banking law per­
mits Turkmen banks to open branches and offices outside Turkmenistan .? 
Turkmenistan will apparently require reporting from those banks on a con­
solidated basis. How that will actually happen is uncertain, in part because 
of the accounting standards that are used in Turkmenistan. Moreover, the 
Central Bank's authority to inspect and examine offices ofTurkmen banks 
located outside Turkmenistan is unclear. 

The "How" of Bank Regulation and Supervision 

Once the commercial banking law-the skeleton on which bank regu­
lations hang-is in place, the question becomes, What kind of regulations 
are going to be developed to implement the law? In Turkmenistan, the 
regulatory scheme that will be built around the new commercial banking 
law is not entirely clear. Regulations were being drafted as the new law 
was being put into place . Typically, there have been few chances for pub­
lic comment on banking regulations, particularly for prospective bank 
applicants to look at the rules and regulations that could apply to them. 
Past practice in Turkmenistan has been to make banking regulations avail ­
able only to those already in the banking business. 

In Turkmenistan, both the reporting requirements and the supervisory 
authority of the Central Bank have been strengthened. The sanctions that 
the central bank authorities can impose upon banks provide varied means 
to address problem banks, including imposing fines, convening meetings 
of shareholders, removing management from the banks, and revoking 
banking licenses. 

What type of incentives can be put in place to encourage compliance 
with the banking law? Besides market forces, which are a strong and use­
ful tool for encouraging compliance, one tool often used elsewhere and 
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likely to be seen in Turkmenistan is to allow banks that are strongly cap­
italized a greater scope for banking activity (within the statutory limits of 
what can be conducted as banking in Turkmenistan) than banks that are 
weakly capitalized. 





Chapter 

16 Banking Law Reform in China 

TOBIAS M.C. ASSER 

Introduction 

It was in the fall of 1 992 that China decided to change its command 
economy to what is called a socialist market economy. Although the 
Chinese authorities are still in the process of giving content and defini­
tion to the term "socialist market economy," this much is known: China's 
economic system will be unique, as it will reflect the unique social, polit­
ical, and cultural traditions of China's vast and diversified population. 

In the fall of 1992, the Chinese authorities also requested the IMF to 
provide assistance to the People's Bank of China in drafting new central 
bank and banking legislation that would provide the necessary institu­
tional and regulatory support for China's banking sector in a socialist 
market economy. In response to this request, staff of the Legal 
Department and the Monetary and Exchange Affairs Department of the 
IMF embarked on an intensive legislative assistance program. 

As part of this program, the People's Bank of China was given detailed 
memoranda prepared by IMF staff that discussed some of the principal 
issues that had to be considered with respect to the proposed central bank 
and banking reform program, a collection of central bank and banking 
legislation of representative countries around the world, and illustrative 
models of provisions that should be included in China's new legislation. 
This assistance program culminated in a joint workshop that was given in 
Beijing in September 1 993 by managers of the People's Bank of China 
and senior staff of the IMF and several European central banks; the work­
shop was attended by high-level officials of China's State Council and 
People's Congress, and by representatives of China's banking communi­
ty. Since then, China's leadership has been engaged in extensive discus­
sions concerning the principal characteristics of the new central bank and 
banking system that must be reflected in the new legislation. 

As far as is known, no definitive decisions have yet been taken in China 
concerning its banking reform. Therefore, this discussion of banking law 
developments in China must be somewhat tentative and remain incom­
plete. It is possible, nevertheless, to sketch an outline of some of the dif-
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ficult issues that must be addressed by China in adapting its banking sec­
tor to a market economy environment. 

Among these are some fundamental issues that go to the heart of the 
financial system: the role of the People's Bank of China as guardian of the 
value of the national currency and as regulator of the banking system; and 
the financial and operational independence of commercial banks in a mar­
ket economy, including freedom of contract. 

Law Reform in China 

Before these topics are addressed in greater detail, however, some gen­
eral comments should be made about the task of law reform in a society 
that is in transition from a command economy to a market economy. 

To be successful, the transition from a command economy to a mar­
ket-based economy requires not only changes in economic thinking but 
equally changes in legal thinking. In fact, the changes in legal thinking 
that are required are nothing short of revolutionary, mainly because 
there is a fundamental difference between the function of law in a com­
mand economy and the function of law in a market economy. Whereas 
in a market economy the law governs economic agents and their trans­
actions, the law in a command economic setting is an instrument of 
power designed to serve the interests of the principal economic agent, 
the state. 

This functional difference of the law is particularly significant with 
respect to the economic activities of enterprises. In a command economy, 
the law is designed to preserve the freedom of the state only, and indi ­
vidual enterprises generally lack the freedom of economic decision mak­
ing or freedom of contract that is one of the hallmarks of a market-based 
economy. 

In a command economy, the principal function of economic law, such 
as banking law, is to regulate the manner in which state enterprises con­
duct their day-to-day business. This function is not only justified but also 
unavoidable because in a command economy state enterprises are instru­
ments of the state that are bound to carry out their designated tasks 
under a state plan . In  a command economy, state enterprises have no true 
independence and little freedom of economic decision making as most 
decisions are taken by the central government under the plan. The nego­
tiation of contract conditions governing the supply of goods or services 
to or from other economic agents is mostly ritualistic and has little eco­
nomic significance because most of these conditions are carefully con­
trolled by the state. 
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In a market-based economy, there is no state plan. Even if enterprises 
are owned by the state, they are responsible for their own economic deci­
sions in an environment where prices are determined not by the state but 
by the market. Contracts with other economic agents are freely entered 
into at conditions negotiated between the parties. As a market economy 
cannot function without this freedom of economic decision making, the 
law functions to support and preserve this freedom. 

For these reasons, the functions of banks and, consequently, of bank­
ing law in a command economy differ fundamentally from the functions 
of banks and banking law in a market economy. 

In a command economy, banking law is mainly prescriptive and regu­
latory. Its principal objective is to establish precise and detailed rules and 
procedures that direct and control the operations of banking institutions, 
which are mostly those of cashiers under the state plan. In a command 
economy, banks are governmental organizations; they are organs of the 
state. Therefore, banking law is mainly administrative law written to 
instruct banks how to conduct their day-to-day business. 

In a market economy, however, banks are autonomous economic 
agents that are independent of the state. In principle, the state has no 
authority to direct their activities. In a market economy, the principal 
function of banking law is not to instruct banks how to conduct their 
business but rather to ensure that banks will avoid inappropriate activities 
that would endanger the financial system as a whole . 

Thus, in short, whereas banking law in a command economy tells 
banks how to conduct their operations, banking law in a market economy 
tells banks only how not to conduct their operations. Whereas in a com­
mand economy banking law covers the entire spectrum of banking activ­
ities, in a market economy banking law only operates at the margin to 
provide a legal framework within which banks may conduct their business 
in freedom. 

The principal reason for this functional difference between banking 
laws in these two economic systems must be found in the fundamental 
difference between these systems in the freedom that they accord to indi­
vidual economic agents-such as banks-in their economic decision mak­
ing. Whereas this freedom of economic decision making by individual 
enterprises is severely restricted in a command economy, freedom of eco­
nomic decision making is one of the cornerstones on which a market­
oriented economy rests. 

It is one of the basic functions of the law in a market economy to sup­
port and preserve this freedom of individuals to enter into contractual 
relationships. This principle of freedom of contract has several important 
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consequences for the content and application of the law, in particular 
banking law. During the mission of the IMF in China, these conse­
quences were discussed at length with officials of the People's Bank of 
China. 

For China, one of these consequences is that the People's Bank of 
China as bank regulator and the commercial banks must each have juridi­
cal personality and full operational independence under the law. Another 
consequence is that market-oriented banking law must operate not at the 
center of banking activities but at the margin of banking activities. At the 
center, there is freedom of economic decision making and, perforce, free­
dom of contract. Therefore, in order to respect such freedom of contract, 
a good deal of restraint must be exercised in writing and enforcing bank­
ing law and the prudential regulations that are issued under its authority. 

Reform of China's Financial Sector 

Currently, the monetary policy of China is formulated, adopted, and 
executed by the State Council .  As far as we know, no definitive decision 
has been taken by China's leadership to change this. 

The staff of the IMF has advised China that experience gained around 
the world teaches that, to be successful in a market economic setting, 
monetary policy should be entrusted to an autonomous central bank that 
is largely independent of the political establishment. However, the time 
may not yet be ripe for such a drastic transfer of power to the People's 
Bank of China. It should be remembered that, in a command economy, 
the very idea of a governmental agency that is independent of the state is 
pure heresy and entirely irreconcilable with the structure of a corporate 
state . It is quite possible, therefore, that China will adopt a model 
whereby only the execution of monetary policy will be entrusted to the 
People's Bank of China, while monetary policy will be formulated and 
adopted either by the State Council or by a monetary council that would 
be positioned between the State Council and the People's Bank of China. 

It was decided in principle that the People's Bank of China would have 
as its primary objective to achieve and to maintain the stability of the 
national currency and that this objective would be enshrined in the cen­
tral bank law. 

This decision evoked the question of whether the People's Bank of 
China could continue to exist as a kind of government department or 
whether the People's Bank of China should be established by law as a 
legally independent entity endowed with adequate capital resources. It 
was agreed that, if the People's Bank of China would lack legal indepen­
dence, it would lack the operational and financial independence that it 
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would need to execute efficiently its tasks in the areas of monetary and 
foreign exchange policy and its duties as bank regulator. For example, the 
People's Bank of China would carry out monetary policy through the use 
of monetary policy instruments such as open market operations, which 
would require the People's Bank of China to buy and sell in the mar�ets 
government securities for its own account. Although it would be theo­
retically possible for the People's Bank of China to do this as a legal 
extension of the state, such financial operations would have to be carried 
on the state budget, which, to say the least, would be inefficient. 
Therefore, it was decided to establish the People's Bank of China as a 
juridical person that would be legally independent of the state. 

The most important argument supporting legal independence for the 
People's Bank of China is that without such independence it would be 
impossible to establish the People's Bank of China as a central bank with 
sufficient autonomy to carry out its primary objective of achieving and 
maintaining the stability of the value of the national currency. 

China has decided in principle that the licensing and supervision of all 
depository credit institutions will be entrusted to the People's Bank of 
China and its vast network of provincial and local branch offices. This 
decision will ensure that the regulatory standards that will apply to indi­
vidual classes of banks will be the same throughout China. Thus, China 
will ensure a level playing field on which all banks that belong to the same 
category will be subject to the same regulatory cost base. 

It must be expected that the institutions to be regulated by the 
People's Bank of China will include the four specialized banks, such as 
the Bank of China. All four banks were chartered and supervised direct­
ly by the State Council. As these banks are large and powerful, one of the 
questions that remains to be resolved is whether special steps must be 
taken to bring them under the regulatory control of the People's Bank of 
China, for instance, by replacing their charters with licenses issued by the 
People 's Bank of China. 

Legal and Operational Independence of Banks in China 

In order to exercise freedom of contract in China's new socialist mar­
ket economy, the banks in China must be independent entities under the 
law. In contrast with banks in command economies, banks in market 
economies must be truly independent of the state. The Chinese authori ­
ties realize that, if banks would lack such independence or autonomy, 
they would not be able to exercise the freedom of economic decision 
making that is required for the efficient execution of their important tasks 
in China's grmving socialist market economy. 
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The autonomy of banks does not necessarily depend on their owner­
ship. In several countries, independent commercial banks are owned by 
the state. France is a notable example; however, French state ownership 
of commercial banks has not diminished their autonomy of economic 
decision making or their freedom of contract. 

Banks must be granted adequate operational autonomy and indepen­
dence from their respective owners. For a state-owned bank, this 
requirement concerns the manner in which the bank conducts its busi­
ness-whether as an extension of the government or as an autonomous 
commercial entity. To ensure such autonomy for state banks, it may be 
necessary to reorganize them and to give them a commercial legal per­
sonality and corporate structure. China appears to be firmly committed 
to a program of law and policy reform that will ensure legal and opera­
tional independence under the law and full protection from the law for 
all banks, regardless of ownership. 

However, establishing independence by law for the commercial banks, 
and even for the People's Bank of China, will not be sufficient in and of 
itself. More than the law, the command economic practices must change 
in China. There are several examples of countries in transition from a 
planned economy to a market economy where law reform remained 
largely without its intended effect because it was not accompanied by a 
corresponding change in the command structure of the government. 
Legal independence of the People's Bank of China (and the commercial 
banks) can be meaningful only if the state (and the People's Bank of 
China as bank regulator) respects such independence as true operational 
independence, as independence of decision making. Obviously, such 
independence can be successfully maintained only if the central bank is 
accountable to the state for its decisions. These fundamental and, there­
fore, difficult changes in attitude and behavior cannot be expected to be 
made overnight in China. 

Policy Reforms in China's Banking Sector 

Policy reform may be the most problematic area of reform of China's 
banking sector. More than the other areas of reform, policy reform 
requires a change of thinking, a change of attitude. This is especially true 
for the government. Whereas in a command economy the government 
exercised control over the national economy, this control must now be 
relinquished and transferred to an ill -defined and highly unpredictable 
entity known as the markets. Making this change requires a great deal of 
resolve, strength, and courage . All governments-whether in command 
or market-based economies-have an instinctive dislike for relinquishing 
power. The recent spate of deregulations in industrialized countries and 
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the gut-wrenching decisions that were required of politicians and bureau­
crats alike may serve to illustrate this tendency. 

Banking supervision is one of the areas where a command economy 
differs significantly from a market economy. I n  a command economy, 
banking supervision consists mainly of ex post control of the implemen­
tation of the state's credit plan. In a market economy, however, banking 
supervision concerns the soundness of banks and thus the compliance 
with prudential standards that are designed to regulate and limit the risks 
that banks may be exposed to-and the risks that the financial system as 
a whole may be exposed to through the banks. In a market economy, 
banking supervision involves not only ex post but especially also ex ante 
supervision. 

One of the areas where policy reform is urgently needed in China is 
the practice known as policy-based lending. Policy-based lending is a 
euphemism for bank loans to persons or on terms that would not be 
made available to such persons or on such terms if the bank making the 
loans had not been so instructed by a government official or politician. 

In China, the practice of policy-based lending is pervasive. As one of 
the participants in the IMF's workshop in Beijing said: "In the banking 
system of China, one acquaintance is often worth more than ten tjaps."  
The era of  "everyone eating out of  one big rice bowl" cannot be  brought 
to a close before a strict separation is made between commercial banking 
and government-inspired banking at all levels of governmental and com­
mercial activity. Only when this separation is achieved can banks, and 
especially state banks, be truly independent and responsible for their own 
profits and losses. 

The issue of policy-based lending by specialized banks and commercial 
banks is complex. One of the guiding principles must be that in a 
market-based financial system all bank lending, including policy-based 
lending, should be subject to market-oriented prudential standards. 
Loans to uncreditworthy borrowers or on terms and conditions that are 
significantly more favorable than sound banking practices dictate should 
by definition be regarded as inconsistent with the reasonable prudential 
standards imposed under the banking law. Such loans should, therefore, 
not be made by banks for their own account unless they are entirely 
funded or guaranteed by the central or local government. 

This judgment does not imply that all concessional lending should be 
discontinued. Most industrialized countries have governmental loan and 
loan guarantee programs (for example, for agriculture, small business 
development, or export financing) that are carried out through the bank­
ing system; these could serve as models to be considered. Such programs, 
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however, are normally authorized by special legislation apart from the 
banking law. Accordingly, China has decided to establish several non­
commercial banking agencies through which policy-based loans would be 
channeled in the future. 

Although much policy-based lending could be transferred to a govern­
mental institution, such as, for instance, an industrial bank or an agricul­
tural development bank, several remaining loan categories would be more 
difficult to transfer out of the present banking system. The most prob­
lematic of these-and this may expose the heart of the problem-are the 
loans made at the suggestion or request of officials at various levels of 
government to finance expenditures that should be financed from bud­
getary resources (or should perhaps not be financed at all ) .  

The foregoing considerations have implications for the banking law of 
China and the introduction of its prudential requirements. For instance, 
as banking law normally includes provisions governing lending opera­
tions of banks, one group of issues to be addressed is how existing pol ­
icy-based loans should be treated on the balance sheets of banks: should 
these loans be transferred to the state or to one or more state develop­
ment banks, or should they be covered by explicit state guarantees or by 
government bonds issued to the banks? 

Related Reforms Required for China's Banking Sector 

There is no question that great strides have already been made by 
China in transforming and developing its legal system into one that is 
suitable to support a socialist market economy. It is also true, however, 
that much remains to be done, not only in the area of legislation but also 
and especially in the areas of the administration of justice and legal 
education. 

During the past decade or so, China has been blessed with explosive 
economic growth. The legal and institutional reforms that are required to 
support this development have lagged behind, however. In several areas 
of economic activity, in particular in the financial sector, this lag has led 
to what may be called legislative self-help at the provincial level . The 
result has been a diversity of provincial regulations and decrees that, 
although justifiable as emergency measures, should soon be harmonized 
and incorporated into one national legal system .  Uniformity of law is a 
desirable objective not only from a legal standpoint but also and espe­
cially from an economic standpoint. Differences in law create uncertain­
ties as to the content of the law. 

Banking sector reforms may begin with law reform but they cannot end 
there. Without corresponding institutional reforms and extensive training 
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of bank regulators and external accountants, as well as of commercial 
bank personnel, banking reform cannot be completed. The same applies 
in China. 

But it is perhaps even more important that banking law is by no means 
the only law that governs banks and their operations. For a sound bank­
ing system, more law than just a banking law and more institutional 
infrastructure than just a bank regulator are required. 

Thus, China will need a market-oriented company law, which is under 
preparation. China will need a sophisticated property law and law of obli­
gations that meet the needs of a sophisticated financial sector. China's 
banks will prefer to have their loans secured by collateral; this may require 
a system of registration of mortgages and other collateral rights. China's 
banks will need to have the means to enforce their contractual rights 
under loans through a competent and impartial judiciary and appropriate 
enforcement procedures set forth in a comprehensive law of civil proce­
dure. China's banks will require a proper bankruptcy law that will permit 
them to pursue their claims against insolvent debtors. China's banks and 
its regulators will require the assistance of a qualified and experienced 
accounting profession to help establish and maintain for the banks effec­
tive accounting control mechanisms that enable bank managers to mon­
itor constantly their risk exposure on a consolidated basis. 

As long as these laws and legal institutions are not available, the tran­
sition to a market-based banking sector cannot be completed. A market 
economy cannot function efficiently without a well-developed legal sys­
tem.  In a market-based economy, lack of law tends to create uncertainties 
among market participants concerning their respective rights and obliga­
tions under market transactions. Such uncertainties will constrain market 
activity or will lead to higher prices because suppliers will seek to reduce 
their risks by increasing the prices that they charge for goods and services. 

This entire process of law reform should be planned and executed in an 
orderly fashion. This means, in particular, that new legislation should not 
become effective before the administrative infrastructure required for its 
enforcement has been put into place. Law that cannot be enforced is 
worse than no law at all because it tends to diminish public respect for the 
law in general. 

However, especially in the area of bank regulation, law enforcement is 
no panacea. It is impossible to maintain a sound banking system unless 
the large majority of banks voluntarily comply with the prudential rules 
issued by the bank regulator. The savings and loan crisis in the United 
States and, to some extent, the scandal involving the Bank of Credit and 
Commerce International in the United Kingdom demonstrate that our 
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bank regulatory structures and even our external auditing procedures 
cannot be relied upon to discover intentional fraud by bankers in time to 
avoid major damage to the banking system as a whole.  China's bankers 
should be convinced that strict compliance with sound banking principles 
is in their own best interest as it helps build public confidence in the 
banking system. Confidence of the public is easier lost than gained. It is 
a fact of financial life that public distrust of some banks i ncreases the cost 
of banking for all banks. 

In many of these areas, China has a long road ahead of it. The restric­
tive practices of the past appear to have given way to often-unbridled free­
dom. China's bank regulatory system is still in its infancy and cannot 
develop further without effective banking laws and regulations. China's 
bank regulators have not yet been adequately trained in the unusual ways 
of a market-based banking system. Both market-oriented legislation and 
training are urgently needed. Nearly a year has passed since draft central 
bank and banking legislation was submitted to the State Council . China's 
bank regulatory system is overwhelmed by the explosive growth of new 
and often improperly licensed financial institutions. In the absence of 
appropriate banking legislation, the Chinese authorities are courting 
disaster. 

However, there is another, more hopeful side to this story. The strong 
social and cultural fabric of China, the impressive energy of its peoples, 
and its age-old wisdom will help it overcome the inevitable problems that 
will present themselves during the difficult period of China's rapid tran­
sition toward a socialist market economy. 

[ Editor's Note: Following the presentation in May 1 994 of this chap­
ter, China adopted ( i )  Law of the People's Republic of China on the 
People's Bank of China (March 1 8, 1995) ;  and ( i i )  Commercial Bank 
Law of the People's Republic of China (May 1 0, 1 99 5 ) . ]  
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NATALIE G. LICHTENSTEIN 

Current Developments in the Legal System of China 

It has been recognized for some time that China's accelerating transi­
tion to a market economy requires corresponding changes in the legal 
framework for economic activity. The laws and regulations that were 
already in force cover economic activity in many ways. However, China's 
lawmakers and policymakers, as well as its enterprise managers and work­
ers, all recognize that more laws and regulations are needed; many also 
recognize that more attention to the implementation and enforcement of 
these laws is essential if they are to achieve their desired ends. 

Changes in the legal framework cover a wide range of areas. This com­
ment focuses on a few of the principal ones evident by 1 994. 

Property Ownership 

In recent years, a multiplicity of ownership forms has grown out of the 
reform experiments in China. No longer are the convenient categories 
provided by the Constitution (ownership by the whole people, collective 
ownership, or individual ownership) either sufficient or mutually exclu­
sive. I For example, issues may arise concerning the ownership form of a 
company with state and individual shares or the real ownership of a col­
lective enterprise. To give meaning to property ownership, the rights and 
obligations of ownership must be defined and enforceable, whether dif­
ferent owners of adjacent real property or several owners of intangible 
property (a shareholding company, for example, or a security) are 
involved. In many civil law systems such as China's, the basic distinctions 
among types of ownership and the provisions for acquisition, transfer, 
and disposal of ownership rights would be found in either the civil code 
or a law on property or ownership . Save for a few provisions found in the 
General Principles of the Civil Code,2 enacted in 1 986, China has neither. 

Structure and Governance of Economic Entities 

Reforms have also brought new forms of entities beyond the categories 
of state enterprise, collective enterprise, and individual household, which 
might have sufficed in an earlier time. Joint-stock companies have mush­
roomed, but only an interim set of directives gave them legal life until 
July 1 994, when the Company Law entered into effect.3 Even under the 
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Company Law, attention needs to be paid to the conversion process. 
Township and village enterprises are often described as a major factor in 
China's economic growth, but establishment of their legal structure 
awaits a new law. The leasing of small state enterprises to private opera­
tors requires clarity as to the legal rights and obligations of owner and 
operator. And the list goes on. 

Commercial Transactions 

Increasing reliance on market-based transactions between independent 
contracting parties requires a functioning system of commercial law. This 
system includes contract law and intellectual property law, as well as rules 
for commercial transactions. An adequate mechanism for enforcing com­
mercial rights and obligations is a necessity, whether through a general or 
specialized court system or arbitration mechanisms, or a combination of 
both. While the Economic Contract Law was revised in 1993,4 unifica­
tion of this law, the foreign economic contract law, the technology trans­
fer contract, and contractual rules for individuals are on the national 
legislative agenda. Intellectual property rights are now subject to a com­
prehensive legal regime,s but enforceability is the next frontier. Beyond 
contractual provisions, general rules for commercial transactions also lack 
the comprehensive treatment that a commercial code would offer. 

Promoting a Competitive Market 

Promoting fair and effective competition among autonomous enter­
prises is a cornerstone of the market economy. At the same time, there is 
a public interest in protecting against anticompetitive behavior that 
harms consumers through higher prices or lack of products and, equally, 
in protecting against harmful or shoddy goods in the marketplace. 
Competition law has a new beginning in China with the recent enact­
ment of the Anti-Unfair Competition Law,6 but more will need to be 
done to establish antimonopoly provisions and effective enforcement 
mechanisms. Protection and promotion of competition is especially 
important in a transition economy such as China's, where governmental 
barriers to trade need to be dismantled while the permissible bounds for 
enterprises' competitive behavior are still being defined. Consumer pro­
tection, too, has been the subject of several legislative actions in 1993.  
The Consumer Protection Law passed in the fall of 1 993.7  

Another aspect of bringing market competition to enterprises is  the 
pressure of market exit, for which bankruptcy law provides a framework. 
China's bankruptcy law applies only to state enterprises,8 while other 
enterprises may be put into bankruptcy under the provisions of the Civil 
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Procedure Law.9 A more comprehensive, market-oriented framework for 
bankruptcy, regardless of ownership, is needed to bring order into the 
insolvency process and, especially for state enterprises, to bring the threat 
of forced exit more fully into play. China's legislative officials are con­
templating revising the bankruptcy law along these lines. 

Market Access to Resources 

Specialized legal provisions are necessary for the operation and regula­
tion of markets in capital, land, and labor. Capital market legislation in 
China has made a start, with local legislation introduced earlier in 
Shanghai and Shenzhen followed in 1 994 by nationwide regulations on 
the issuance and administration of shares, as well as by market regula­
tion. 1 0  Still, a nationwide securities law remains a legislative goal, and the 
banking and financial systems necessary to underpin the capital markets 
are at early stages of development, as both central banking and commer­
cial banking laws have only recently been enacted. !  I Land markets are 
booming, based on national legislation and supplemented by local legis­
lation detailing land-use rights and their administration, transfer, and 
ownership. Concern over fragmentation and potential speculation in land 
markets has prompted calls for a nationwide real estate law, which would 
give a more substantial and consistent basis for land market transactions. 
Labor markets are also at an early stage, and their development will 
depend, in part, on the ability to provide social welfare benefits ( health, 
unemployment, and pension ) separately from employment. In this area, 
too, legislation is in an early phase . 

Enforcement and Dispute Resolution 

Perhaps one of the most striking changes in legal behavior from a 
planned economy to a market-based one is the reliance on legal instru­
ments in lieu of government directives to enforce rules and resolve dis­
putes. Economic actors must believe that they will be held to their legal 
obligations, and that their legal rights can be given meaning through 
legal protection. Government regulators, who should no longer com­
mand enterprises or individuals to make economic decisions, must have 
the ability to use administrative sanctions and to resort to courts, whether 
in protecting the environment or the sanctity of the market, when those 
economic decisions fall afoul of the new legal rules. Moreover, this behav­
ioral change should be accompanied by a strengthening of the expertise 
and independence of the dispute resolution systems, whether mediation, 
arbitration, or litigation. Some structural experiments are under way, such 
as the specialized intellectual property court in Beijing and in other 
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provinces. The training of judges and court personnel in economic sub­
jects is also an important aspect of this judicial strengthening. 

From this silhouette of China's economic laws, it can be seen that 
much progress has been made, although a wide range of subjects remains 
to be more fully treated in the formal legal structure, such as property 
law, securities law, and bankruptcy law. Beyond the specific areas of law 
in which further developments are necessary and anticipated, however, 
some elements of the legal reform process in China also deserve atten­
tion. Two key elements are the process of preparing and enacting legis­
l ation, and the legal education and training needed to ensure 
implementation of the new legal framework. 

Legislative Process 

Judged by output alone, the legislative process in China in recent years 
has been increasingly active . All levels of the process-the preparation of 
laws at the line ministry stage, the review among agencies under the aegis 
of the State Council, the revision and discussion at the State Council or 
the National People's Congress or its Standing Committee-have impor­
tant functions, and all levels have been shouldering and will continue to 
shoulder a heavy burden of legislative work related to the market econ­
omy. While it will be important to strengthen the number and training of 
the legal personnel in these agencies to keep up with this burden, there 
are some other concerns that, if not abated, could slow the process. 

Automatic Resort to Law and the Problem of Fragmentation 

Each central ministry department typically has a list of laws that it feels 
are urgently needed, and that it is uniquely qualified to draft. While each 
of these proposed laws may address a problem in the economic transition 
( for example, investment law, planning law, public funds law, or anti­
monopoly law), not all of these are problems that require a law to solve. 
Often, several different agencies may claim exclusive responsibility for 
drafting the same law. Even where laws are necessary, it is not always clear 
that separate laws are needed for each area; sometimes, different agencies 
are discussing subjects that would be better treated as chapters of the 
same law than as separate laws. Treating related topics in one law often 
brings the advantages of consistent standards, consistent application by 
the same enforcement agency, and ease of future revision. 

Uneven Progress 

To the outside observer, it sometimes appears that China's legislative 
progress has been uneven. For example, some fairly sophisticated securi-
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ties regulation topics are being addressed, such as standards for the staff 
of the securities regulatory commission, but a nationwide securities law 
has yet to be enacted ( although one is in preparation) .  Joint-stock com­
panies are all over China, many with shares traded on the exchanges at 
Shanghai and Shenzhen; yet, until July 1 994, only Shanghai, Shenzhen, 
and Guangdong had company legislation, and the national legislation 
consisted of agency directives rather than State Council regulations. 
There are still gaps in the basic foundations in a few places (such as prop­
erty law), while the towers and parapets are being put into place in other 
parts of the legal structure . Some of this uneven progress is quite normal, 
but what is important is to ensure that parapets are not added where the 
foundations are weak. Tensions have also arisen because some subjects are 
more fully treated in local legislation than national legislation because of 
either the absence or the vagueness of national legislation. 

Departmentalism 

The bulk (about 80 percent, by some estimates) of the laws eventually 
enacted by the National People's Congress ( NPC) or its Standing 
Committee are prepared under State Council auspices, that is, by the 
departments and agencies under the State Council. The balance are pre­
pared initially at the NPC level . Some observers have suggested that, 
where a line ministry is primarily responsible for considering policy con­
tent, preparing initial drafts, and organizing other agencies in drafting 
groups, it is most likely to act in its institutional self-interest. That behav­
ior may not always be in the overall interest of the public, and it becomes 
difficult for higher-level reviewers (such as the State Council or NPC) to 
counteract these tendencies once the draft law is at an advanced stage. 

These departments' lawyers, however, often have been exposed to the 
detailed rules and functioning of other market economies in their specific 
sector, so that their knowledge of the subject matter may turn out to be 
deeper than the reviewers'. One goal of technical assistance would be to 
deepen the comparative knowledge of specific legislative topics in the 
core reviewing bodies. 

Access to Foreign Experience and Comparative Laws 

Many legislative drafters have expressed interest in having access to for­
eign laws and experiences as they prepare economic laws. However, it is 
not always easy to provide this access in a timely and meaningful way. 
Also, different kinds of experiences are useful for different laws at differ­
ent stages. Early in the drafting process, it is useful to consult other coun­
tries' laws (in translation, if possible) and comparative law experts, in 
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order to see different systems and decide which, if any, are most suited to 
China's circumstances. Later, as drafters encounter difficulties in adapt­
ing or resolving issues in specific areas, more specialized expertise in the 
actual implementation of foreign laws may be of use. 

While improving access is important, two caveats are needed. First, for­
eign laws and lawmaking processes can offer negative examples as well as 
positive ones-and both are helpful . Second, some officials may expect 
that access to foreign texts will speed up China's drafting because appro­
priate provisions can be copied. Experience elsewhere shows that this is 
rarely the case, because provisions cannot usually be copied without mak­
ing significant changes to account for the difference in legal and eco­
nomic systems. The benefit of foreign experience lies more in seeing the 
types of problems that require legislative solutions in a market system and 
evaluating the potential of these solutions for China. 

Naturally, the type of laws at issue will affect the relevance of other 
countries' laws. In an area such as financial transactions, the rules for doc­
umentation and liabilities in the event of fraud would need less adapta­
tion to reflect local conditions and traditions than would rules for 
property law where culture and ideology are key. It is also important in 
this process to remain aware of China's civil law traditions and the areas 
in which common law examples must be adapted. 

Implementation of the New Legal Framework 

It was previously suggested that enactment of laws and regulations to 
provide the rights, obligations, and procedures appropriate for the oper­
ation of a market economy is necessary for the development of a full­
fledged market economy in China. However, enactment of legislation 
alone is not sufficient to bring about economic changes. It is also essen­
tial that these laws be implemented, in order to give a concrete reality to 
the legal rights, obligations, and procedures that the laws prescribe. A 
number of concerns about implementation are receiving and should con­
tinue to receive increasing attention as part of the reform process. 

Training a Cadre of Lawyers 

Chinese officials, including the Minister of Justice, have been com­
menting of late on the need to develop a cadre of lawyers to implement 
the new laws. This drive will have to surmount a number of problems, 
including lawyers who have legal training that is impractical or out of 
date; lawyers who have not received formal legal training; and govern­
ment legal personnel who do not have adequate training in the special-
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ized areas that they administer. A multifaceted approach will be needed 
to address these problems. Formal and informal general legal training 
should be given to those already in the profession who lack it. Also, train­
ing packages should be designed for wide application to educate lawyers, 
government officials, and business people about the rights and obliga­
tions under the newly enacted laws. 

Renovating Legal Education 

The flood of new legislation and new topics legislated will have an 
obvious impact on the legal education curriculum in the formal educa­
tional structure, as well as on the less formal (nondegree) training 
referred to above. Moreover, China's legal education sector will also have 
to adapt not only to changes in the laws that are taught, but also to 
changes in the legal profession. As more graduates become practitioners, 
for instance, they will need greater clinical training in lawyering. This 
general need for reform comes at a time when it is increasingly difficult 
to retain professors and to attract graduates into teaching, as the oppor­
tunities for careers practicing law are increasingly attractive, both profes­
sionally and financially. (This attraction of what is called elsewhere "the 
private practice of law" is an essential element of market behavior, but it 
has also affected the ability of government legal departments to retain 
experienced staff. Of course, neither phenomenon is limited to China . )  

Strengthening the Court System 

The need for judges and court personnel to have access to training in 
the new laws and the fields of economic activity that they seek to regu­
late was noted above. In addition to the need for training, at least nvo 
other aspects of the judicial system are essential to consider. Can it han­
dle the increased load, or will additional personnel be needed ( and where 
will these new judges come from if private practice is so attractive)? Is the 
system perceived as fair, both in adjudicating between parties to a partic­
ular dispute and in general? 

Behavioral Changes 

The legal skills needed to implement laws in a market economy are also 
somewhat different. Transactional lawyers need to be able to identity and 
resolve practical issues, mindful of their client's business interest; advo­
cacy skills are also important in the dispute resolution process. Focusing 
some training efforts in this area will be increasingly important. 
Moreover, there is a need to develop a code of ethics for the legal pro­
fession . Conflict-of-interest issues and the appearance of impropriety are 
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but two types of constraints on lawyers' behavior elsewhere that have rel­
evance for China. To what extent can lawyers handle cases for competing 
clients? What are the sanctions for revealing confidential information? 
These are the kinds of issues that, in the U .S .  system, for example, the 
lawyers' association has addressed in a code of professional responsibil­
ity. l 2  Law students are required to study it, and lawyers are bound to 
uphold it. As China faces increasing concerns over corruption in the 
economy, the need for these kinds of ethical norms becomes apparent­
both for lawyers and others. 

Conclusion 

These remarks highlight some of the problems that the passage and 
implementation of banking laws in China (noted in the preceding chap­
ter) are likely to face in the coming years. Debates and differences may 
complicate the legislative process, although a more open process may lead 
to a result reflecting a wider variety of viewpoints. Lack of experience 
with corporate structures is likely to affect the "corporatization" of com­
mercial banks, and the development of commercial laws is likely to affect 
these banks' commercialization. Also, regional differences could easily 
affect the implementation of central supervisory responsibilities. 

[Author's Note: This comment was presented in 1 994 and does not 
reflect fully the passage of numerous economic laws in China since that 
time, such as the banking law, central banking law, labor law, and guar­
antee law. ] 
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17 Banking Supervision Around the World 

1 7  A. The Role of the Central Bank 

LARRY PROMISEL 

This chapter addresses the general issues associated with the role of 
the central bank in bank supervision and regulation and the question of 
why it is important that central banks should be involved in these mat­
ters. Chapter 1 7B addresses how bank supervision and regulation are 
implemented and practiced in the Group of Seven countries. 

Maintaining Monetary and Financial System Stability 

It is the fundamental responsibility of central banks to ensure monetary 
stability and the stability of financial markets. Each central bank has a 
somewhat different mandate and objectives; broadly speaking, however, 
these two objectives apply to all central banks. The two aspects of this 
responsibility are also distinct, that is, one can talk about what it takes to 
ensure monetary stability separately from financial market stability. The 
distinction to be made is between ( i )  monetary stability, which involves 
stabilizing the price level and the value of the currency (essentially a 
macroeconomic set of issues) ,  and ( i i )  the stability of financial markets, 
which has to do more with the institutions in the financial sector, the 
players, the structure and infrastructure of the financial markets, and 
financial market prices. These two areas are obviously closely related. 

In order to implement the two objectives, central banks conduct a 
range of functions, one of which is (or certainly could be) banking super­
vision and regulation. That function clearly has a direct impact on finan­
cial market stability. The focus in this chapter is on the indirect aspects of 
the supervisory or regulatory role of central banks, namely, how that 
function interrelates with or reinforces the other central bank functions. 

One central bank function is the monetary policy function itself. In 
order to carry out a reasonable monetary policy, central banks need to 
understand its transmission mechanism, that is, how a change in the 
instruments of monetary policy affects the economy and its various com­
ponents. While the structure of financial markets varies from country to 
country, the transmission mechanism in all countries is likely to involve 
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banks. Therefore, it is important in conducting monetary policy to have 
as full an appreciation of how banks operate as possible. From the point 
of view of monetary policy, the central bank does not have to play a 
supervisory role. Even without access to examination reports, one can 
learn how banks operate. However, it is helpful and has been important 
in the U nited States for the central bank to play a supervisory role. 

Some people have discerned the possibility of a conflict between mon­
etary policy objectives, on the one hand, and concern about the stability 
of the banking system, on the other. In a world in which a central bank 
might want to tighten its policies and raise interest rates, might it be 
restrained from doing so out of fear of the implications of such actions 
for the banking system? This is a possibility, but it would arise regardless 
of whether those two functions were combined in the central bank. 
Those charged with monetary policy have to take account of the impli­
cations of their actions for the financial system and everyone affected by 
it, regardless of whether they are supervising that system. 

The monetary aggregates represent one channel for the transmission of 
monetary policy. In the United States, for example, various narrow and 
broad aggregates affect the economy. The broad aggregates have man­
aged liabilities as important components. These liabilities are deposits of 
the banking system that are induced by banks' activities, rather than accu­
mulated passively. To understand movements in money, therefore, it is 
important to understand the extent to which banks are aggressively bid­
ding for deposits. 

In the United States, the slow growth of some of the broader aggre­
gates has been linked to the recent spate of bank mergers. In the wake of 
the savings and loan crisis, banks not only acquired considerable deposit 
liabilities (so that they did not need to go out and seek more),  but they 
also sought to enhance their financial strength and build up their capital 
positions. Accordingly, they were less anxious to build up their balance 
sheets and, therefore, bid less aggressively for deposits. It is important for 
central banks to understand such processes in order to assess the growth 
of monetary aggregates. 

Transmission of Monetary Policy Through the Credit Channel 

The credit channel is another mechanism for the transmission of mon­
etary policy. Much has been said about the "credit crunch" in the United 
States in the past few years. This phenomenon, which has been seen in 
other countries as well, describes a shift in the supply schedule for credit 
generated by the risks, interest rates, and other variables that enter into 
the calculations, that makes banks less likely to extend credit than they 
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would otherwise. The effect of the credit crunch was not fully appreci­
ated early in the current cycle; it was through its examination process that 
the Federal Reserve discovered that banks' behavior was, in fact, chang­
ing in line with their desire to improve their financial condition and build 
up their capital positions. The Federal Reserve would not have gained 
that supervisory insight if it did not have a role to play in the examina­
tion process. The Federal Reserve was induced, at the time, to lower 
interest rates, in order to offset the effect of the restriction on the supply 
of credit by the banking system. 

Transmission of Monetary Policy Through the Interest 
Rate Channel 

Monetary policy also affects the economy through the interest rate 
channel. Consider, for example, how interest rates are set. Central banks 
set the official rates at which they lend to the banking system and, by con­
trolling the supply of reserves, influence the federal funds rate. However, 
the spreads that the banks impose between those interest rates, deposit 
rates, and lending rates are functions of a number of variables that the 
central bank needs to understand. Once again, the insights gained from 
the examination process enable the Federal Reserve, as the nation's cen­
tral bank, to do that. 

Management of the Payment System 

A second broad function of a central bank is management of the pay­
ment system. While the role of a central bank in the payment system 
varies from country to country, central banks typically play a role in large­
value payment systems. In a sense, this situation is almost inevitable .  
Private banks hold deposits a t  the central bank. These deposits, a s  they 
are central bank money, are unlike other deposits. There is no credit risk 
associated with them. These deposits constitute an important element of 
the financial market structure. 

While providing the opportunity for commercial banks to hold bal­
ances at the central bank, the central bank must also provide a means of 
transferring these balances from one account to another. Although these 
transfers are relatively few in number, they are very large in value. The 
need for credit might arise in such a system when the outflows from one 
account do not exactly match the inflows. In these contexts, there may 
be a need for the central bank to provide credit-intraday, at least, if not 
overnight. The central bank need not be the entity that runs a large-value 
payment system. However, because of the unique nature of the central 
bank-the lack of credit risk and the infinite liquidity that is available-it 
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offers a degree of certainty to the financial system that private participants 
cannot provide . 

In any event, the central bank plays a role in supervising such a system. 
If the central bank itself runs the system, it must know the participants: to 
be able to extend credit on very short notice, it must have a feel for the 
financial condition of each participant in the system. If the central bank 
does not manage the overall payment system, it must oversee at least the 
privately run, large-value payment systems. The Bank for International 
Settlements (BIS) considered this issue a few years ago. The result has now 
become known as the Lamfalussy standards, I according to which countries 
agree that central banks will oversee large-value payment systems and 
ensure that these systems adhere to a set of standards and principles. 

Lender of Last Resort 

The lender-of-last-resort function is key to any central bank. Central 
banks may well be in a position of having to extend liquidity support to 
a bank that is in trouble. This process involves setting the discount rate 
and the other terms and conditions of the liquidity support. Once again, 
the need often arises to respond quickly to a situation that could other­
wise get out of hand. The central bank must make a judgment as to 
whether the problem facing a troubled institution is one of illiquidity or 
insolvency. In the U.S .  system and in most lender-of-last-resort struc­
tures, liquidity support is not provided to an insolvent institution . The 
judgment is not easy to make; it certainly is not easy to make quickly. 
Once again, the closer the central bank is to the supervisory process, the 
more it knows about that process. Similarly, the more central bank staff 
there are who are accustomed to evaluating the financial condition of the 
banks, the better able the central bank is to make those judgments prop­
erly and promptly. 

Responsibility for examining or supervising all banks in a system will 
not necessarily enhance a central bank's ability to make these judgments. 
Even if a troubled bank is supervised by some other entity than the cen­
tral bank, (which can easily happen, given the fragmented structure in the 
United States), the presence of experts accustomed to dealing with these 
issues on the central bank's staff is quite beneficial and important. 

Crisis Management 

While the functions of maintaining monetary stability, managing the 
payment system function, and acting as the lender of last resort all bene­
fit from being combined with the supervisory function, the strongest 
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argument for a central bank role in bank supervision has to do with crisis 
management. Central banks are necessarily involved in reducing the like­
lihood that systemic crises might arise and resolving those crises that do 
arise. Systemic crises can arise from disturbances to financial markets and 
firms. These disturbances could spill over to other firms, or to the mar­
kets as a whole, and cause consequences for the real economy. 

Central banks are necessarily involved because they alone can provide 
enough liquidity to deal with crises of systemic proportions. Beyond that, 
they are also the only participants with the broad knowledge of financial 
markets ( and of the interactions among financial markets) that is needed 
to resolve such situations . Unlike the problems of an individual troubled 
bank, which can usually be dealt with through liquidation or merger, a 
systemic crisis by its very nature involves a wide range of entities, not just 
banks. Increasingly, as the world evolves, banks and other financial mar­
ket participants ( institutional investors, securities firms, insurance compa­
nies, or hedge funds) have become so interrelated that one needs this 
breadth of experience and knowledge that central banks can best supply. 
This is not to say that this knowledge could not be embodied in some 
agency outside the central bank; however, it is most likely to be found in 
the central bank. 

Thus, in the aftermath of the equity market crash in October 1987, the 
Federal Reserve and other central banks provided liquidity to the market 
as an initial response. This action went a long way toward reducing the 
negative impact of that stock market crash .  Beyond that, the Federal 
Reserve used its familiarity with the banks' relationships with the security 
houses, including the credit exposures of those houses, to help coordi­
nate the provision of liquidity from individual banks to individual securi­
ties firms. This additional involvement of the Federal Reserve further 
minimized the negative impact of that systemic disturbance. 

The mutually reinforcing nature of the various central bank functions 
must be stressed. Supervising banks enables the central bank to carry out 
its other functions more easily and rationally, as better information is 
available. At the same time, these other functions also bring something to 
the supervisory process. Central banks are better supervisors because they 
have this other experience to draw on. 

The international aspect of this situation is particularly noteworthy. 
First, central banks are a close-knit group. They all have contacts with 
each other in various roles ( in connection with monetary policy, payment 
system, supervisory, and other kinds of functions) and in various forums. 
These contacts are crucial, especially in the event of a systemic distur­
bance, because central bankers have developed working relationships with 
the individuals who will be dealing with the systemic crisis in their own 
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countries. In today's fast-moving world, these contacts are invaluable. 
Supervisors by themselves could not have that full range of contacts. 

Second, many banks are themselves international in nature. These 
large, internationally active banks could well be the source of a systemic 
problem. A disturbance is much more likely to arise from the activities of 
a large, internationally active bank than from a small bank, or even a 
large, domestically oriented bank; the nature of international financial 
markets increases the likelihood that such a disturbance might spread 
from one country to another and develop into a sy stemic global crisis. In 
order to supervise internationally active banks, the supervising agency 
must have the requisite breadth of knowledge. 

When the developing countries' debt crisis erupted in 1982 (clearly a 
major international event in financial markets of that decade), the Federal 
Reserve and some other central banks were well positioned to act 
promptly. They already knew, on the basis of supervisory reports (not 
economic research), that a large number of U.S. banks, including the 
largest, had substantial exposures to countries that could lead to debt­
servicing difficulties. These exposures, in many cases, were large relative 
to their capital. When the crisis did erupt, the Federal Reserve knew 
which banks were exposed. It was familiar with the risk-analysis process 
followed by the supervisors and within the banks themselves. It also 
maintained contacts with the other central banks. The Federal Reserve 
was therefore able to organize liquidity support on short notice. Prompt 
action in the initial phase of dealing with the debt problem helped to 
minimize the macroeconomic consequences. 

As the months and years of the debt crisis wore on, a tension developed 
between the need to protect and restore the financial strength of the 
banking system and the need to ensure that borrowing countries had at 
least conditional access (conditional upon policy actions on their part) to 
funding by the international community, without which they would not 
have been able to work out the problems in a reasonable way. A trade-off 
had to be made between the supervisory need to limit banks' exposures, 
on the one hand, and the macroeconomic need for funding, on the other. 
The central banking community was in the best position to make that 
kind of trade-off. Supervisors without responsibility for the macroeco­
nomic consequences of their actions could not have made that trade-off 
as well as the central banking community did. 

Another more recent example involves derivatives. Ongoing work is 
aimed at managing the risks associated with derivatives in a wide range of 
areas. Not only are all of the supervisory bodies in the United States 
involved in this, but the market itself is also involved. In addition, the 
matter is of concern to banks, securities firms, and the U.S. Congress. 
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The range of aspects relevant to this discussion cuts across many different 
kinds of functions, putting central banks in a good position to deal with 
this issue. Within the Federal Reserve, a working group of experts on the 
legal, research, international, payment, and supervisory aspects has been 
set up to ensure that their various perspectives are not overlooked in mak­
ing regulatory judgments about the derivatives markets. Supervisors on 
the Baste Committee on Banking Supervision are also very much inter­
ested in derivatives, which they are discussing in the context of market 
risk and off-balance-sheet risk and the capital charges that need to be 
placed. Other groups are also discussing derivatives. 



17B. Bank Supervision in the G-7 Countries 

ELIZABETH ROBERTS 

This chapter addresses central bank involvement in banking supervi­
sion, primarily in the Group of Seven (G-7)  countries. In the United 
States, the Federal Reserve ( the central bank), in addition to specific 
domestic banking supervisory responsibilities, is responsible for moni­
toring the combined U .S .  operations of foreign banking organizations. 
As part of this process, it has attempted over the years to understand bet­
ter how these banks are regulated in their home markets . 

A specific effort was made by the Federal Reserve to catalog banking 
supervision and regulation practices in the G-7 countries. Central banks 
were found in all but one G-7 country ( Canada) to be either de jure or 
de facto involved with the supervision and regulation of banks. More 
broadly, central banks have either total or shared responsibility for bank­
ing supervision in three-fourths of the members of the Organization for 
Economic Cooperation and Development. Therefore, one can assume 
that most countries have come to understand that banking supervision 
and regulation have economic consequences that are important for sta­
bility and economic growth. However, the specifics of each central bank's 
role vary from country to country, depending importantly on cultural 
and historical features, as well as on the institutional structure and degree 
of concentration within the home country financial system. 

Nine Factors Mfecting Banking Supervision and Regulation 

A recent review by the Federal Reserve of supervisory practices in the 
G-7 countries included analyses of nine specific areas relating to banking 
supervision and regulation: 

• the legal basis for supervision; 

• the agencies involved in banking supervision; 

• chartering responsibilities; 

• examination authority; 

• reliance on external auditors; 

• statistical reporting and surveillance; 

• corrective measures and sanctions; 

• rule-making responsibility; and 

• deposit insurance. 

3 1 4  
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After briefly addressing each of these nine factors, this chapter summa­
rizes the findings for each of the G-7 countries. 

Legal Basis for Supervision 

In each of the G-7 countries, a specific law designates responsibility for 
banking supervision. In some countries, the banking supervisors histori­
cally have relied more on a series of agreements than on formal exercise 
of statutory powers. This was certainly true of the United Kingdom prior 
to passage of the Banking Act, 1 979 . ' However, in recent years, particu­
larly in Europe, the various EC banking directives have given impetus to 
formalize banking supervision and regulation.2 

Agencies Involved in Banking Supervision and Regulation 

In numerous countries, there is a single supervisory and regulatory 
agency-the central bank, the ministry of finance, or a separate banking 
agency. In other countries, two or more agencies are involved in the 
supervisory and regulatory function. It is interesting to note which 
agency is responsible for banking supervision, and, if more than one 
agency is involved, how the responsibilities are divided among the agen­
cies and how they interrelate with one another. 

Chartering Responsibilities 

A key function within any supervisory structure is the chartering or 
licensing of new institutions and the various requirements that go along 
with this chartering process. This function is usually tied to other super­
visory responsibilities. Although, in some countries, such as France, it is 
the responsibility of a separate agency, most supervisors approve the for­
mation of banking institutions for which they will ultimately maintain 
responsibility. 

Examination Authority and Reliance on External Auditors 

The fourth and fifth factors, examination authority and reliance on 
external auditors, are really intertwined. For U.S .  supervisors, the exam­
ination function serves as the backbone of the supervisory process. In  
many other countries, however, the supervisory agencies rely instead on 
the reports of external auditors. In addition, many countries use a system 
that is a hybrid of examinations, usually conducted once every several 
years, and reports compiled by external auditors in the interim years. 
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It is important to note which of these three methods is utilized. In 
those countries where the supervisors conduct on-site examinations, the 
frequency with which these examinations are conducted, and by which 
agency or agencies, is significant. Meanwhile, where external audits are 
used, how much control the supervisory agencies have over the indepen­
dent audit process is important. For example, does a bank have to choose 
an auditor from a preapproved list compiled by the supervisory agency? 
Do the supervisors have any input into the content and focus of the 
audits? What are the responsibilities of the independent auditors with 
regard to communicating problems at a specific institution to the super­
visory agencies? Finally, in those cases where the supervisors rely on the 
reports of external auditors, do the supervisors have any examination 
authority of their own, either in general or in extraordinary circumstances? 

Statistical Reporting and Surveillance 

Obviously, supervisors and external auditors cannot be in all banks at 
all times. Therefore, statistical reporting and off-site surveillance are 
important tools in the supervisory process. The continuing off-site mon­
itoring or surveillance of financial institutions should constitute a signifi­
cant portion of any supervisory program. What type of information is 
collected and how often, and how this information is utilized by the 
supervisory agencies, is important. 

Corrective Measures and Sanctions and Rule-Making Responsibility 

The seventh and eighth factors are fairly self-explanatory. A critical 
aspect of any supervisory regime is the ability to require corrective action 
and the legal authority to impose sanctions in the most serious circum­
stances. Similarly, the responsibility for rule making is critical to any 
supervisory structure . Different countries allocate this responsibility in 
different ways. 

Deposit Insurance 

With regard to the ninth factor, deposit insurance plans, if they exist at 
all, vary across countries. These plans can range from formal, govern­
ment-sponsored plans, to less formal, private plans, arranged by organi­
zations such as bankers' associations. It is important to understand what, 
if any, role the banking supervisory authorities have in administering the 
deposit insurance plan and, conversely, what, if any, role the deposit 
insurance agency plays in banking supervision . 



Elizabeth Roberts • 3 1 7  

Specific Countries 

United States 

The United States is in a unique position among the G-7 countries 
because of its dual banking system, in which, in most cases, federal and 
state officials share authority over individual institutions. In addition, the 
United States has a diverse banking system, with over l l  ,000 commercial 
banks, a large number of small institutions, and a system that, until 
recently, 3 limited the activities of individual banks primarily to one state. 

The dual banking system in the United States has led to the creation of 
a rather complicated banking supervisory structure. Commercial banks in 
the United States have the option of obtaining state or federal charters. 
National banks, or those with federal charters, are supervised by the 
Office of the Comptroller of the Currency, which is an agency of the 
Department of the Treasury. State banks, which receive their charters 
from the states in which they operate, are subject to supervision not only 
by these states but also by a federal banking agency. This responsibility is 
split between the Federal Reserve, which supervises state-licensed banks 
that are members of the Federal Reserve System (so-called state member 
banks), and the Federal Deposit Insurance Corporation, which supervises 
state-licensed banks that are not members of the Federal Reserve System 
(so-called state non-member banks). Many banks are owned by bank 
holding companies, which are supervised by the Federal Reserve. Unlike 
most other countries, savings banks and credit unions in the United 
States are supervised by yet two additional supervisory agencies: the 
Office of Thrift Supervision, for savings banks, and the National Credit 
Union Association, for credit unions. Proposals are made periodically in 
the United States to streamline the banking supervisory structure. 

France 

France, like the United States, has multiple agencies involved in super­
vision.4 These agencies, however, are divided along functional responsi­
bilities, as opposed to categories of banking institutions, as in the United 
States. Currently, several primary agencies are involved in banking super­
vision and regulation in France. The Bank of France (the central bank) 
exercises indirect but significant authority over the supervision and regu­
lation of the banking system. The Banking Commission, which is respon­
sible for ensuring the safety and soundness of all credit institutions and 
monitoring compliance with banking laws and regulations, is chaired by 
the Governor of the Bank of France and is staffed by central bank 
employees. The Banking Regulations Committee, on which the 
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Governor of the Bank of France acts as Vice-Chairman, establishes pru­
dential regulations and accounting standards. The Credit Institutions 
Committee, on which the Governor of the Bank of France serves as 
Chairman, is responsible for chartering individual banking institutions. 

It is apparent that the French system assigns tasks such as rule making 
and chartering to institutions separate from those that are charged with 
the day-to-day supervision of banking institutions. The unifying force is 
the indirect involvement of the Bank of France in all of the various super­
visory functions and its very direct involvement-because of the staffing 
of the Banking Commission-in the day-to-day supervision of the banks. 

Japan 

In Japan, banking supervision and regulation is the legal responsibility 
of the Ministry of Finance, although the Bank of Japan ( the central bank) 
is also involved de facto in the monitoring, analysis, and supervision of 
banks and in the resolution of problems within the banking sector. While 
the authority of the Ministry of Finance is statutory, the Bank of Japan's 
authority is contractual, based on an individual agreement entered into 
by each bank using central bank services. Credit institutions must obtain 
the approval of the Ministry ofFinance in order to commence operations. 

The Ministry of Finance and the Bank of Japan share examination 
responsibilities and conduct regular on-site examinations, generally in 
alternate years. The Bank of Japan is involved in the examinations of all 
commercial banks, as they all maintain accounts with the central bank. 
Both the Ministry of Finance and the Bank of Japan conduct extensive 
off-site monitoring of financial institutions by reviewing statistical returns 
and meeting periodically with bank management. 

The Ministry of Finance has sole legal authority to impose corrective 
sanctions on banks. However, the Bank of Japan may use its ability to 
withhold its central banking services from a particular bank to influence 
that bank, if necessary. 

Germany 

The supervisory situation in Germany is particularly interesting 
because of the frequent misperception that the Deutsche Bundesbank 
(the central bank) is not involved in the day-to-day supervision of 
German banks. The banking law established the Federal Banking 
Supervisory Office as the primary banking supervisory body in Germany. s 
The Supervisory Office exercises its supervisory functions in close coor­
dination with the Bundesbank. The Supervisory Office is formally the 
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lead supervisor. However, with a single office i n  Berlin, i t  relies heavily on 
the Bundesbank, which has regular dealings with banks and a network of 
offices throughout Germany. In practice, a partnership exists between the 
Supervisory Office and the Bundesbank. 

Many of the Bundesbank's supervisory fimctions are conducted 
through the state central banks, which are akin to Federal Reserve Banks 
in the United States. The state central banks are actively involved in the 
ongoing surveillance of financial institutions through the collection and 
analysis of monthly and quarterly financial returns, as well as through the 
annual reports of external auditors. Both the Bundesbank and the 
Supervisory Office have the power to conduct on-site examinations. In 
practice, however, with the exception of the foreign exchange examina­
tions, which are conducted by the Bundesbank, they rely on the annual 
audit reports. 

All so-called sovereign functions, such as the chartering of individual 
institutions, are the responsibility of the Supervisory Office . In practice, 
these administrative acts are conducted only after consultation with the 
Bundesbank. The Supervisory Office issues regulations but must, by law, 
confer with the Bundesbank before doing so. The degree to which the 
Bundesbank is entitled to participate is based on the extent to which the 
regulations affect its central banking functions. Therefore, when issuing 
regulations concerning capital and liquidity, the Supervisory Office is 
required to reach agreement with the Bundesbank while, on other mat­
ters, the Bundesbank has merely to be consulted. It is apparent, however, 
that the two agencies reach agreement on virtually all major regulatory 
and supervisory matters. 

Although both the Supervisory Office and the Bundesbank are autho­
rized to examine banks, they almost exclusively rely on the reports of 
external auditors. Guidelines for the contents of these audit reports are 
formally established by the Supervisory Office. These reports are rou­
tinely submitted to the state central banks, which review them and pre­
pare summaries. The reports and summaries are, in turn, provided to the 
Supervisory Office; the Bundesbank, in Frankfurt, normally receives only 
the summary report. 

United Kingdom 

The United Kingdom is one of two countries in the G-7, along with 
Italy, where banking supervision is in effect the sole responsibility of the 
central bank. Banking supervision in the United Kingdom is conducted 
by the Bank of England ( the central bank) ,  which is the statutory super­
visor of all financial institutions authorized under the Banking Act.6 All 
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institutions engaged in banking activities in the United Kingdom must be 
authorized by the Bank of England. The Bank of England, like the 
German banking authorities, relies primarily on the reports of external 
auditors, rather than on on-site examinations. 

The 1987 Banking Act created an advisory committee to the Bank of 
England known as the Board of Banking Supervision.? The Board com­
prises nine members, three of whom are the Governor, Deputy Governor, 
and one of the executive directors of the Bank of England. The role of 
the six independent members is to advise the bank members on the exer­
cise by the Bank of its supervisory functions under the Banking Act. In 
addition, following passage of the 1 986 Financial Services Act,8 the con­
cept of a lead regulator was developed to avoid duplication of supervisory 
efforts for those institutions conducting a wide range of financial func­
tions. This arrangement provides for one supervisor to monitor an insti­
tution's financial condition on behalf of all of the regulatory entities. The 
Bank of England has been designated as the lead regulator for all banks 
engaged in expanded activities. 

Italy 

The other G-7 country with essentially a single supervisor is Italy. The 
Bank of Italy ( the central bank) is responsible for the supervision and reg­
ulation of the banking system, subject to broad directives from the 
Interministerial Committee for Credit and Savings. The Bank of Italy is 
empowered to authorize the establishment of new banks and the open­
ing of new branches. The Bank of Italy is responsible for establishing reg­
ulations for credit institutions within the scope of its authority.9 It also 
has the power to prescribe minimum capital levels, establish lending ceil­
ings for banks, and exercise ongoing controls through a number of 
returns, inspections, and prudential ratios. The Bank of Italy is also 
responsible for ensuring that the banks comply with these regulations. 

Canada 

The only G-7 country where the central bank has a very limited role in 
supervising and regulating the banking system is Canada. The Office of 
the Superintendent of Financial Institutions (OSFI ) is the sole supervi­
sory authority for banks, trust and loan companies, insurance companies, 
investment companies, and cooperative credit societies. OSFI is part of 
the Department of Finance, reporting to the Minister of Finance. 
Although the Bank of Canada (the central bank) does not have responsi­
bilities for prudential supervision, it routinely receives most of the super­
visory reports filed with the Superintendent. 
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In  addition, the Governor of the Bank of Canada is a member of the 
Financial I nstitution Supervisory Committee, which was established to 
facilitate the confidential exchange of information among its members on 
all matters related to the supervision of financial institutions. The other 
members of this committee are the Superintendent of OSFI, the Deputy 
Minister of Finance, and the Chairman of the Canadian Deposit Insurance 
Corporation. 

Other Issues 

There are several other issues related to central bank participation in 
banking supervision and regulation . For example, it can be argued that 
central bank involvement in banking supervision is less critical in coun­
tries where the local banking market i s  highly concentrated. In  these 
countries, the scope tor informal involvement by the central bank, 
through personal relationships and ongoing contacts independent of the 
supervisory process, is far greater than in some countries, such as the 
United States. A good example of this is Switzerland, where the Swiss 
National Bank has no formal role in banking supervision and regulation . 
However, the Swiss banking system is highly concentrated; therefore, in 
the event of a nationwide systemic problem, there are probably only 
three banks with which the Swiss National Bank would need to work. 
Undoubtedly, personal relationships would allow it to do so quite easily. 

There is also a political aspect to central bank involvement in countries 
where the independence of the central bank is a controversial issue. For 
that reason, central banks in numerous countries are, de facto, more 
involved in banking supervision and regulation than may be apparent on 
the surface. Many central banks wield their influence over the banking 
system behind the scenes and as discreetly as possible, because they do 
not want to add to the controversy regarding their independence by 
emphasizing their critical role in banking supervision and regulation . 

The role of central banks in the supervisory process is subject to peri ­
odic review. Such a review was conducted recently in France, in the con­
text of the new law establishing the independence of the Bank of 
France . l O However, the role of the central bank in the supervisory pro­
cess was left unchanged. In the United Kingdom in late 1 993, the 
Treasury and Civil Service Committee of the House of Commons 
reviewed the role of the Bank of England in several areas, including 
supervision . ! !  It  was concluded that there was no overwhelming case to 
move supervisory responsibility outside the Bank of England. The role 
of central banks in banking supervision and regulation will be a topic of 
interest for many years to come. 



COMMENT 

JOHN P. DANFORTH 

The topic of the role of central banks in banking supervision and reg­
ulation is of significant interest. This comment considers bank supervi­
sion and regulation in the United States from a somewhat different 
perspective, that is, from more of a banking industry than a central bank 
perspective. 

For many years, there has been academic concern about the role of the 
central bank in bank supervision. This concern has been related to what 
some would describe as the possibility of an inherent conflict between the 
monetary policy and supervisory roles. There are arguments on both 
sides of this debate . 

A more significant issue for banks is the complex and overlapping sys­
tem of supervision and regulation in the United States at present. 
Banking organizations often are subject to supervision and regulation by 
several federal and state banking supervisors. The prior system of geo­
graphic restrictions on banking in the United States caused the develop­
ment of a truly bizarre system of supervision and regulation that 
sometimes led to a situation in which an institution with banks in several 
states had several charters-a national bank charter, a state member char­
ter, a state nonmember charter, and a federal savings bank charter. Such 
an institution is subjected to extremely complex and sometimes conflict­
ing regulatory guidelines. 

This situation was severely exacerbated in the United States as the bank 
supervisory agencies became more aggressive and intrusive in performing 
their supervisory functions, in response to both the significant losses passed 
on to U.S.  taxpayers because of the debacle in the thrift industry and 
the surge in bank failures, as measured by the number of institutions and 
the amount of assets affected during the late 1980s and early 1990s. As the 
supervisory authorities became more aggressive, the difficulties associated 
with overlaps and redundancies in supervisory authority became more 
pronounced. 

This development, rather than concerns about the independence of 
monetary policy from supervision, led certain individuals to believe that 
the issue of supervisory reorganization should be revisited, and that leg­
islation should be adopted to simplifY a convoluted system of regulation. 
There have been numerous proposals. 1  From a banker's perspective, the 
great majority of banks in the United States are quite comfortable having 
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the Federal Reserve in a supervisory role. Some banks, as a response to 
the policies and standards adopted by the Comptroller of the Currency, 
the supervisor of national banks, have altered their charters so as to be 
regulated by the Federal Reserve rather than by the Comptroller of the 
Currency. In addition, these banks are enjoying the advantages associated 
with having the same regulator for their holding companies as for their 
subsidiary banks. A number of organizations have, in fact, acted as mis­
sionaries, advocating that more institutions replace the Comptroller of 
the Currency as their supervisor by the Federal Reserve by changing their 
charters from national bank charters to state member bank charters. 

For this reason, most bankers in the United States are earnestly 
opposed to a thorough streamlining of the country's regulatory and 
supervisory process. Under the current regime, they are permitted to 
change their charter and supervisor should they become dissatisfied with 
the quality or rigor of supervision provided by that supervisory authority. 
Apparently, this is a very unusual situation. Some observers have warned 
of the possibility of a competition in laxity of regulation that allowing 
bankers a choice might promote in the banking community. 
Nevertheless, in the United States today, the prevailing concern among 
bankers is that having only one supervisor might lead to a situation in 
which there would be no market discipline to encourage that supervisor 
to deal reasonably with banks. Perhaps it is the inherent distrust of gov­
ernment in the United States that allows that view to be so prominent. 

In conclusion, based upon the foregoing, the Federal Reserve is not 
likely to be excluded from banking supervision activities in the United 
States. Moreover, no change is likely to be made to the current situa­
tion, whereby banks can leave one primary supervisor for another should 
they believe that they are not being treated fairly by that supervisory 
authority. 
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18 Who Should Be the Banking Supervisors? 

18A. Some General Considerations 

IAN H. GIDDY 

[The banking regulatory system is] a crazy quilt of conflicting powers and juris­

dictions, of overlapping authorities and gaps in  authorities . . . .  

-Board of Governors of the Federal Reserve System 

Twenty-Fifth Annual Report ( 1938) 

Introduction 

This chapter evaluates the merits of a country's having an indepen­

dent agency to supervise banks, compared with housing the banking 

supervisory function in the central bank or the finance ministry. 

I ndependence, the chapter argues, is in the best interests of depositor 

safety and bank efficiency. It also leaves the central bank free to concen­

trate on its proper function, monetary policy. However, the U.S .  experi­

ence demonstrates the difficulty of attaining the ideal of an independent 

agency. Where there is a serious risk of the bank supervisor's task becom­

ing politicized, the supervisory task should be housed wherever it can be 

most shielded from the pressures to compromise its principal task, main­

taining the soundness of the banking system.  

At  the risk of  oversimplifYing, one can divide a government's interest 
in the banking system into three public policy objectives: implementing 

monetary policy, preserving the integrity of the banking system,  and allo­

cating credit. The function of the supervisor of banks can, in most cases, 

best be fulfilled by segmenting its role from those of the central bank and 

the ministry of finance because each institution has a distinct purpose in 

mind in regulating banks, and attempting to achieve two or more goals 

with one instrument ensures that there will be conflicting priorities. To 

understand this idea more fully, the optimum allocation of the three goals 

to each of the three agencies must be explained, and the extent to which 

the goals are both interdependent and conflicting must be examined. 
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Three Roles of Bank Regulation 

All arguments for government intervention in financial markets in gen­
eral, and the banking system in particular, fall within one or more of the 
three basic categories of objectives. 

Controlling the Volume of Liquidity 

First, it is generally agreed that it is a legitimate responsibility of gov­
ernment to control the volume of liquidity in a currency-based banking 
system. Payments are usually made in this kind of system by transferring 
the ownership of demand liabilities in commercial banks. This control is 
necessary if for no other reason than to keep the growth of the money 
supply from fueling excessive price inflation. Mandatory reserve require­
ments on the deposit liabilities of banks and the open market purchase 

and sale of (public sector) securities are the major traditional means used 
by monetary authorities to achieve this goaJ . l  A related set of policy tools 
are those that aim at fixing exchange rates through official intervention­
the buying and selling of foreign currencies by the central bank. These 
activities all aim at achieving the above-mentioned public policy objective 
of implementing monetary policy. 

Preventing Bank Failure 

The second objective of regulating the behavior of banking institutions 
is to prevent bank failures, for the sake of both depositors and the finan­
cial system in general. The collapse of a bank, because it holds the means 
of payment and liquid balances of business firms and households, can 
have a disproportionately disruptive effect on a community and even on 
the whole financial system if failure (or the fear thereof) leads to a bank­
ing panic . This function, which corresponds to the objective of maintain­
ing the integrity of the banking system mentioned above, is explored in 
more detail later in this chapter. 

Ensuring the Availability of Credit 

The third objective of government intervention in the banking system 
is to ensure the availability of credit for certain economic activities, 
groups, and institutions. In effect, this means that the government allo­
cates credit to groups to whom the private market will not grant sufficient 
funds or provides favored sectors with credit at below-market terms. 
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Division of Labor 

These three objectives can be associated with the core roles or func­
tions of the three agencies: the central bank, the bank supervisor, and the 
finance ministry. 

Central Bank 

The role of the central bank is to monitor and control the adequacy 
and value of the national currency through monetary policy instruments. 
In addition, because the central bank serves as banker to banks, it is the 
ultimate vehicle through which banks transfer payments to one another. 
Hence, a secondary duty of the central bank is to ensure the smooth, 
continuous operation of the payments system.  Finally, because the central 
bank is the producer of money, it must serve as the lender of last resort 
to the banking system as a whole. 

Banking Supervisor 

The function of the agency supervising banks is to preserve the integ­
rity of the banking system.  Its function does not stem from anything to 
do with the implementation of monetary policy, but from the explicit or 
implicit insurance of bank deposits that is required to allow the unim­
peded transfer of bank liabilities as the means of payment. 

Ministry of Finance 

The proper function of the ministry of finance is to fund and manage 
the nation's budget. Thus, the ministry must administer a system of taxes, 
fees, and other means of raising funds, as well as administer the allocation 
of resources in a way that seems fit to the nation's polity. One way to allo­
cate resources is through the banking system. If it is the job of the finance 
ministry to oversee the nonmarket disposition of resources, including 
credit, this aspect of banking should in principle be separated from the 
other two aspects, namely, implementing monetary policy and preserving 
the soundness of the banking system.  

Banking Supervision and the Central Bank as 
Lender of Last Resort 

Things tend to go awry when the supervisory and the lender-of-last­
resort functions are confused. This section examines specifically the 
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purpose of banking supervision. The starting point is the central bank's 
lender-of-last-resort function. 

As noted above, banking occupies a special place in public policy 
because bank liabilities, notably demand deposits, serve as the principal 
means of payment for the economy. The central bank's role as a lender of 
last resort is to avert the consequences of a run on these deposits. Such 
an event usually begins with the erosion or disappearance of a bank's 
equity position as a result of sudden and excessive loan losses. Depositors 
concerned about the safety of their funds in a particular bank will place 
them in institutions considered safer. Even worse is when the failure of 
one bank casts doubt about the soundness of other institutions, leading 
depositors to demand currency. In monetary theory, the sudden demand 
for currency relative to demand deposits is equivalent to a drastic increase 
in reserve requirements, because currency in circulation, together with 
the demand liabilities of the central bank to commercial banks, consti­
tutes the reserve base, or high-powered money. If the bank is fully loaned 
up, it cannot draw on the reserves that it must hold with the central bank 
when it experiences (net) deposit withdrawals. The bank must instead sell 
marketable securities and call in loans. If these actions are not sufficient, 
and often they are not, the bank can go out and borrow funds in the 
interbank or money markets. If the withdrawal of deposits was caused by 
concern about the soundness of the bank, such attempts will be unsuc­
cessful, and the institution will have to close its doors. It is here that the 
central bank enters the picture as the lender of last resort: because it can 
create domestic money essentially without limit, it can without difficulty 
make funds available in the form of either currency or central bank 
liabilities. 

In a modern banking system, the mere knowledge that the central bank 
is willing and able to supply additional funds to banks experiencing li­
quidity problems (a  euphemism for these banks' inability to satisfY the 
requests of depositors for the return of their funds) will suffice to prevent 
sudden shifts out of demand deposits into currency. 

Deposit Insurance and the Need to Counter 
Moral Hazard Incentives 

Most nations limit the damage of possible bank failures by employing 
some form of deposit insurance, either by explicitly insuring or implicitly 
backing up deposits. In many countries, auxiliary institutions insure 
deposits and assure depositors that their funds are available without 
undue delay, thus preventing runs on banks from occurring in the first 
place. Some countries do this through their private banks, arranging 
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mutual insurance or "lifeboats" in which sound banks agree to support 
or absorb banks in trouble. 

A system of deposit insurance and explicit or implicit promises by the 
central bank to come to the rescue of depositors involves a "moral haz­
ard" that has long been recognized: when depositors become impervious 
to risk, it is in the interest of shareholders that their agents, that is, man­
agement, undertake investments that yield higher returns but carry more 
risk. One approach to capturing this effect more formally has been devel­
oped by Robert Merton.2 By using option theory, he showed that the 
insurance in essence permits the operators of a financial institution to 
"put" the claims of the depositors to the central bank or another (gov­
ernment) insurance institution whenever the market value of the assets is 
less than that of the deposit liabilities. The value of a depository institu­
tion to a bank's operators is greatest when the net worth is zero, that is, 
when the option is "at the money." Without deposit insurance, the oper­
ators of the bank must pay a default risk premium in order to attract 
funds. If that premium were to be priced fairly, it would approximate over 
time the difference between the net worth (exercise price) and the value 
of the option. The nature of the option also suggests the nature of the 
assets that the bank will buy, if unconstrained: higher-risk, higher-return 
assets . The higher the risk, the more value the bank has for the operators, 
as any upside gain benefits them directly, while the downside risk is 
absorbed by the institution that bails out the failing bank. Furthermore, 
when the bank has large negative net worth, the incentive for reckless 
transactions or even fraud is enhanced. While these values are not with­
out cost in terms of possible regulatory scrutiny and probability of dam­
aged managerial reputations, the potential for gain is also considerable. In 
any case, the discipline of creditors (depositors) to monitor the firm's 
activities very closely in such circumstances is greatly diminished. 

Prudential Regulation: Asset Side Versus Liability Side 

The function of banking supervision is to prevent banks from exercis­
ing the incentive to buy higher-risk, higher-return assets. When the 
authorities (or other market participants, in the case of a mutual insur­
ance scheme) underwrite a portion of a bank's debt, they will invariably 
have to constrain the asset allocation decisions of the individual financial 
institution, either directly or through liability-side incentives. It is easily 
shown that liability-side prudential regulation, such as deposit insurance 
fees or capital requirement related to risk, is more desirable . 

Asset-side prudential regulation entails the involvement of the supervi­
sor in a bank's business decisions. The goal is to ensure that the bank's 
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funds are prudently invested and that these investments are properly 
diversified. Statutory and administrative limitations are put on the bank's 
freedom to conduct business in certain strategic areas ( for example, insur­
ance, commodities trading, and underwriting) .  Assets cannot be too con­
centrated in any one borrower or industry. Restrictions on the pricing of 
funds ( interest ceilings) and the detailed examination of individual loans 
are part of the regulatory bag of instruments used in asset-side pruden­
tial regulation .3  Certain investments are generally taboo (in the United 
States, corporate bonds4 and equities) ;  others are required. 

Virtually everywhere, the public regulation of commercial banks 
includes restrictions on entry into the banking business-restraints that 
cover both the establishment of de novo institutions and expansion 
through branching-on the theory that competition must be limited to 
prevent it from becoming "ruinous."  Such measures, intended to assure 
the soundness of banks, are often anticompetitive and, therefore, may 
deprive the public of differentiated and least-cost banking services. 

The question thus arises as to where the government's responsibility to 
preserve the soundness of financial institutions ends and where the obli­
gation to foster competition begins. Similarly, the dividing line between 
the objectives of prudential banking supervision and of credit allocation 
becomes blurred under asset-side prudential regulation. Which invest­
ment policy might better appear to promote the stability and soundness 
of financial institutions than that of keeping a large proportion of their 
assets in government paper? The reality is that asset-side prudential reg­
ulation is easily transmuted into indirect credit allocation. 

Because credit allocation is, almost by definition, highly political, a 
direct and open approach is avoided whenever possible . Instead, existing 
private financial institutions are induced, by various means and pressures, 
to take into consideration reasons other than expected return and risk 
when deciding where to invest funds. Thus, indirect credit allocation 
always makes the portfolio composition of a financial institution inferior 
to that which its management might choose; otherwise, it would not be 
necessary to apply pressure. In the United States, for example, banks are 
expected to channel funds into local businesses, particularly small ones, 
and into community institutions, such as school authorities and munici­
palities. In particular, the Community Reinvestment ActS is intended to 
ensure that the credit needs of the entire community, including low- and 
moderate-income neighborhoods, are met. 6 Likewise, the provision of 
cheap credit to home buyers and farmers has also been a preferred objec­
tive for U .S. banking regulation. In Western European countries, such 
policies are even more widespread, although different criteria prevaiJ;7 in 
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some developing countries, the financial systems appear to be completely 
paralyzed by extensive networks of credit allocation .s 

Liability-side prudential regulation seeks to get the supervisor out of 
the business of second-guessing bank asset decisions. Instead, it says to 
banks, in effect, "buy whatever assets you choose, but focus on main­
taining an adequate capital position while restricting the composition of 
assets: reserves, liquid investments, and loans. "  Control is exercised 
through the establishment of balance sheet ratios, consisting of maximum 
and minimum relations between different categories of assets and liabil­
ities. Since the Basle Capital Accord9 on capital requirements was 
adopted, many countries have shifted to liability-side regulation. 

A variant of this approach is risk-based deposit insurance fees, which 
are being introduced in a tentative fashion in the United States. Under 
this approach, premiums are based on "the probability that the deposit 
insurance fund will incur a loss with respect to the institution . " l O The dif­
ferential between the average assessment rate and that imposed on the 
most risky institutions must be at least 1 0  basis points. l l  Effective 
January 1 ,  1993, the Federal Deposit Insurance Corporation (FDIC) 
adopted an interim deposit insurance system, with premiums ranging 
from 23 to 3 1  basis points on deposits and an estimated average premi­
um of 25 .4 basis points. Under this interim system, banks are classified 
according to both supervisory evaluations and capital categories similar to 
those used for capital-based supervision. Again, there is no direct need in 
this system to constrain asset-side decisions. 

In short, an independent agency to supervise banks, concentrating on 
liability-side regulations and free of pressures to allocate credit or serve 
other public policy objectives, will do the best job of ensuring the sound­
ness of the banking system . Realism, however, demands that one recog­
nize that no agency can operate outside the political system.  Moreover, 
regulators themselves are subject to moral hazard incentives, which can 
be explained in the context of economic incentive theories explaining the 
relationship between the regulator and the regulated. 

Behavior of Regulators 

The modern view of bank regulation espoused by Edward Kane and 
others l2  is based on a correspondence between concepts germane to the­
ories of market behavior, on the one hand, and the manifestations of reg­
ulatory activity, on the other. Financial regulatory services are produced 
and delivered by governmental entities because government sponsorship 
confers a number of marketing advantages on regulatory entities, and 
because regulators have the opportunity to redistribute income, a politi-
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cal process by definition. Financial regulatory services consist of efforts to 
monitor, discipline, or coordinate the behavior of individual financial ser­
vice providers for a common good or objective . Regulators also compete 
for market share; the broader their reach, the greater their power, pres­
tige, job satisfaction, and other emoluments. 

In exchange for explicit and implicit revenues, producers of regulatory 
services enhance the confidence of the customers of their regulatory 
clientele. From the point of view of those regulated, however, the costs 
imposed on them by regulators explicitly and via constraints on opera­
tions reduce the value of regulatory services. This perception represents 
an incentive to "shop" regulators that involves some transition costs but 
also acts as a constraint on regulators. J 3 These ideas are dramatically illus­
trated in the United States, particularly through the debate on the proper 
locus for bank supervision that took place in 1993 and 1 994 . 

Where Should Banking Supervisory Authority Lie? 
The U.S. Debate 

The quotation at the beginning of this paper reflects the well-known 
fact that the U.S.  banking regulatory system is a set of overlapping and 
even conflicting jurisdictions. The patchwork regulatory structure keeps 
federal examiners from getting a good handle on the industry. For exam­
ple, a large bank holding firm may own a nationally chartered bank, a 
thrift, and a state-chartered bank that is not a member of the Federal 
Reserve. Each of the four regulators-the Federal Reserve, the Office of 
the Comptroller of the Currency, the FDIC, and the Office of Thrift 
Supervision-examines a part of the firm, but no regulator has responsi­
bility for examining it as a whole. Most worrisome, a multiple-regulator 
system can be exploited by aggressive bank holding firms. Suppose a 
firm's executives are unhappy with the Office of the Comptroller of the 
Currency's supervision of one of its banks. They can threaten to change 
the charter or membership status of the bank-to shop around, in other 
words, for a more lenient regulator. Because no regulator wants to lose 
banks to another agency, lawmakers have long warned that the shopping­
around threat encourages lax regulation and thus increases the likelihood 
of bank failures, for which taxpayers are liable. 

As part of its plan to reform the structure of government institutions, 
the U.S.  Department of the Treasury proposed in late 1993 that an inde­
pendent banking supervisory agency be established. l4 I nitially, the new 
agency was to be within the executive branch; later, the proposal was 
amended to make the agency separate and independent. The proposal 
envisioned five commissioners: the Secretary of the Treasury, a member 
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of the Federal Reserve Board named by the Board, and three members 
appointed by the President and confirmed by the Senate. The President 
would designate one of the commissioners as chairperson, subject to 
Senate approval . Under this scheme, the FDIC would retain its core role 
as manager of the taxpayer-backed deposit insurance system. Although 
the Federal Reserve would lose its hands-on examination authority, it 
would retain other key powers, such as the ability to make direct loans to 
troubled banks. 

The idea was not new. This plan has been discussed in one form or 
another over the past 30 years. It has always failed because the Federal 
Reserve, the FDIC, and the Office of the Comptroller have opposed giv­
ing up any control over financial institutions, and banks have joined their 
regulators in opposing a merger because of the uncertainties that would 
result from being regulated by a new federal agency. The U.S. Congress 
has always gone along with this consensus; the current round proved to 
be no exception. 

The Federal Reserve was not interested in any arrangement that left it 
without a substantial supervisory role. It pointed out that supervisory 
functions predate and are additional to the more purely monetary func­
tions of open market and foreign exchange operations: "A basic [Federal 
Reserve ] responsibility, and the reason for its founding, was to assure a 
'stable and smoothly functioning financial payments system' and to 'head 
off and deal with financial disturbances and crises' to the extent possi ­
ble . "  1 5 Chairman Alan Greenspan argued that a hands-on supervisory 
role is "indispensable" for maintaining the Federal Reserve's "'unparal­
leled knowledge' of financial systems, markets, institutions and relation­
ships needed to carry out its key responsibilities 'at the nexus of monetary 
policy, the payments system, and bank supervision and regulation. "' 1 6 
President of the New York Federal Reserve Bank William ] .  McDonough 
also "warned that 'sooner or later there will come a crisis,' and the 
[ Federal Reserve] will fight 'with absolute determination and dedication' 
to safeguard the economy, but that 'Congress should not strip us of the 
weapons we need-it is simply too dangerous."' 1 7 The Federal Reserve's 
counterproposal was to establish two supervisory agencies (one of which 
would be the Federal Reserve itself) . 18 

Then Secretary of the Treasury Lloyd Bentsen argued that Germany's 
Bundesbank did not have supervisory authority over banks and did not 
need it to conduct monetary policy. 19 He questioned the Federal Reserve's 
contention that more than one federal banking supervisor was necessary.20 

The industry rallied behind the Federal Reserve. No banker wants to 
get on the bad side of a regulator. The result is that, at present, reform 
efforts are at a standstil l .  
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Central Bank Independence 

Ironically, the argument in favor of an independent supervisory agency 
runs along the same lines as the argument for an independent central 
bank. With the independent Bundesbank playing a powerful role, 
Germany has greatly strengthened its reputation for resisting inflation 
and safeguarding the currency. Meanwhile, the United Kingdom is con­
sidering fundamental moves toward central bank independence to the 
end of ensuring the benefits of price stability for its economy. 

Indeed, a movement toward greater independence for central banks is 
sweeping across the globe. In  Europe, central bank independence has 
become a prerequisite for participating in the final stages of monetary 
union;2 I major structural changes for independence are in place or have 
been proposed in Belgium, Italy, France, and Spain.22 With its reorienta­
tion toward open economies and market-based policies following the 
debt crisis, Latin America has seen major moves toward greater central 
bank authority or independence in Chile, Venezuela, Mexico, and 
Argentina.23 The transitional economies of Eastern Europe are experi­
menting with alternative approaches. Also, New Zealand has introduced 
an imaginative scheme for targeting inflation, and South Africa has forti­
fied the powers of its central bank. 

The independence of the central banks must be continually defended 
in order to depoliticize the process of money creation and develop the 
required public determination for monetary stability. Bundesbank Chief 
Economist Otmar Issing puts the case for central bank autonomy suc­
cinctly and fervently: 

Resistance to making the central bank independent always reflects the inten­
tion of reserving access to money creation to policymakers. This has never 
been good tor the value of money anywhere.24 

Statutory independence does not work everywhere . In the United 
Kingdom, an independent panel decided against recommending a "gen­
eralized" mandate of the Bundesbank model, feeling that, as it relied too 

heavily on the Bundesbank's unquestioned credibility and the German 
electorate's strong support of price stability, it was not appropriate for the 
United Kingdom.25 The panel chose instead a model with a more precise 
numerical inflation target, closer to the approach of New Zealand, whose 
anti-inflation credentials, like those of the United Kingdom's, were not 
so firmly established. The panel recommended that "price stability" be 
the sole statutory objective of the Bank of England and that the bank for­
mulate and announce short-run targets for inflation and control short­
term interest rates. 26 The Government could in extremis overrule the 
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bank and resume control of monetary policy but only to suspend by par­
liamentary action for six months the bank's objective of price stability.27 

Conclusion: Implications for Independence of 
Bank Supervision 

In an ideal world, the banking supervisory agency would be separate 
and independent and have the sole function of administering liability-side 
prudential regulation. As the U .S. experience indicates, however, neither 
central banks nor supervisory agencies operate in a political vacuum. The 
U.S.  central bank, similar to those of Germany and Switzerland, is able to 
maintain its independence because it has a strong constituency. An inde­
pendent, powerful Federal Reserve is in the interest of the nation's largest 
financial institutions, which worry about the health of the national and 
global economies and have confidence in the Federal Reserve's ability to 
provide stable, low-inflation growth. Banks now supervised by the 
Federal Reserve offer a natural constituency in favor of its continued 
independence. The implication, it seems, is that a single, federal banking 
supervisory agency could not in fact maintain the desired independence 
unless it were able to garner a similar degree of constituent support. 

These considerations lead to a second model of bank supervisory inde­
pendence, one along the lines of the British proposal . Where there is a 
serious risk of the bank supervisor's task becoming politicized, the super­
visory task should be housed wherever it can be most shielded from pres­
sures to compromise its principal task, maintaining the soundness of the 
banking system. Instead of focusing the banking authorities' efforts by 
segregating the agency, one could place strict limits on the goals and 
powers of the supervisors, wherever they are housed. The goal would be 
to ensure the stability of the banking system, and the regulators would 
not be permitted to engage in activities, such as credit allocation, that 
were detrimental to this goal. 



l8B. A German Perspective 

BERTOLD WAHLIG 

The question of which institution of a country should be assigned 
responsibility for banking supervision is ultimately not a legal question 
that can be answered in accordance with generally applicable legal princi­
ples. It is rather a question of the specific configuration of the public sec­
tor, in reply to which, at best, legal policy comments can be made, and 
these only with due caution, for every country has its own homegrown 
structures, its own constitutional conditions, and its own administrative 
culture. 

Therefore, this chapter first emphasizes some general aspects that may 
be of significance for the organization of banking supervision. It defines 
the objectives of banking supervision and compares these with the goals 
of monetary policy and the tasks of central banks. Second, it addresses the 
question of whether central banks may be exposed to conflicts if they are 
ultimately responsible for banking supervision, and what it means if cen­
tral banks are to serve as "lenders of last resort." Finally, this chapter 
describes the system of banking supervision in Germany and explains the 
interaction between the Federal Banking Supervisory Office, which has 
been assigned responsibility for banking supervision, and the Deutsche 
Bundesbank, which is extensively involved in banking supervision in 
practice. 

Banking Supervision 

The supervisory systems of the individual countries depend on the 
institutional frameworks, which differ considerably across countries and 
are based on the particular political, legal, and administrative traditions of 
the countries; their varying banking structures; and their differing 
approaches to the theory and practice of banking supervision . 1  The insti­
tutional framework largely depends on the reason for which banking 
supervision was introduced. The global economic crisis and the number 
of bank failures at the beginning of the 1 930s triggered a concern in 
many countries about the particular susceptibility of the banking system 
to disturbances, along with an awareness of the necessity of depositor 
protection. Comprehensive supervision systems were set up in some 
countries, including Germany, at that time. 

The creation of these systems was in some cases subject to considerable 
time pressure; in view of the urgency of the measures, there was often not 
enough time for basic preliminary discussions of the systematic questions 
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associated with the introduction of banking supervision. Initially, the 
national banking supervision systems-and the underlying supervisory 
concepts-were determined by the structural aspects of the national 
financial systems and the particular objectives of banking regulation . 

This originally purely national orientation of banking supervision has 
long since been superseded: the internationalization of the banking busi­
ness, the globalization of the markets, and the free movement of capital 
flows after the Second World War have increasingly sharpened the aware­
ness of the need for close cooperation among national banking supervi­
sory authorities and led to a closer material coordination of the various 
banking supervision systems. The most important role in coordinating the 
banking supervision systems was assumed by the Basle Committee on 
Banking Supervision, whose recommendations have set international 
standards for banking supervision beyond the range of its member coun­
tries.2 In the European Community, Council directives have led to an 
intensive process of harmonizing the material banking supervision legisla­
tion of the member states, in order to achieve the European Community's 
objective of creating a single market for financial services by abolishing 
restrictions on freedom of establishment and freedom of services.3 

"Introduction of supervision on a consolidated basis," "harmonization 
of bank accounting and valuation regulations," and "standardization of 
the capital requirements for credit institutions and definition of common 
criteria for assessing their solvency" are key words characterizing the 
intensity of the harmonization process in the European Community. In 
all bodies dealing with the harmonization of banking supervision and the 
international cooperation of banking supervisory authorities, the ques­
tion has occasionally been raised of whether banking supervision should 
be carried out by the central bank or by an independent agency. 

The advantages and disadvantages of supervision by the central bank 
have been discussed in individual countries, too. Rinaldo Pecchioli 
reports, for instance, on the discussion in Australia, in which it was 
assumed that the tasks of the central bank in the field of banking super­
vision may well clash with its monetary policy functions.4 Nevertheless, 
the responsible body (the Campbell Committee) came to the conclusion 
that the necessary coordination of these two ranges of responsibilities 
could best be achieved within a single institution. Conversely, as 
Mr. Pecchioli reports further, a study group commissioned to amend 
Swiss banking legislation argued against assigning supervisory functions 
to the national bank, as the different tasks of banking supervision and 
monetary policy should be reflected in, among other things, a clear sep­
aration of the bodies responsible for them.s Apparently, none of the inter­
national bodies dealing with banking supervision have gained absolute 
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certainty about the advantages of one solution or the other, or given any 
general recommendations as to which agency should be assigned respon­
sibility for banking supervision. 

It  is useful to compare the objectives and tasks of banking supervision, 
on the one hand, and the goals of monetary policy and the resulting func­
tions of the central banks, on the other. 

Objectives of Banking Supervision 

It is widely agreed that banking supervision must ensure the general 
order of the banking system; maintain the banking system's ability to 
function; and protect the credit institutions' creditors against losses as far 
as possible.  

At least in countries organized along market economy lines, the tasks 
of banking supervision can be reconciled with those principles. What is 
necessary is a synthesis of the basic freedom to make business policy deci­
sions and conduct individual banking transactions or financial services, on 
the one hand, and the control of these activities through general regula­
tions, requirements of disclosure to supervisory authorities, and mecha­
nisms for intervention by these authorities, on the other hand. This 
synthesis must lend itself to application whenever an individual institu­
tion, a group of institutions, or even the entire banking system-includ­
ing all financial institutions-is perceived to be threatened or in 
difficulty.6 Furthermore, the synthesis should confirm that the responsi­
bility for business decisions rests with the credit institutions' managers. 
The activity of credit institutions is restricted only by quantitative general 
provisions and their obligation to open their books to the supervisory 
authorities, who do not intervene directly in the credit institutions' indi­
vidual operations. Only if the fulfillment of a credit institution's obliga­
tions to its creditors, and especially the safety of the assets entrusted to it, 
is endangered should the supervisory authority be empowered to take 
general measures to avert the danger. 

The protective purpose and the main goal of banking supervision are 
to ensure the functioning of the banking system in the interest of credi­
tor protection; it cannot be understood to be a direct government guar­
antee in favor of the individual creditor. For this reason, banking 
supervision as such is supplemented in many countries by deposit guar­
antee schemes in favor of the depositors.? 

The question of whether the individual depositor benefits directly from 
banking supervision by being able to seek redress from the government 
for losses incurred through a failure of banking supervision was examined 
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by the German courts during the 1 970s-among other things, as a con­
sequence ofthe failure of the Herstatt Bank in Cologne.  In two 1979 rul­
ings, the Federal Court of Justice, the supreme court for civil law 
disputes, unexpectedly took the view that in certain circumstances the 
Federal Banking Supervisory Office has as part of banking supervision the 
official duty, vis-a-vis an individual third party, to take specific measures 
to protect depositors if it becomes aware of particular risks.s To avoid 
unforeseeable liability risks in the context of individual protection so con­
strued, an amendment was added in 1 985 to the Banking Act, stating 
that "the Federal Banking Supervisory Office performs its functions . . .  
in the public interest only. "9 Accordingly, the general principle that the 
establishment of public banking supervision does not simultaneously 
imply the establishment of a deposit insurance scheme applies again in 
Germany, as elsewhere. 

In contrast to banking supervision relating to individual institutions, 
which is sometimes termed "microeconomic supervision," I O  the central 
banks are responsible for the "macroeconomic" regulation of the total 
amount of money in circulation and the banking system's lending poten­
tial, with the aim of safeguarding the stability of the currency concerned. 
According to Section 3 of the Bundesbank Act, for example, the 
Deutsche Bundesbank is obliged, using the monetary powers conferred 
on it, to regulate the amount of money in circulation and of credit sup­
plied to the economy, with the aim of safeguarding the currency. ! I 
Moreover, Article 1 OS( 1 )  of the Treaty Establishing the European Com­
munity, as amended at Maastricht,l 2  describes the functions of the 
European System of Central Banks ( ESCB) as follows: 

The primary objective of the ESCB shall be to maintain price stability. 
Without prejudice to the objective of price stability, the ESCB shall support 
the general economic policies in the Community with a view to contribut­
ing to the achievement of the objectives of the Community as laid down in 
Article 2. The ESCB shall act in accordance with the principle of an open 
market economy with free competition, favoring an efficient allocation of 
resources, and in compliance with the principles set out in Article 3a. 1 3  

Goal of Monetary Policy 

As just outlined, the objectives of banking supervision as part of pub­
lic regulatory policy are not identical with those of a central bank respon­
sible for monetary policy, although there are major points of similarity. In  
the banking field, monetary policy and regulatory aspects are often 
interlinked. Measures taken by banking supervisors may have an impact 
on the control of the money supply by the central bank. For instance, the 
raising under banking supervisory aspects of the capital and liquidity 
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ratios of financial institutions to keep the institutions sound and to pro­
tect their creditors will at the same time affect the overall lending poten­
tial of the banking system, the control of which is the core of the central 
bank's function. However, monetary policy measures taken by the central 
bank may affect the status of individual credit institutions in a way that is 
significant for banking supervision. An increase in the minimum reserves 
by the central bank may impair credit institutions' liquidity and subject 
individual institutions to considerable tension. 

These few examples show that it may be problematical to make the 
central bank alone responsible for banking supervision. This inference 
applies all the more as, judging by past experience, banking supervision is 
particularly required in the case of crisis management. A central bank with 
sole responsibility for banking supervision may come under pressure from 
public opinion or politicians and feel obliged to grant sizable liquidity 
assistance, which would not be appropriate in macroeconomic terms, 
given its responsibility to safeguard the currency. 

Central Bank as Lender of Last Resort 

The next question is, How is a central bank's role as lender of last 
resort to be defined in this context? This is not a legal question. Thomas 
Humphrey defines the term "lender of last resort" as referring "to the 
central bank's responsibility to accommodate demands for high-powered 
money in times of crisis, thus preventing panic-induced contractions of 
the money stock." i4 Ultimately, central banks are the only sources of li­
quidity available in unlimited quantities; therefore, their assistance is 
required in crisis situations. 

It is not the task of legal experts to lay down how far the fimctions of 
a lender of last resort should go. As far as the granting of liquidity assis­
tance is concerned, a distinction must no doubt be made between pro­
viding assistance to banks that are basically sound and to those that face 
severe liquidity and solvency problems of their own making. In the first 
case, temporary liquidity assistance by the central bank that is justifiable 
in macroeconomic terms will tend to be appropriate to avoid a crisis of 
confidence for the entire banking market, provided that the bank in dif­
ficulty has sufficient assets to serve as collateral for the central bank. In 
the second case, however, liquidity assistance is problematical if the bank 
concerned has lost its capital as a result of business losses and is unable to 
provide collateral. 

If a central bank is ultimately responsible for banking supervision, there 
may be conflicting interests under the aspects of banking supervision, on 
the one hand, and monetary policy responsibility, on the other. The key 
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words "too big to fai l" and "moral hazard" outline the difficulties. 
H.J. Muller describes the problem as follows: "The sure knowledge that, 
in the case of a failure, the public authorities will come to the rescue, 
could well lead to imprudence on the part of banks and creditors."  IS In 
an international context, this aspect is reflected in the deliberate vague­
ness of a 1974 statement by the Group of Ten countries: 

The Governors also had an exchange of views on the problem of the lender 
oflast resort in the Euromarkets. They recognized that it would not be prac­
tical to lay down in advance detailed rules and procedures for the provision 
of temporary liquidity. But they were satisfied that means are available tor 
that purpose and will be used if and when necessary . . . .  1 6 

U.S.  economist Frederic S. Mishkin, speaking on the avoidance of 
crises in the international financial system, outlined the German point of 
view: "Some central banks, such as the Deutsche Bundesbank, object to 
having a direct regulatory role because they believe that it will subject 
them to political pressures which may interfere with their ability to use 
monetary policy to combat inflation ."  1 7  

If  there are some reservations i n  respect o f  assigning the sole responsi­
bility for banking supervision to the central bank, there are also many 
good reasons for involving the central bank in banking supervision and, 
particularly, for establishing an exchange of information between the 
authority responsible for banking supervision and the central bank. 
Whether this authority is to be the ministry of finance or an independent 
agency is not significant; the choice of the responsible agency will depend 
on the framework defined by the constitution of a country for its admin­
istrative organization. 

The interaction mentioned previously between measures by the central 
bank to control the money supply and measures or regulations by bank­
ing supervisors to observe specific capital or liquidity ratios necessitates 
cooperation between banking supervisors and monetary policymakers. It  
is ultimately in the interests of the credit institutions concerned that the 
central bank and the banking supervisory authority obtain the informa­
tion and data required for their respective monetary or prudential pur­
poses in a joint effort, if possible , to avoid duplication of work. In this 
sense, at least, the question "Who should be the banking supervisors? "  
could be answered "the ministry of  finance or an independent agency 
plus the central bank." 

System of Banking Supervision in Germany 

In Germany, the concept of banking supervision is implemented 
through an independent supervisory authority that cooperates with the 
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central bank. This section explains briefly how this cooperation is regu­
lated by law and how it works in practice . 

General banking supervision in Germany is a consequence of the bank­
ing crisis of 1 9  3 1 .  Although the idea of general banking supervision was 
discussed as early as 1 874, in the context of the Act on the Establishment 
of the Reichsbank, l8  it was not pursued further, particularly in view of the 
reluctance to reimpose restrictions on the general freedom of trade fol­
lowing their abolition only a few years previously. On account of the 
extraordinary disruptions triggered by the banking crisis throughout the 
entire economic system, a Reich Commissioner for Banking was appoint­
ed in 1 9 3 1  as an executive arm of banking supervision. A second bank­
ing supervisory agency, the Board for Banking, was also established as a 
coordinating body between the Government and the Reichsbank. After 
the Second World War, the Linder governments were initially responsi­
ble for banking supervision. 

Since 1 96 1 ,  banking supervision has been carried out by the Federal 
Banking Supervisory Office, working in cooperation with the Deutsche 
Bundesbank. The Banking Act assigns the central role in banking su­
pervision to the Federal Banking Supervisory Office, 1 9  which reports 
directly to the Federal Minister of Finance. 

Recognizing that the functions of the authority responsible for bank­
ing supervision and those of the central bank are interconnected, the 
legislature has provided for the Deutsche Bundesbank to be involved in 
banking supervision.20 Moreover, the participation of the Bundesbank is 
necessary because the Federal Banking Supervisory Office has no sub­
structure of its own. It is only the Bundesbank system, with its main and 
branch offices, that permits efficient and cost-effective supervision at the 
local level of the over 4,000 credit institutions in Germany. 

Banking supervisory functions are clearly divided between the Federal 
Banking Supervisory Office and the Bundesbank. First, sovereign func­
tions, for example, the issuing of administrative acts, are the responsibil­
ity of the Federal Banking Supervisory Office. Second, before issuing 
general regulations, the Federal Banking Supervisory Office must confer 
with the Bundesbank.2 1 The degree to which the Bundesbank is entitled 
to participate is graduated according to the extent to which the regula­
tions affect its functions. Thus, when issuing principles concerning capi­
tal and liquidity, the Federal Banking Supervisory Office is required to 
reach agreement with the Bundesbank22 while, in other cases, the 
Bundesbank has merely to be consulted. Third, the Bundesbank is fully 
involved in the regular surveillance of the credit institutions; it also ana­
lyzes the annual reports and other documents of these institutions. 
Observations that the Bundesbank makes in the course of these activities 
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are also used in the monitoring operations. Fourth, the Bundesbank 
maintains the credit register of loans of DM 3 million or more,23 which 
is an important source of information both for the banking supervisory 
authorities and for lenders. This clause stipulates that credit institutions 
and insurance enterprises must report loans of DM 3 million or more to 
the Bundesbank, which adds together the loans to individual borrowers 
and subsequently notifies the lenders of the total indebtedness of their 
borrowers and the number of lenders involved.24 Finally, to enable the 
banking supervisory authorities to analyze regularly the credit institu­
tions' business, the latter have to submit monthly returns to the 
Bundesbank. The Bundesbank passes on these returns and provides its 
comments to the Federal Banking Supervisory Office. If the Bundesbank 
collects monthly balance sheet statistics for its monetary analysis, these 
are considered to be monthly returns, in order to avoid duplication of 
work by the credit institutions. 

In 1 993, the Bundesbank received, among other things, over 2 million 
reports on loans of D M 3 million or more pursuant to Section 14 of the 
Banking Act, and 50,000 monthly returns pursuant to Section 25 of the 
Banking Act.25 The Bundesbank clearly obtains a great many prudential 
data that are at the same time useful for fulfilling its monetary policy 
functions. 

Conclusion 

It is important to mention the role of the future European Central 
Bank (ECB) in banking supervision. The ECB will not take over respon­
sibility for banking supervision from the national authorities, but it will 
support the responsible agencies in carrying out banking supervision. 
Article 1 05(  5) and ( 6) of the Treaty Establishing the European Commu­
nity state in this respect: 

The ESCB shall contribute to the smooth conduct of policies pursued by the 
competent authorities relating to the prudential supervision of credit insti­
tutions and the stability of the financial system. 

The Council may, acting unanimously on a proposal from the Commission 
and after consulting the ECB and after receiving the assent of the European 
Parliament, confer upon the ECB specific tasks concerning policies relating 
to the prudential supervision of credit institutions and other financial insti­
tutions with the exception of insurance undertakings.26 

During the preliminary work on the statute establishing the ECB, 
there was an exchange of opinions in the Committee of Central Bank 
Governors on the degree to which the ECB should be involved in coor­
dinating banking supervision. A common starting point for the govern-
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ments concerned was, in view of the subsidiarity principle, to leave 
responsibility for banking supervision with the national agencies. The 
German side, in addition, held that a separation of supervisory responsi­
bilities from monetary policy was appropriate. Not least for that reason, 
the assignment of further prudential supervision tasks pursuant to Article 
l 05( 6) is subject to the proviso of a unanimous Council decision. 



I SC. A Swedish Perspective 

ROBERT SPARVE 

Introduction 

A glance at the institutional organization of banking supervision in a 
number of countries demonstrates the different solutions that have been 
found. There seems to be no uniform international trend, even though 
an endeavor to concentrate and to coordinate supervision may be 
observed in most countries. 

Two major models may be noted. In many countries, banking supervi­
sion is conducted by the central bank ( the central bank model), while 
such functions in other countries have been entrusted to an authority sep­
arate from the central bank, either to a division of the ministry of finance 
or a supervisory authority under the government ( the alternative model ) .  

One might expect that the choice of a model should be based on 
lengthy analyses or deliberations. However, this does not seem to be the 
case. Instead, the choice of model may often be explained by historical 
traditions. In Sweden, for example, the central bank has been under the 
authority of the Parliament rather than the Government since its estab­
lishment as the world's oldest central (banknote-issuing) bank in 1668. 
The predecessor of the central bank had gone bankrupt, and the 
Parliament decided to take over the bank in order to prevent the King 
from exercising the power to print money and thus maintain control of 
Sweden's military. During its first years, the central bank was simply 
called the Bank, because it was in fact for many years the only bank in 
Sweden. 1\:ew, privately owned banks emerged in the mid-nineteenth 
century, for which bank licenses were granted by the Government. As the 
privately owned banks at that time also had the right to issue banknotes, 
and as the central bank competed with those banks in many areas, the 
issuance of bank licenses was made a government, rather than a central 
bank, task. It was, therefore, only natural that banking supervision was 
from its very start a duty to be performed by the Ministry of Finance and 
not the central bank. Later in the nineteenth century, the position of 
Bank Inspector and the Bank Inspection Supervisory Board were estab­
lished. Another such board was established to supervise insurance 
compames. 

In recent years, the question of responsibility for banking supervision 
has been deliberated by government committees in Sweden, as well as in 
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some other Northern European countries using alternative models simi­
lar to Sweden's. 

As a starting point for this discussion, a survey of the current situation 
in some members of the Organization for Economic Cooperation and 
Development is helpful . (Additional information on banking supervisory 
and regulatory practices on the Group of Seven industrial countries can 
be found in Chapter 1 7B . )  Some arguments that have been made in the 
Nordic countries for and against the central bank model are also 
addressed in this chapter. 

Organization of Banking Supervision 

Different countries have chosen different approaches to orgamzmg 
supervision. The main determining factor seems to be the history and 
structure of the particular country's banking system and the prevailing 
view of the central bank's mandate. 

The United States is perhaps the most obvious example. A large num­
ber of laws, for example, the Glass-Steagall Act1 and the laws that pre­
vented interstate banking, led to the development of a complex banking 
structure. This structure is reflected in the supervisory system, where, as 
has been detailed in Chapter 1 2  and Chapter 1 7B of this volume, no less 
than five different authorities, including the Federal Reserve Board, have 
supervisory responsibilities. The United States has thus chosen both the 
central bank and the alternative models. However, the organization of 
supervision in the United States is under more or less constant debate 
and has been criticized for being overly burdensome to the banks, partly 
because of overlapping responsibilities among the supervisory authorities. 
Recently, a proposal was put forward in Congress suggesting that super­
vision be concentrated in fewer authorities while excluding the Federal 
Reserve Board from direct supervisory responsibilities.2 The Federal 
Reserve Board strongly opposed this proposal; most of its arguments for 
central bank involvement are addressed later in this chapter. The main 
argument is that the Federal Reserve Board needs the information and 
experience gained from its supervisory contacts with the banks to per­
form its other duties, such as conducting monetary policy. 

In the United Kingdom, supervision rests with a separate division with­
in the Bank of England. Since London is a central marketplace for banks, 
domestic as well as foreign, the Supervision Division employs a large staff 
and forms an important part of the central bank. In England, also, the 
organization of supervision has been debated, not least in the aftermath 
of the incident involving the Bank of Credit and Commerce International 
(BCCI ) .  An argument put forward against central bank supervision was 
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that unsuccessful supervision might harm the general credibility of the 
central bank and thus impair its ability to perform its other duties, such 
as implementing monetary policy. There was a fear that the handling of 
the BCCI failure partly would be blamed on the Bank of England­
which it was-and that this would have contagious effects on the Bank's 
credibility in performing other central bank activities. The investigation 
following the BCCI collapse did not find that supervision should be 
moved out of the Bank of England; however, the investigation suggested 
a number of measures to strengthen the organization of supervision, 
including through closer cooperation with other domestic and interna­
tional authorities. 3 

In Japan, the main formal supervisory responsibilities lie with the 
Ministry of Finance, which cooperates closely with the Bank of Japan . 
Local authorities are sometimes also involved. 

In Germany, as explained in Chapter 1 8B, the Federal Banking 
Supervisory Office, under the Ministry of Finance, has the primary for­
mal role in supervision. As in Japan, however, constant and close contacts 
are maintained with the central bank. 

In France, supervision is performed by the Banking Commission, a 
separate authority. The board of the Banking Commission is chaired by 
the Bank of France, but it also has board members from the Treasury and 
from other sources, such as court judges and independent experts. 
However, the Banking Commission's authority is closely linked with the 
Bank of France; it uses the central bank staff as a secretariat for its activi­
ties, including the examination of banks. Moreover, the head of the 
Banking Commission has the status of a director of the central bank. The 
structure of banking supervision in France is examined in detail in 
Chapter 1 80.  The organization of this supervision was recently debated 
in connection with the general discussion on the independence of the 
central bank. The prevailing organization was more or less upheld, as it 
was deemed that the existing setup provided a well-functioning balance 
between the Ministry of Finance and the central bank. 

In Italy, the central bank, the Bank of Italy, has the formal supervisory 
power. 

In the Netherlands, the integration of supervision in the central bank 
is complete. The supervisory division within the central bank is one of the 
three main pillars of the bank, and the executive director of the division 
has a seat on the central bank's board.4 

In contrast to the situation in the Netherlands, the Office of the 
Superintendent of Financial Institutions in Canada has, under the aegis of 
the Ministry of Finance,s the formal mandate to perform supervision. 
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However, through the Financial Institutions Supervisory Committee and 
its Senior Advisory Committee, on which the Bank of Canada is repre­
sented, the central bank can influence practical supervision, regulation, 
and other overriding supervisory issues. In Canada, supervision is not 
directly under the central bank for historical reasons; the first supervisory 
authority was established even before there was a central bank. 

In Sweden, Norway, and Denmark, the present situation, in which 
banking supervision is conducted by authorities separate from the central 
banks, has been deemed after public debate not to require any institu­
tional alteration. Although these countries have thus decided to stick to 
their traditional alternative models, a number of measures have been pro­
posed in Norway and Sweden to improve banking supervision. The same 
is true in Denmark, where the banking supervisory authority already 
works closely with the central bank. In Finland, however, a different con­
clusion has been drawn. There, it has been considered necessary to make 
the central bank the banking supervisor, mainly because of the need to 
involve the experts of the central bank more deeply in supervisory issues. 

Although some arguments behind the approaches chosen in the 
Nordic countries will be addressed in detail subsequently, one rather 
unique and useful common aspect deserves immediate attention . The 
amalgamation of bank supervision and the supervision of other financial 
institutions, such as finance companies, insurance companies, and securi­
ties firms and markets,6 has improved supervision-for example, by facil ­
itating the exchange of information among supervisors of different 
market segments. This fusion of powers also facilitates the supervision of 
financial conglomerates. It is difficult to tell whether such amalgamation 
is better suited to the central bank or the alternative approach to super­
vision. Maybe one could say that, at least so far, the activities of insurance 
companies and securities firms have not been found vital for the func­
tioning of the payments system and the monitoring of these institutions 
has therefore not been a priority task for the central banks. However, the 
activities and roles of different categories of financial institutions are 
becoming increasingly blurred, and central banks may well have to take a 
greater interest in the activities of institutions other than banks to achieve 
their overriding aim of securing the stability of the payments system.  

A few conclusions can be drawn from this admittedly unscientific sur­
vey of the organization of supervision in a number of countries. First, dif­
ferent approaches have been chosen following one of the two main 
models-the central bank or the alternative . Second, in all countries 
where the main responsibility for supervision stays outside the central 
banks, there are close exchanges of information and cooperation between 
the two authorities. Third, in those countries whose supervisory struc-
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tures have recently been reorganized, the tendency has been to move 
supervision closer to the central banks. 

Advantages and Disadvantages of the Central Bank Model 

The issue of transferring banking supervision from a separate authori­
ty to the central bank has been discussed in recent years in some 
Northern European countries. In Denmark, Finland, and Norway, bank­
ing supervision had been organized in the same way as in Sweden, that 
is, it had been performed outside the central bank by a separate author­
ity. Mainly as a result of the recent financial crisis, which produced heavy 
bank credit losses in Finland, Norway, and Sweden, the organization and 
performance of banking supervision has been the subject of official 
reports and, later, decisions by governments and parliaments in these 
three countries. In Denmark, the issue has attracted less interest, and no 
institutional amendment has been decided. Banking supervision is still 
performed in that country by an authority separate from the central 
bank-perhaps because the extent of the bank failure in Denmark has 
been less dramatic than in the other Nordic countries. Also, the Danish 
central bank and the supervisory authority seem to cooperate smoothly. 

Some of the main arguments that have been put forward during the 
discussions in Finland, Norway, and Sweden are addressed in turn. 

Arguments for the Central Bank Model 

The main argument in all three countries for making the central bank 
the banking supervisor is obvious. As the central bank is ultimately 
responsible for the payments system and the stability of the financial sys­
tem-and is also the lender of last resort-the central bank should also be 
the banking supervisor. To split resources between two or more entities 
would be ineffective and risk the maintenance of unnecessary bureau­
cracy. If banking supervision were to be administered outside the central 
bank, the central bank would still have to monitor the banks as a conse­
quence of its responsibility for the payments system and the stability of 
the financial system. 

Inasmuch as it lends credits intraday and overnight through its pay­
ments system and as the main creditor to banks, the central bank must 
"know its customers." Most central banks have highly qualified and expe­
rienced staffs to analyze the performance of banks. Their staffs are also 
trained to understand banking risks and the implications of new systems 
and new financial products. 
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As central banks are also the main participants in the domestic money 
and foreign exchange markets, their staffs include experts in the func­
tioning of these markets. It is particularly noteworthy that central banks 
continuously receive confidential information from other participants in 
the markets, who regard the central banks as objective "watchdogs."  

Concentration of  banking supervision in the central bank would thus 
more effectively use the available resources. Concentration would also 
reduce the risk of overlapping supervision by two or more authorities; on 
the other side of the coin, it would reduce the risk of inadequate super­
vision in some areas. If two or more entities were to supervise banks, 
there are obvious risks that some areas would be double-checked while 
others might fall between the competencies of the entities involved. 

Concentration of supervision in the central bank would also represent 
important advantages from the perspective of the banks. Because the cen­
tral bank needs the information anyway, it would minimize the need to 
supply more or less the same information to more than one authority. If 
possible, the authorities should make every effort to reduce the costs of 
those supplying requested information . Studies, including those done in 
the United States, have shown that the actual cost to banks of fulfilling 
their duties in relation to supervision and regulation is significant. 

Among the other arguments for the central bank model put forward in 
the Nordic countries, the importance of the international perspective 
should be emphasized. The markets are growing every day and becom­
ing increasingly global and interlinked. With modern technology, an 
event (or even a nonevent, like a mere rumor) in one marketplace is 
immediately made known around the world and may have dramatic 
repercussions in all financial markets. Banks are expanding by forming 
branches and subsidiaries in other countries. This development represents 
new challenges to all banking supervisors. Banking supervision has to 
become international : it can no longer limit itself to activities within 
national borders. In Europe, this is particularly obvious, as any bank 
within the European Economic Area (which comprises the member states 
of the European Community and the European Free Trade Association) 
with a banking license obtained in any of those countries may, without 
further licensing, conduct banking in any other country, either directly 
from the home country or through branches or subsidiaries in the host 
country? The banking supervisors in the European Economic Area are, 
therefore, making cooperation agreements among themselves in order to 
facilitate the exchange of information and to promote more efficient 
cross-border banking supervision. Interestingly, in many European 
Union countries, the central bank is responsible for important parts of 
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supervision, especially of banks. Similar arrangements in other countries 
would facilitate international cooperation. 

The need for closer international cooperation is an important argu­
ment to concentrate supervision in the central bank. Central banks have 
long been conducting close relationships with other central banks, for 
example, at the Bank for International Settlements. Supervision often 
comprises confidential matters. Because central banks have a tradition of 
trusting each other with such information, it may be deemed appropriate 
to vest banking supervisory authority in them. 

Lastly, the importance for the banking supervisor of having access to 
the macroeconomic analysis resources of the central bank should be 
stressed. The need for such resources may be satisfied through close 
cooperation with the central bank, but the central bank may just as easily 
function as the banking supervisor. 

Arguments Against the Central Bank Model 

After considering the arguments in favor of the central bank as bank­
ing supervisor, what could be argued against it? Why would it be pre­
ferred to have an arrangement whereby a separate supervisory authority 
or a division of the ministry of finance is entrusted with the task of mon­
itoring banks as the main banking supervisor? 

One argument is the difficulty or undesirability of separating banking 
supervision from the supervision of other credit and financial institutions 
and financial markets. As previously noted, these categories may no 
longer be as clearly defined as they used to be. Other institutions are 
entering the traditional banking areas while banks are expanding outside 
their traditional activities. An illustration is useful. Insurance companies 
in competition with banks and mutual funds are constantly developing 
new products to attract investors. Some of these products are very simi­
lar to traditional bank products; for instance, insurance companies are 
expanding their lending activities in many countries and offering long­
term credits to the public . Banks, meanwhile, are responding by creating 
new products to compete with the insurance companies. In Sweden, for 
example, banks are now allowed to sell to the public insurance policies, 
so-called unit-link insurance . Another new feature is that banks may own 
finance companies (and vice versa) and that such groups may in some 
countries be owned, in turn, by holding companies. These financial con­
glomerates may include stockbrokers, finance companies, and mortgage­
lending institutions. 

To the supervisors, these new developments imply the need to adapt 
and to cooperate more closely with one another. It would be desirable for 
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these reasons to concentrate all financial supervision in a single body. One 
alternative would be to make the central bank the sole financial supervi­
sor. In no European country, however, is the central bank the supervisor 
of all financial institutions, including insurance companies. Furthermore, 
it would be outside its usual mandate for a central bank to cover all areas 
and aspects of the financial sector. It could, therefore, be argued that the 
other alternative-establishing a supervisory authority outside the central 
bank that is concerned with all financial institutions-seems more natural. 

Another argument against the central bank model is the risk of conflict 
of interest that such a model may produce within the central bank. 
According to this argument, such conflicts can occur if the central bank 
is entrusted with banking supervision, in addition to its monetary policy 
functions. The main creditor of the banks, which is one of its roles, and 
the main counterpart in money and foreign exchange market transac­
tions, which is another of its roles, should not simultaneously be the 
banking supervisor. In the latter capacity, it will have access to informa­
tion that is unavailable to the other creditors and counterparts of the 
banks. 

This argument seems to have been deemed valid by some central banks 
that simultaneously function as banking supervisors. In the United 
Kingdom, Finland, and Iceland, where the central banks are the banking 
supervisors, this function is not entirely integrated with the other central 
bank functions. It is often administered separately from the other depart­
ments of the central bank, in particular from the monetary and foreign 
exchange department. The governor of the central bank may not ulti­
mately be responsible for banking supervision, as this task is often laid 
upon a department director acting as head of banking supervision. 
However, it is essential for the banking supervisor to have access to 
macroeconomic expertise, and for the monetary and foreign exchange 
department to be informed by the banking supervisor of its findings. It  
has fi.trther been argued that concentration of supervisory powers in the 
central bank may make the central bank too powerful, particularly if it is 
completely independent from government control. This may lead to a sit­
uation in which banks hesitate to oppose a decision by the central bank 
by, for example, bringing the matter to a court of law. 

The banking supervisor is in some countries also responsible for con­
sumer protection issues. The unnaturalness of many central banks' assum­
ing such responsibilities is another argument for making a separate entity 
the banking supervisor. 

Lastly, the "contagion argument" put forward against central bank 
supervision in the United Kingdom should be noted again. If a central 
bank, whose main asset in executing monetary policy is its credibility, fails 



Robert Sparve • 353 

to supervise banks successfully, its credibility and thus its ability to exe­
cute monetary policy may be damaged as well . A central bank's credibil ­
ity when implementing monetary policy may consequently be harmed by 
possible banking supervision failures. 

Conclusion 

The above-mentioned examples of views for and against the central 
bank model demonstrate the variety of arguments that may be made con­
cerning the subject. 

The present institutional arrangements in most countries do not seem 
to be the result of careful considerations based on thorough analysis, but 
rather may be explained by historical traditions. If banking supervision 
works without any major problems, there is no real need to amend the 
competencies of the authorities, regardless of which model was chosen in 
the past. However, if a financial crisis occurs in a country ( as occurred in 
Sweden, Finland, and Norway),  it is only to be expected that existing 
supervisory arrangements, including the institutional organization of 
financial supervision, will be examined and subjected to public debate. 

There is arguably, however, another reason for focusing on existing 
institutional arrangements. Traditionally, banking supervision consisted 
mainly of gathering necessary data from the banks, evaluating them 
against the criteria in laws and regulations, and expressing observations 
and criticisms where banks failed to comply. This description refers to the 
previous situation in Sweden, and, although slightly exaggerated, it may 
be valid as a description of practices in other countries. Banking supervi­
sion was mainly legal work, and most qualified managers were lawyers. 
However, the manner in which banking supervision was administered in 
the past was, as the ensuing bank problems clearly demonstrated, inade­
quate . Today, it is even less adequate. 

The way in which modern legal provisions are formulated supports a 
less rigid role for supervision. Regulations concerning capital adequacy 
and risk-control requirements presuppose new ways of conducting bank­
ing supervision. 

The principal aim of banking supervision is to contribute to the stabil ­
ity of the financial system. I t  i s  important for the banking supervisor to 
identity prevailing risks and take proper remedial action. The banking 
supervisor needs to understand the functioning of the markets, existing 
and future financial products, and current bank practices. Furthermore, 
the supervisor must be well-informed about each institution and under­
stand fully the accounts, so as to be able to make proper analyses. 
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Another new feature in banking supervision in Sweden, which is valid 
also in other countries, is the need to ensure that a bank's management 
is well-informed of existing risks. A bank's information system should 
allow its management to discover continuously-without the assistance 
of the banking supervisor-possible threats to the financial stability of the 
institution . In the past, this has not always been the case; sometimes, the 
management has been surprised to find how vulnerable the bank was to 
certain events. Bank management lacked a proper information system and 
was unable to fully understand and evaluate the situation. However, 
information is not enough. In order to be able to prevent risks and to 
take proper remedial action, management should also have an adequate 
risk-management system, including risk control. 

The foregoing considerations lead to the conclusion that the banking 
supervisory authority, whether within or outside the central bank, should 
be staffed not only by lawyers and chartered accountants but also to an 
increasing degree by qualified, experienced economists and even mathe­
maticians who are experts in financial risks and their management. The 
banking supervisor should emphasize the economic and operational risks 
in the financial system and be less focused on the formal, legal aspects. Of 
course, fi.dfilling legal requirements is not unimportant; however, the 
banking supervisor should rather stress the importance of taking all nec­
essary measures, including formal examinations, to increase the stability 
of the financial system. 

In  supervising banks, the functioning of the markets and of derivatives 
and other financial instruments, as well the macroeconomic prospects, 
should be given priority. Such priorities may, of course, be made within 
any organization of institutional arrangements. However, only the central 
bank, because of its other functions, thoroughly understands the func­
tioning of the markets, the financial instruments, and the macroeconom­
ic prospects-the prerequisites for effective banking supervision. 

The central bank has, moreover, a unique understanding of the devel­
opment of certain financial risks (including interest rate and foreign 
exchange risks) ,  both domestic and foreign. If banking supervision is 
administered by an authority separate from the central bank, a close 
cooperation between the central bank and the supervisory authority will 
be absolutely necessary. 

A closer cooperation between the banking supervisor and the central 
bank is also of vital importance to the central bank. The latter should have 
access to the information and analyses conducted by the banking super­
visor in order to monitor the markets and its debtors. The central bank 
is, after all ,  the authority ultimately responsible for the stability of the 
financial system. 
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The following conclusions can be drawn. First, the choice of banking 
supervisor is not a crucial issue. What is important is that the supervisory 
authority be adequately staffed and have access to the central bank's 
expertise . Second, whatever the present arrangements in a country, there 
is no need to formulate an institutional amendment "just for the sake of 
it:" This change should be desirable for special reasons. Alternatively, 
banking supervision may be amended within the existing framework. 
Finally, if a country needs to build a new supervisory system, use of the 
central bank model is recommended. It is interesting to note that the 
central bank model has been chosen where new central banks are being 
established in the Baltic countries, Russia, and the other countries of the 
former Soviet Union. In most cases, the central bank model makes the 
most effective use of available resources. 



l SD. French Banking Supervision 

JACQUES MILLERET 

In France, the legal framework that deals with banking regulation and 
supervision is Ioi no. 84-46 du 24 janvier 1984 relative a l 'activite et au 
contr61e des etablissements de credit ( the January 24, 1984 Act). 1 This 
Act created regulatory and supervisory authorities comprising represen­
tatives of the Bank of France and the state for the French banking system.  
Loi no. 93.980 du 4 ao(It 1993 relative au  statut de  I a  Banque de  France 
et a l'activite et au contr61e des etablissements de credit ( the August 4, 
1993 Act),2 which ensures the independence of the Bank ofFrance in the 
accomplishment of certain tasks, does not fundamentally change this 
framework. Nevertheless, the August 4, 1 993 Act gave rise to a discus­
sion of the role of the Bank of France . 

Regulatory and Supervisory Authorities 
Instituted by the January 24, 1984 Act 

The January 24, 1 984 Act separated the regulatory and supervision 
functions into four distinct institutions: the National Credit Council, the 
Banking Regulations Committee, the Credit Institutions Committee, 
and the Banking Commission. 3 

Authorities Charged with Formulating and Implementing the Rules 
Applying to Credit Institutions 

National Credit Council 

The National Credit Council has only a consultative role. Under 
Article 24 of the January 24, 1984 Act, the Council was consulted on 

major aspects of monetary and credit policy, but these functions were 
abolished in 1993.4 Currently, it reviews the operating conditions of tl1e 
banking and financial system. 

The National Credit Council has 53 members. The Minister for 
Economic Affairs and Finance and the Governor of the Bank of France 
serve respectively as Chairman and Vice-Chairman. The Council mem­
bers include representatives of the state and members of Parliament, 
along with representatives of sectors of economic activity, trade unions, 
and credit institutions. 
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Banking Regulations Committee 

Activities. The January 24, 1984 Act instituted an authority in charge 
of regulating the whole banking industry. The Banking Regulations 
Committee is responsible for defining the general rules applicable to cred­
it institutions. 5 In  particular, it specifies the conditions for the exercise of 
banking activities (such as minimum capital requirements and rules on the 
establishment of branch networks), the conditions on which the credit 
institutions may take equity participations, the requirements for transac­
tions (such as interest rates on deposits and rules on supplying information 
to borrowers),  the prudential standards ( including solvency and liquidity 
ratios),  the chart of accounts, consolidation rules, and the disclosure of 
accounting documents and information to competent authorities and the 
public.6 Until l 993, the Banking Regulations Committee was also respon­
sible for establishing the instruments and rules of credit policy.7 

Ot:ganization. The Banking Regulations Committee is chaired by the 
Minister for Economic Affairs and Finance, who casts a vote in case of a 
tie.s The Committee comprises the Governor of the Bank of France and 
four members appointed for three-year terms by a decree of the Minister 
for Economic Affairs and Finance: one representative of the credit insti­
tutions, one member from the trade unions representing the staff of the 
credit institutions, and two persons chosen for their competence.9 

The Committee has no staff. The General Secretary is appointed by the 
Governor and the Minister for Economic Affairs and Finance. However, 
the regulations are prepared by the Ministry of the Economy and Finance 
( the Directorate of the Treasury) or by the departments of the Bank of 
France. After adoption by the Committee, the Minister for Economic 
Mfairs and Finance must approve the rules, which are then published in 
the Official Gazette . 1  o 

Credit Institutions Committee 

Activities. The Credit Institutions Committee is responsible for issu­
ing the authorizations that credit institutions need to start business . !  I 

Before granting such authorizations, the Committee shall verify that the 
applicant meets the conditions enumerated in Articles 1 5 , 1 6, and 1 7  of 
the January 24, 1984 Act, including 

• appropriateness of the corporate legal form for the activities of a 
credit institution; 

• compliance with the minimum capital requirement; 
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• the presence of at least two people to determine the effective man­
agement of the business; and 

• the integrity and the experience of its managers. 

These authorization criteria transpose the terms of the EC's First 
Banking Directive of December 1 2, 197712 into French law. The 
Committee must also approve significant alterations to an institution's 
situation, such as changes in controlling interest or the exceeding of 
important thresholds by certain shareholders. 

Credit institutions. Credit institutions shall be authorized by the 
Credit Institutions Committee as banks, mutual or cooperative banks, 
savings institutions, municipal credit banks, financial companies, or spe­
cialized financial institutions. l 3  These categories of credit institutions vary 
enormously in size . The two main categories are the banks and the mu­
tual and cooperative banks. 

Banks are authorized to perform all types of banking operations . l 4  The 
January 24, 1984 Act gives a very broad definition of such operations, 
including receiving funds from the public, providing credit services, and 
managing means of payment and making them available to customers . I S  

The mutual or  cooperative banks are also entitled to perform all types 
of banking transactions . l 6  They differ from banks by reason of the coop­
erative nature of their bylaws and their federal structure. They are all affil­
iated with central organizations that represent their members to the 
supervisory authorities. Each central organization is responsible for 
ensuring cohesion within its network and the smooth operation of its 
members, and it takes all necessary measures in that respect, in particular 
to safeguard the liquidity and solvency of individual institutions and the 
network as a whole. The position of the mutual or cooperative banks 
within the French banking system is of great importance, as they grant 
about 27 percent of all loans. 

The remaining categories of credit institutions are specialized. The 
main remaining category is that of financial companies. These companies 
are not authorized to receive funds or deposits from the public for peri­
ods of less than two years; they provide specific services, such as consumer 
and sales credit, real estate credit, leasing, factoring, and guarantees. 

On December 3 1 ,  1 992, there were 1 ,736 credit institutions and 4 1 9  
banks i n  France. This number i s  higher i n  France than i n  other developed 
countries because of the broad definition of banking operations given by 
the January 24, 1 984 Act. J 7  

Or.ganization. The Credit Institutions Committee comprises the 
Governor of the Bank of France as Chairman (able to cast a vote in case 
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of a tie), the Director of the Treasury, and four members appointed by a 
decree of the Minister for Economic Affairs and Finance (one represen­
tative of the credit institutions, one member from the trade unions rep­
resenting the staff of the credit institutions, and two persons chosen for 
their competence ) . 18 

The Credit Institutions Committee has no staff. Its secretariat is pro­
vided by the Credit Institutions Department of the Bank of France and 
administered by a general secretary appointed by the Minister for 
Economic Affairs and Finance and the Governor. This task has been 
entrusted to the General Secretary of the Banking Regulations 
Committee.  

The Director of the Treasury may request postponement of any deci­
sion of the Committee; the Governor shall in due course then arrange for 
further discussion of the matter. 19 

Government relations. The collegial structure of the Banking 
Regulations Committee and the Credit Institutions Committee makes it 
possible to involve not only the central bank but also the Ministry of the 
Economy and Finance, representatives of professional bodies, and outside 
experts in the regulatory decisions affecting the banking system.  The 
Bank of France, in providing administrative staff and members for these 
bodies and in preparing the decisions that they take, plays an important 
role in regulating banking. However, the role of the Ministry of the 
Economy and Finance is also essential. Close collaboration between the 
Bank of France and the Ministry of the Economy and Finance is neces­
sary for these committees to work smoothly. 

Under French law, the two committees have no legal personality; they 
are administrative authorities. The rules of the Banking Regulations 
Committee and the decisions of the Credit Institutions Committee may 
be appealed to the administrative courts.20 In these situations, the liabil­
ity of the state can be engaged. 

Supervisory Authority for Banking Activity: The Banking 
Commission 

Organization 

The Banking Commission includes the Governor of the Bank of France 
as Chairman, the Director of the Treasury, and four members appointed 
by a decree of the Minister for Economic Affairs and Finance for a period 
of six years. These four comprise a member of the Conseil d'Etat and a 
judge from the Cour de Cassation (the highest administrative and civil 
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jurisdictions, respectively, in France),  and two members chosen for their 
competence in banking and financial matters.2 I  In case of a tie, the 
Chairman casts the deciding vote .22 

Like the Banking Regulations Committee and the Credit Institutions 
Committee, the Banking Commission has no legal personality. It is an 
administrative authority. However, when imposing a disciplinary sanc­
tion, the Banking Commission acts as an administrative jurisdiction. It 
has no staff. Under the January 24, 1984 Act, the Bank of France was 
entrusted by the Banking Commission with using its own central bank­
ing staff to organize data analysis and carry out inspection visits.23 
However, some changes occurred in 1993 with the modification of the 
statutes of the Bank of France.24 

Activities 

The Banking Commission is responsible for ensuring credit institu­
tions' compliance with the legal and regulatory provisions applying to 
them, and for taking disciplinary action.2s It also examines the way in 
which the credit institutions operate and monitors the soundness of their 
financial situation, ensuring that the rules of sound banking practice are 
observed. 26 

Supervision of credit institutions. The Banking Commission uses the 
following three supervisory procedures to ascertain credit institutions' 
compliance with the laws and regulations applying to them and to mon­
itor their activities: 

• examination of institutions' financial accounting and statutory 
statements; 

• inspection visits to the institutions; and 

• data analysis.27 

The Banking Commission draws up a list of the documents and data to 
be submitted to it and determines their form and the filing dates.28 It may 
also ask the credit institution to provide additional information, and it 
may ask to be sent the auditor's reports and, in general, all accounting 
documents.29 Also, at the instigation of the Banking Regulations Com­
mittee, the Commission may be required to lay down procedures for the 
application of certain regulations. For this reason, the Banking 
Commission issues several instructions and circulars every year. 

The Banking Commission oversees the application of regulatory provi­
sions by credit institutions. It verifies that each institution observes the 
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prudential standards set by the Banking Regulations Committee, which 
can be explained as follows: 

• The solvency ratio defines the relationship between own funds and 
assets, together with off-balance-sheet items, weighted by the cred­
it risk that they entail. This ratio is a transposition of the European 
solvency ratio instituted by the Council directive of December 1 8, 
1989.30 

• Risk distribution rules, which occupy a prominent position in the 
regulatory system, require credit institutions to limit their exposure 
to a single beneficiary to 40 percent of their own funds . Moreover, 
the sum of exposure to beneficiaries having received loans exceeding 
1 5  percent of own funds must not exceed eight times the own funds. 
A Council Directive on Large Exposures31 will further tighten this 
regulation . In any case, the aim of diversif)ring risks is an essential 
prudential precaution. Experience shows that all of the difficulties 
encountered by credit institutions in recent years have involved an 
excessive concentration of risks. 

• Regulations on exchange rate positions limit these posltlons to a 
portion of the credit institution's own funds; credit institutions must 
comply with a maximum ratio of 1 5  percent between their long- or 
short-term position in each foreign currency and their own funds. In 
addition, their aggregate short-term positions in all currencies must 
not exceed 40 perc�nt of own fi.mds. 

• Liquidity ratios require credit institutions to measure their short­
term maturity mismatch risks. They must show a liquidity ratio of at 
least 100 percent, the components of which are determined on the 
basis of the estimated degree of liquidity or payability of assets and 
liabilities. 

• Own funds and long-term resources ratios require credit institutions 
to fund a minimum of 60 percent of their fixed or long-term assets, 
or those with a residual duration of more than five years, out of own 
funds or resources due in more than five years. 

The Banking Commission is mandated to make inspection visits not 
only to supervise the credit institutions' compliance with professional 
regulations but also to scrutinize their operations, monitor their financial 
standing, and assess their respect for sound banking practice. For these 
checks, supervisory data analysis may be insufficient. An inspection visit 
to a credit institution covers a wider range and is comparable to an exter­
nal audit that particularly emphasizes the prudential requirements, the 
quality of the risks, and the profitability of the institution. 
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Furthermore, compliance with prudential standards alone is not suffi­
cient to protect institutions against all types of difficulty. Consequently, 
the supervisory authorities are increasingly emphasizing the need for 
institutions to develop effective internal control procedures. 

In recent years, the banking industry has been reminded of this obli­
gation in a number of regulatory texts concerning financial futures, for­
eign exchange operations, interbank market operations, and capital 
market operations giving rise to interest rate risk. Credit institutions are 
required to have in place a system of internal controls comprising a set of 
procedures designed to guarantee the quality of the information provided 
to shareholder bodies and external supervisors, as well as an internal con­
trol department responsible for verifying the effectiveness and coherence 
of these internal control systems. 

One of the roles of the Banking Commission, on the occasion of the 
inspection visits, is to verify that these procedures are indeed appropriate 
to the needs of the institution. The Banking Commission also assesses the 
degree of independence of the internal control department from the 
departments and persons being controlled, its competence, and the qual ­
ity of its results. 

A credit institution is normally subject to inspection every four or five 
years. Inspections are more frequent, however, when the institution 
encounters endemic financial difficulties or does not observe prudential 
rules. In addition to the usual verifications, the Banking Commission has 
developed "thematic" inquiries to analyze specific operations or exposure 
to certain types of risks. For instance, examination of property risks and 
measures to fight money laundering have been issues for inquiries. 

Inspection visits may be extended to cover a credit institution's sub­
sidiaries, the legal entities controlling it directly or indirectly, and their 
subsidiaries. Since January 1 993, in application of the Second Banking 
Directive,32 inspection visits can also be extended to include the branch­
es or subsidiaries that credit institutions incorporated under French law 
have set up in other member states of the European Union. 

Treatment of individual difficulties. When needed, the Banking 
Commission can take preventive measures. When a credit institution is in 
breach of the rules of sound banking practice, the Banking Commission 
may issue a warning.33 It may also issue an injunction calling upon a 
credit institution to take all necessary measures to restore or strengthen 
its financial equilibrium or rectify its management methods within a stip­
ulated period.34 

If a credit institution has contravened a law or regulation relating to its 
business, or if it has not complied with an injunction or ignored a warn-



Jacques Milleret • 363 

ing, the Banking Commission may impose one of the following disci­

plinary sanctions: caution, reprimand, prohibition on the execution of 
certain operations, temporary suspension of the persons responsible for 
the effective management of the institution, compulsory suspension of 
those same persons, or withdrawal of the institution's authorization.35 
Furthermore, the Banking Commission is empowered to impose a fine 
not exceeding the minimum capital requirement and to appoint a provi­
sional administrator. 36 

When imposing a disciplinary sanction, the Banking Commission acts 
as an administrative court;37 such decisions can be appealed only to the 
Conseil d'Etat. In 1992 , the Banking Commission issued 30 injunctions 
and I 0 disciplinary procedures while imposing 3 withdrawals of 
authorizations. 

A special mention should be made of Article 52 of the January 24, 
1984 Act, which refers to a situation in which a credit institution is in 
danger of insolvency. In this case, the Governor of the Bank of France is 
enabled to call upon the shareholders to provide the institution with the 
support that it needs.38 The Governor may also organize an industry­
wide contribution on the part of all credit institutions to safeguard the 
interests of depositors and third parties, ensure the smooth functioning 
of the banking system, and preserve the reputation of the financial cen­
ter. 39 This power is given to the Governor and not to the Banking 
Commission. The implementation of this procedure is justified only in 
exceptional situations, when the difficulties experienced by a credit insti­
tution entail a systemic risk. This procedure is not aimed at taking the 
place of the deposit insurance system, which is organized by the banking 
industry in France . 

Exercise of other legal powers. The Banking Commission has three other 
tasks. First, it is responsible for enforcing compliance with the industry's 
rules of good conduct. Second, under the January 24, 1984 Act, the 
Commission has one month in which to contest proposed appointments 
by credit institutions of statutory auditors. Finally, several legislative and 
regulatory texts have been adopted recently to combat the laundering of 
money derived mainly from the drug trade. These regulations call on 
credit institutions to be vigilant at all times and require them to establish 
adequate internal structures and procedures to ensure compliance. They 
are notably required to adopt written internal rules, to be available for 
communication with the competent supervisory authority ( the Banking 
Commission) at the latter's request, and to have a surveillance system 
capable of verifYing compliance with internal procedures. 
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Independence Granted to the Bank of France 
by the August 4, 1993 Act 

Reform of the Statutes of the Bank of France 

The August 4, 1 993 Act changed the statutes of the Bank of France in 
accordance with the provisions of the Maastricht Treaty.40 The Act states 
that the Bank of France formulates and implements monetary policy with 
the aim of ensuring price stability.41 It carries out these duties within the 
framework of the Government's overall economic policy, neither seeking 
nor accepting instructions from the Government or any other person in 
the performance of its duties.42 This provision has been taken directly 
from Article 1 07 of the Treaty Establishing the European Community, as 
amended by the Maastricht Treaty.43 Monetary policy is, however, the 
sole activity in which the Bank of France is wholly independent of the 
Government. 

Within the Bank of France, there are now two governing bodies. 
Monetary policy is entrusted to an independent body, the Monetary 
Policy Counci1,44 while all the other activities of the Bank of France are 
administered by a second body, the General CounciJ.45 A censor, appoint­
ed by the Minister for Economic Affairs and Finance, may oppose any 
decision taken by the General CounciJ.46 

Changes in the Bank of France's Relations Created by the 
January 24, 1 984 Act 

Although the August 4, 1 993 Act was not meant to call into question 
the checks and balances resulting from the January 24, 1 984 Act, grant­
ing autonomy to the Bank of France required changes in its relations with 
the regulatory and supervisory authorities created by the latter Act. The 
adjustments mainly concerned its relations with the Banking Regulations 
Committee and the Banking Commission.47 

Banking Regulations Committee 

The amendments to the provisions of the January 24, 1 984 Act con­
cerning the Banking Regulations Committee affect both its area of  com­
petence and its procedures. 

The Banking Regulations Committee, which had previously been 
responsible for drawing up regulations concerning the instruments and 
rules of credit policy,48 no longer does so, as no easy distinction can be 
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made between monetary policy, which is the preserve of the Bank of 
France, and credit policy. 

Two aspects of the Banking Regulations Committee's procedures were 
modified. First, the position of Vice-Chairman of the Committee, which 
was filled by the Governor of the Bank of France under the terms of the 
January 24, 1 984 Act,49 was eliminated.50 Consequently, the Governor 
of the Bank ofFrance may no longer chair the Committee if the Minister 
of Economic Mfairs and Finance is unable to attend. The Governor is still 
a member of the Committee. 5 1  Second, the Act states that the Minister 
for Economic Mfairs and Finance, acting as Chairman of the Banking 
Regulations Committee, determines the terms and conditions for imple­
menting the regulations that it issues. 52 Previously, the January 24, 1984 
Act stated merely that the Bank of France and the Credit Institutions 
Committee were responsible, each in its own area of competence, for 
implementing the regulations issued by the Banking Regulations 
Committee.53 Although this provision was not included in the new Act, 
it is probable that the authorities responsible for implementing the regu­
lations issued by the Banking Regulations Committee will retain implicit 
powers to interpret them. 

Banking Commission 

The composition and the tasks of the Banking Commission are 
unchanged. 

The August 4, 1993 Act recognizes the existence of the General 
Secretariat of the Banking Commission. 54 The General Secretariat was not 
mentioned in the January 24, 1984 Act, Article 39 of which stated that 
the Bank of France was responsible for arranging for its staff to carry out 
supervisory data analyses and inspection visits. The General Secretariat was 
formerly a department of the Bank of France; now, the General Secretariat 
of the Banking Commission-not the Bank of France-is responsible for 
carrying out supervisory data analyses and inspection visits. 55 The Bank of 
France is required merely to provide staff and resources, in accordance 
with terms and conditions to be specified in a formal agreement, to the 
General Secretariat, which may also call on outside persons.56 

Nothing is said in the August 4, 1 993 Act concerning the appointment 
of the General Secretary of the Banking Commission. A June 28, 1996 
decree specifies that the General Secretary is to be appointed by the 
Minister of Finance at the proposal of the Governor. At the time of the 
publication of the decree, the Minister of Economic Mfairs and Finance 
announced that the staff of the General Secretariat will be remunerated 
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by the state. The Bank of France, which is required by law to provide the 
General Secretariat with staff, will receive a remuneration for this service. 

Conclusion 

The Bank of France plays an essential role in banking regulation and 
supervision, although these functions are fulfilled by authorities that are 
distinct from the Bank of France. This role was not really changed by the 
August 4, 1993 Act. The balance between the Ministry for Economic 
Affairs and Finance and the Bank of France must be appropriate when the 
Bank of France becomes part of the European System of Central Banks 
under the terms of the Maastricht Treaty. 



COMMENT 

WILLIAM E. ALEXANDER 

Banking Supervision Authority 

When considering the question of who should be the banking super­
visors, the first matter to be addressed is to ensure that all sides of the 
debate are equitably represented. In the majority of countries, the central 
bank is the banking supervisor ( the "central bank model," as discussed in 
Chapter l 8C), although the "alternative model" is the modus operandi 
in Germany and Sweden .  In France, also, recent actions have tended to 
emphasize the alternative model, that is, separation-in theory, if not in 
practice-between the central bank, with independent powers to conduct 
monetary policy, and the banking supervisor. Canada also employs the 
alternative model .  

Table l summarizes the supervisory arrangements in IMF member 
countries .  In this table, countries following the alternative model are dis­
aggregated into countries supervised by finance ministries and those hav­
ing other arrangements. Notwithstanding the heavy representation of the 
alternative model in the discussion in Chapters l 8A-D, a survey of mem­
bers of the Organization for Economic Corporation and Development is 
consistent with the results for all IMF members in Table l confirming the 
preponderance of central bank supervisors. An important geographical 
factor that should be noted, however, is that the choice between central 
bank and alternative models is split evenly within the Western 
Hemisphere. 

Second, although the observers in Chapters l 8A-D largely focus on 
the central bank and alternative models, at least two other models may 
have some conceptual and empirical relevance. Both derive from the 
question, Is supervision necessary, and, if it is deemed to be so, must it  
be performed by the public sector? 

In focusing on the two main alternatives, one may be inclined to 
assume that the answer to the first question posed should be in the affir­
mative . However, it is worth considering the second question-whether 
at least some of the inspection and supervisory functions could in princi­
ple be performed by the independent auditors of banks, assuming that 
they could be required to report their findings and concerns to the super­
visory authority. Arguably, the public accounting firms that are appointed 
as shareholders' auditors are likely to have specialized expertise in assess­
ing the suitability of internal systems for managing and controlling risk-
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a task that has been identified as essential for supervisors to master. The 

availability of private sector expertise provides a possible supervisory 
alternative to the central bank (which itself may be unique among gov­
ernment agencies in possessing a level of expertise in this area).  While 
there is an issue of whether a public auditor has sufficient independence 

from its client to perform this function effectively, the option seems wor­
thy of consideration. 

Table l. Supervisory Arrangements in IMF Member Countries! 

Region 

Atiica 

Asia 

Europe I 

Former Soviet 
Union 

Middle East 

Western 
Hemisphere 

All members 

Number of 
Countries in 

Region 

42 

30 

29 

1 5  

1 7  

34 

1 67 

Central Bank 
Supervision 

4 1  

25  

2 1  

1 5  

16  

17  

1 35 

Ministry of 
Finance 

Supervision 

0 

3 

0 

0 

3 

7 

Other 

1 

2 

7 

0 

14  

25  

1 Jose Tuya & Lorena Zamalloa, Iss11es o n  Placing St�pervisiml i n  the Cmtral Rat�k (April 
1 994 ) ( unpublished paper, International Monetary Fund ) .  

The second part of the question raises the issue of whether public 
supervision is necessary at all . In theory, given adequate competition and 
financial transparency, suitable public disclosure, limited deposit insur­
ance, and the clear unwillingness of the public sector to underwrite pri­
vate sector risk, it may be argued that the market would be 
self-disciplining, and public supervision unnecessary. Some of these con­
ditions are stringent, however, and in practice may be difficult to meet. 
l'-:evertheless, such thinking seems to underpin the new, more minimalist 
approach to supervision that is being considered in some countries, and 
it is worth considering whether this approach could be applied more 
widely. 

Finally, it is noteworthy that the Monetary and Exchange Mfairs 
Department of the IMF often recommends in its technical assistance that 
the supervisory function reside in the central bank. The three principal 
reasons for this recommendation are addressed in turn. 
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Recommendations in the Context of Overall 
Financial Sector Reform 

First, in examining the experience in implementing financial sector 
reform in member countries, observers have noted that these reforms 
often fail because of inadequacies in the framework of financial supervi­
sion. Too often, these inadequacies become apparent only after the pro­
cess of liberalization has begun. Typically, financial sector liberalization 
will involve the freeing of interest rates, the phasing out of various forms 
of directed lending or credit controls, and the intensification of compet­
itive pressures (sometimes through the opening up of the domestic finan­
cial sector to foreign competition) .  In a situation in which banks and 
other financial institutions have to learn to function in the new environ­
ment-to evaluate and manage new risks, including credit and market 
risks-there is great potential for financial disaster and, therefore, a need 
for a strong and adaptable supervisory framework. Sometimes, too, the 
financial sector reform will start from a situation of financial distress, with 
weak or insolvent institutions that must be strengthened as part of the 
reform, and with public ownership of the banking system. In all these 
cases, the best results have generally been obtained when a strengthening 
of the supervisory framework-including establishing a degree of inde­
pendence for the supervisor-is part of the overall reform. In practice, 
this usually means placing supervision within the central bank. 

This experience is not restricted to developing country members of the 
IMF. When financial sectors are liberalized in the industrial countries, as 
occurred through the latter half of the 1980s, the result typically has been 
the (at least temporary) breakdown of the predictive power of monetary 
aggregates, rapid credit growth, and cycles of boom and bust in key asset 
prices, in addition to the weakening of the balance sheets of some finan­
cial institutions. The potential usefulness to the monetary authorities of 
access to bank-by-bank supervisory information for interpreting eco­
nomic and financial developments during such periods thus makes a case 
for unifYing banking supervision and monetary policy within the central 
bank. 

Recent Focus on Countries of the Former Soviet Union 

A second argument for placing banking supervisory powers within the 
central bank comes from the Baltic countries, Russia, and the other coun­
tries of the former Soviet Union, where there is an overwhelming need 
to develop expertise on a wide range of fronts simultaneously. The luxury 
of the possible duplication of resources, which might occur if central 
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banking and banking supervision were separated, is not available. In addi­
tion, the development of basic financial sector infrastructure, much of 
which is related to the supervisory function, is of paramount importance. 
Most notable in this respect is the need to create a viable payments sys­
tem, which should be the responsibility of the central bank. 

Supervision as an Important Dimension of Monetary Policy 

Finally, a compelling argument has been made that the important 
macroeconomic dimension of supervision, which is associated with the 
need to contain systemic risk, is changing the techniques of supervision 
and shifting the skill mix away from a reliance primarily on legal and 
accounting knowledge to an emphasis on economics and mathematical 
expertise . The logical complement to this argument is the growing recog­
nition that the effectiveness of monetary policy depends importantly on 
the health and competitiveness of its channel of transmission, the bank­
ing system. Indeed, monetary theory assumes the existence of such a con­
dition and completely abstracts from the institutional environment in 
order to focus on macroeconomic variables, such as monetary aggregates, 
the level of interest rates, and the rate of price inflation. 

But what happens when the banking system is fragile or even impaired? 
The experience of the past few years in many industrial countries strongly 
suggests that the implementation of monetary policy becomes highly 
problematic. At times, monetary policy is looser or tighter than antici­
pated, leading either to a rationing of credit resources for borrowers who 
rely heavily on the banking system (a "credit crunch"),  a widening of 
intermediation spreads, or a reduced sensitivity of bank lending or 
deposit interest rates to attempts by the central bank to vary the central 
market rate of interest. In these circumstances, access to the expertise and 
knowledge of the supervisor becomes critical . This experience argues 
strongly for assigning banking supervisory responsibility to the central 
bank. 



Chapter 

19 BCCI: The Lessons for Banking 
Supervision 

THOMAS C. BAXTER, JR.l AND JET JOSEPH DE SARAM 

Introduction 

In July 1 99 1 ,  a consortium of central banks, including the Federal 
Reserve, the Bank of England, and the Luxembourg Monetary Institute, 
coordinated the closing of a multinational bank known as the Bank of 
Credit and Commerce International (BCCI ) .  The discovery of a massive 
and widespread fraud, perpetrated over several years, precipitated BCCI's 
closure. At the time of its closure, BCCI had become a truly global bank. 
The fact of its closure and the reasons for it provide a particularly graphic 
illustration of the special difficulties inherent in supervising complex 
multinational banks. 

This chapter contains some views on the lessons that banking supervi­
sors can learn from BCCI.  It raises the following five questions that may 
be asked in the aftermath of BCCI:  What happened? How did it happen? 
Why is what happened important to banking supervisors? What is being 
done to prevent a recurrence? What lessons can be learned from the fail­
ure of BCCI? Each section addresses one of these questions and provides 
answers that highlight some of the most important lessons. 

What Happened? 

In July 1 99 1 ,  when the public first learned of what would come to be 
known as the BCCI scandal, there was no benchmark for comparison. 
Although other multinational banks, such as Banco Ambrosiano, had 
failed, none had the complexity or geographic diversity of BCCP 
Furthermore, none had assumed the identity of a bank for the so-called 
developing world, as BCCI had. BCCI is the largest banking fraud in his­
tory, but to call it thus in view of these special characteristics almost min­
imizes its significance. 

When BCCI closed, it boasted $23 billion in assets worldwide . It had 
a known presence of 380 offices in 72 countries, and a covert presence in 
others. Through a complex web of subsidiaries, affiliates, branches, and 
other entities, some secretly owned through nominees who acquired and 
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retained control for it, BCCI operated in these varied jurisdictions, 
including the United States. 

Despite its complexity and geographic diversity, the consortium of cen­
tral banks closed BCCI swiftly and surely, with no systemic effect on the 
financial system or the operation of the payments system.  In large part, 
this achievement ( there is some irony in claiming this as an achievement) 
is attributable to the careful coordination among the central banks of sev­
eral nations. 

Financial Costs 

The losses stemming from BCCI's closure were enormous. At first 
estimated to range anywhere from $4 billion to $ 1 8  billion, the losses are 
known to be approximately $ 1 0  billion . Nationals from the so-called 
developing nations, who were attracted to BCCI for reasons to be 
explained later, bore the brunt of those losses. Many developing nations 
had placed large deposits of national reserves with BCCI, as had some 
prominent international organizations. Therefore, a particularly sad fact 
of BCCI's failure is that the bulk of its losses have been inflicted on pop­
ulations and nations who were poorly situated to sustain them. 

Human Costs 

The existence of this human component means that the cost of BCCI 
cannot be measured only in money. Many individual victims of the bank's 
wrongdoing lost lifetime savings that they had entrusted to what they 
perceived as "their" bank. Among the hardest hit were members of cer­
tain immigrant communities, most visibly in the United Kingdom, on 
whom the bank's failure had a disproportionate impact. The people of 
these communities had been drawn to BCCI in the belief that the bank 
would be responsive to their special needs and situations. 

When BCCI opened in 1972 , it was staffed largely by South Asians 
who understood the religious traditions, culture, and customs of that 
region. For this reason, the large South Asian immigrant communities­
in the United Kingdom, for example-found in BCCI a bank that liter­
ally spoke their language. Similarly, devout Muslims in several nations 
entrusted their wealth to BCCI because it promised to invest it in con­
formity with Islamic principles, which, among other things, forbid the 
charging of interest on loans and require that any return on funds 
employed by the lender be earned as profit derived from a commercial 
risk taken by the lender. To these people, the closure of BCCI repre­
sented not only a catastrophic financial loss but also almost certainly a 
sense of betrayal . 
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The impact on individuals was exacerbated in several countries where 
there is no system of deposit insurance or where the coverage provided is 
paltry. Depositors in these locations, in many cases, lost their personal 
savings. Small businesses that served these communities also suffered, 
some to the point of bankruptcy. 

This chapter will later revisit the human aspect of BCCI's failure when 
it describes the ongoing effort to compensate BCCI's victims. 

Other Nonfinancial Costs 

Although the financial and human costs of BCCI's failure are stagger­
ing, there is more. The revelation of widespread corruption has led to a 
regrettable Joss of faith in government and government organizations. 

Corruption was an integral part of BCCI's criminal enterprise world­
wide. In several countries, officials of governmental bodies, central 
bankers even, "buttered their bread" with BCCI offerings. They accepted 
bribes in return for various forms of official largesse, including privileged 
treatment, special dispositions, changes in legislation, and the placement 
of large deposits of national reserves with BCCI. Corruption was key to 
BCCI 's rapid growth, and, in it, BCCI found a willing and able ally. �ot 
surprisingly, public confidence in government has eroded in the wash of 
perceived corruption. 

Because BCCI was seen as the bank for the so-called developing coun­
tries, some have claim regrettably that BCCI was wrongly closed by 
developed countries because BCCI had grown too big, too fast. 

How Did It Happen? 

All of this leads to the next question, How did it happen?  There is no 
single method by which BCCI was able to accomplish its global scheme. 
Rather, several factors worked in synergistic tandem. These factors can be 
organized into the following six categories : ( i )  fractured supervision; ( ii )  
irrational corporate organization; ( iii ) corporate culture; ( iv)  authority; 
(v)  representation; and ( vi )  technology. 

Fractured Supervision 

The globalization of modern banking raises special concerns about 
which supervisory authority has control over a banking institution's inter­
national activities. Proper allocation of supervisory responsibility among 
the various national authorities is vital . Basic to this is the principle of 
consolidated supervision-that a single supervisory authority should 
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preside over the operations of a single financial organization, top to bot­
tom, wherever those operations are conducted. 3 

Consolidated supervision provides a window on the overall condition 
of a financial organization, even one operating in multiple jurisdictions 
with differing laws and regulations. It also provides a method of deter­
mining the extent and lawfulness of an organization's worldwide 
operations. 

The supervision of BCCI was fractured: no one country had a clear pic­
ture of BCCI's worldwide activities on a consolidated basis. This was no 
accident. To achieve this result, BCCI's organizers and operators careful­
ly designed BCCI's structure to evade consolidated supervision, resorted 
to a covert presence in several juridictions, exploited the existence of 
secrecy laws, and manipulated the bank's audit process. 

Structure of BCCI 

BCCI's organizational structure was key to its avoiding consolidated 
supervision by any home country. The apex of the BCCI organization 
was the parent holding company, BCCI Holdings (Luxembourg) S.A., 
which was chartered and headquartered in Luxembourg. Below were two 
principal banking subsidiaries: BCCI S.A. and BCCI (Overseas) Limited. 
These were chartered in Luxembourg and the Cayman Islands, respec­
tively. 

Under Luxembourg law, the holding company was not subject to 
supervision. The Luxembourg bank (BCCI S.A.), which was subject to 
some supervision in its home country by the Luxembourg authorities, 
nonetheless conducted its principal operations in the United Kingdom. 
BCCI 's other bank subsidiary (BCCI (Overseas) Limited) had its base in 
the Cayman Islands, where supervision was neither rigorous nor very 
effective. As a result of this structure, BCCI escaped effective consoli­
dated supervision. 

In sum, out of the 72 countries in which BCCI maintained offices and 
did business, no single supervisory authority had an unobstructed view of 
BCCI's entire landscape. Furthermore, because BCCI's operations 
spanned multiple jurisdictions, the supervisors in each assumed that the 
other would deal with BCCI 's problems. In actuality, no one did. 

In time, when BCCI's problems were too widespread to ignore, a 
group of countries with major BCCI operations agreed to meet periodi­
cally as a "college of supervisors" to monitor the affairs of the bank. Even 
under this arrangement, however, no single supervisor had overall respon­
sibility for the organization's combined operations. Additionally, the 
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group's mandate did not allow it to provide the type of supervision need­
ed by BCCI, and what supervision was provided was too little, too late. 

Covert Presence 

BCCI had another means for evading supervtston : the operation of 
secret subsidiaries through nominees. BCCI used this technique in coun­
tries where supervision and regulation were more rigorous or where, for 
whatever reason, BCCI's presence was unwelcome. For example, in the 
United States, BCCI deliberately concealed its ownership and control of 
several financial institutions, including the First American group of banks. 
Because banking supervisory authorities in the United States were 
unaware of BCCI's ownership of these institutions, BCCI was able to 
evade their attention . Even if BCCI had a single supervisor-which it did 
not-the U.S .  authorities would not have expected that supervisor to be 
interested in the operations of these banks because the U.S. authorities 
did not know that they were a part of the BCCI organization. This 
demonstrates an important concept for bank supervision, that nominee 
ownership defeats consolidated supervision. Furthermore, certain corpo­
rate structures tl1at facilitate nominee ownership, such as bearer share 
companies, similarly frustrate consolidated supervision. 

Secrecy LaJVs 

Adequate consolidated super\'lston of a multinational bank such as 
BCCI requires a significant amount of cross-border information sharing 
among supervisors. Bank secrecy laws, however, substantially impede the 
dissemination of information. For example, they make it difficult for a 
home supervisor to secure from jurisdictions where subsidiaries operate 
the information needed to understand the condition of the consolidated 
entity. Furthermore, secrecy laws make the detection of fraudulent activ­
ity more difficult and impede its investigation and foreclose the timely 
initiation of enforcement proceedings or criminal prosecutions. 

BCCI skillfully exploited the existence of secrecy laws in certain juris­
dictions to conceal the criminal activities of parts of its organization from 
the authorities who were supervising them . 

Auditing of BCCI's Global Operations 

For most of its life, BCCI divided auditing responsibility for its global 
operations between two firms of auditors. One firm had responsibility for 
the Cayman bank; the other had responsibility for the Luxembourg bank. 
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Because no auditor monitored all of BCCI's global operations, BCCI was 
able to conceal its true condition. 

BCCI derived an added benefit from having separate auditors for the 
two main divisions of its operations. Year-end audits were conducted at 
different times in the different locations, enabling BCCI to deceive each 
set of auditors. BCCI did this by booking loans in location X while loca­
tion Y was being audited and using the proceeds of those loans to cover 
losses in Y. Later, when location X was being audited by another set of 
auditors and the loans scrutinized, the loans would be discharged or ser­
viced with the proceeds of new loans in location Y. Because different 
auditors looked at different locations, this simple deception could be 
used-and was-to great effect. The manipulation of auditors enabled 
BCCI to escape adequate supervision of its operations. 

Use of External Auditors 

In some nations, supervisors rely on the reports of external auditing 
firms rather than on their own staffs of bank examiners. This practice 
exacerbated the effects of BCCI's fractured supervision. The use of exter­
nal auditors makes it less likely that fraud detected in a financial institu­
tion will be reported to authorities. An external auditor is paid for its 
services by the management of the institution that is being audited. In  
such an  arrangement, there exists an inherent conflict. If wrongdoing i s  
reported and, as a result, management i s  replaced, the new management 
may prefer a new audit firm. Consequently, whistle -blowing by an audi­
tor might well lead to loss of business for the audit firm. Furthermore, 
auditors are not accountable to anyone but the management of the orga­
nization that they are auditing. Auditors thus have no incentive to look 
more closely at the books than is necessary to file a favorable, or at least 
neutral, report. A "qualified" report might well result in the loss of mil­
lions of dollars in business for the organization. 

Corporate Organization 

BCCI's corporate organizational structure was tailor-made for its ille­
gal activities. This organizational structure appears rational only if one 
assumes that the organization has an unlawful objective. 

For example, in the Cayman Islands, BCCI had set up a structure at 
the local level that mirrored its global structure (see above ) .  Why, in an 
area as small as the Cayman Islands, would BCCI require two banks? It  
was not as  if a large number of island depositors were clamoring for 
BCCI's banking services; rather, it was booking loans on the books of 
BCCI, subject to the scrutiny of one set of auditors, and paying down 
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those loans with the proceeds of others on the books of BCCI 
( Overseas), subject to the scrutiny of another set of auditors. 

In Luxembourg, too, BCCI's corporate organization served no appar­
ent legitimate commercial purpose. There, BCCI established its flagship 
bank, BCCI S.A., as well as a branch of a Swiss banking institution that 
it controlled-Banque de Commerce et de Placements. Again, one won­
ders why BCCI needed to establish two banks in a location like 
Luxembourg. Surely BCCI was not seeking to serve the depositor com­
munity in Luxembourg. 

In hindsight, it is clear that BCCI's unique structure had only an ille­
gitimate purpose : it was set up deliberately to further its global criminal 
scheme undetected. 

Corporate Culture 

The term "corporate culture" is used here to mean several intangible 
factors that together played a significant part in ensuring the success of 
BCCI's criminal scheme. The founder and president of BCCI, Agha 
Hasan Abedi, was able to extract unquestioning loyalty and confidential­
ity within the bank because he exploited these factors in no small 
measure. 

BCCI's corporate culture flourished in its so-called central support 
office. This support office was the operational center of the bank, locat­
ed at 1 00 Leaden hall Street in London . The small band of executives 
working in the support office were all of South Asian origin.  Recruited 
by BCCI's organizers, these executives had relocated to the United 
Kingdom to work for BCCI.  In many cases, these expatriate bankers had 
also relocated their families to the United Kingdom and had established 
new roots in that country. 

Throughout their tenure at BCCI,  the executives at the central support 
office had been concerned with losing their jobs in London . If that had 
happened, they could no longer have continued to live with their families 
in their adopted country. These bankers also knew that, if they lost their 
positions at BCCI, they could not hope to match at any other institution 
the salaries that BCCI paid them . BCCI's executives were, therefore, 
absolutely dependent on the goodwill of BCCI's leader, Agha Hasan 
Abedi. If he were crossed, the penalty was certainly loss of livelihood and 
perhaps repatriation. 

In addition to the economic disincentive to stray, Agha Hasan Abedi 
was able to create an almost blind faith among BCCI's staff. He did this 
by using his remarkable personal charisma and by emphasizing BCCI's 
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commitment to the Islamic religion and the important mission that it was 
engaged in as a bank for the developing world. 

Authority 

A unique characteristic of BCCI's corporate structure was that those 
individuals running the organization were difficult to identify. An observ­
er could not tell that the bank's worldwide operations were being run out 
of the fourth floor of BCCI's London office. 

Unlike other banks, which are run as hierarchies, BCCI was seemingly 
egalitarian. None of the officers had titles or rank; they were charac­
terized by the same generic description, "executives." Moreover, these 
executives did not have private offices; their desks were arranged accord­
ing to what was known in BCCI as the open plan, in a large, open space 
in the Leadenhall Street office in London. 

As a result of this apparent egalitarianism, no one looking in from the 
outside could determine the source of authority. This arrangement was in 
stark contrast to most modern-style financial institutions, where the 
source of authority is clear from the individual's title and even from the 
location of that individual's office on the floor plan. 

Instead of the usual trappings of authority, BCCI resorted to a simple 
legal device, the power of attorney. Each power of attorney identified the 
executives authorized to act for BCCI's various constituent banks, thus 
providing an easy way for a few individuals in the central support office 
to do whatever was necessary to keep BCCI afloat around the world. For 
example, if an auditor were questioning a loan that appeared to be past 
due at the Luxembourg bank, an executive in London could, by using a 
power of attorney, make loans on the books of the Cayman bank, trans­
fer by wire the proceeds to the Luxembourg branch of the Swiss affiliate, 
and direct from there another wire transfer to the Luxembourg bank. 

Representation 

BCCI was able to deceive auditors and regulators around the world 
because it was represented by believable people and because it used cred­
ible nominees to hide its ownership of financial institutions. Repre­
sentatives of BCCI were believed because of who they were and not 
because of the inherent truth, if any, in what they said. Usually, they were 
people with distinguished careers and impeccable reputations for integ­
rity. Often, they had significant ties to the political establishments of their 
countries. The statements that they made on behalf of BCCI had an 
effect on regulators that those same statements would not have had if 
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BCCI itself had uttered them. It was no accident that BCCI retained peo­
ple of such caliber; it understood that its representation would go unchal ­
lenged and used this to maximum advantage throughout the world. 

In its nominees, too, BCCI chose well . They were credible people of 
enormous personal wealth who did not appear to be unlikely purchasers 
of a bank. These were conspicuously wealthy individuals, from prestigious 
families, who seemed to be the least likely to sell their names for a fee.  

BCCI's representatives were also not above resorting to accusations 
that regulators in the developed nations were biased against "Third 
World" banking organizations. Consequently, regulators understandably 
sensitive to such accusations tended to be cautious in resisting BCCI's 
persistent efforts to penetrate their banking systems. BCCI was thus able 
to orchestrate its deception by skillfully manipulating the expectations 
and beliefs of the people with whom it dealt. 

Technology 

Finally, BCCI was able to sustain its global deception over time because 
the people who acted for BCCI understood how modern technology 
worked and used it to suit their purpose . 

The central support office serves as an illustration of this point. From 
London, executives were able to operate banks around the world by 
using modern telecommunications equipment and funds transfer systems. 
Clearly, they understood the payments system and made it work for them, 
moving funds rapidly from location to location, as needed, to keep BCCI 
afloat. 

BCCI was able to hide funding transactions between affiliates by using 
an intermediary financial institution that was willing to cooperate . The 
Banque de Commerce et de Placements, its Swiss affiliate, often per­
formed this role. The intermediary bank would be asked to omit any ref­
erence to BCCI as the originating bank in its wire transfer instruction or 
supporting documentation. This way, BCCI was able to cut off the audit 
trail of many of its illegal transactions. 

In sum, combining all these factors, BCCI accomplished its global 
criminal objectives. 

Why Is BCCI Important to Banking Supervisors? 

The BCCI case is important to banking authorities worldwide for sev­
eral reasons. First, the BCCI case is important to those who deeply 
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believe in consolidated supervision, as it illustrates the importance of 
understanding the entire banking organization from the top down . 

Second, BCCI is important because its methods and activities mocked 
the very process of supervision and regulation. To be effective, banking 
authorities must be able to rely on what people tell them. This is partic­
ularly important in the United States, where banking organizations must 
file applications with regulatory authorities to engage in certain banking 
functions. A bank application is approved not only on the basis of what 
regulators are able to verify on their own but also on the basis of the 
applicant's representations. Given the limited resources and the signifi­
cant number of applications, authorities cannot investigate and verify 
each representation in each application . Consequently, regulators must be 
able to rely on such representations as true. For this reason, making false 
representations to banking authorities is a crime in the United States. The 
Federal Reserve moves aggressively against anyone who makes deliberate 
misrepresentations in a bank application, and it has done so with respect 
to the BCCI nominees. Aggressive enforcement action is designed to 
deter those who would engage in this type of pernicious behavior, which 
threatens the integrity of the banking supervisory process. 

What Is Being Done to Prevent a Recurrence? 

Authorities, both international and domestic, have made significant 
efforts to prevent the recurrence of another BCCI-like case and to com­
pensate the victims. 

International Initiatives 

In the aftermath of BCCI, banking supervisory authorities have made 
an effort to improve international cooperation among themselves. The 
primary vehicle for such cooperation is the Basle Committee on Banking 
Supervision, comprising the Federal Reserve, the central bank governors 
of the other Group of Ten major industrial nations ( including 
Switzerland), and the Governor of Luxembourg's central bank. In focus­
ing on the lessons to be learned from BCCI, the Basle Committee on 
Banking Supervision has examined such issues as the standardizing of cri­
teria for the establishment by foreign banks of bank branches or sub­
sidiaries; improvement in cross-border information sharing; the 
relationship between home and host country supervisors relating to the 
supervision of bank branches; and the question of whether consolidated 
supervisory responsibility should rest in a single home country supervisor 
or be shared among several supervisors acting as a college. 
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The international will to  improve cooperation among supervisory 
authorities received impetus from the BCCI case and has produced tan­
gible results. Nonetheless, several other constructive steps can still be 
taken. The international community has not yet been able to resolve the 
problem of ensuring consolidated supervision to guard against the occur­
rence of another BCCI -type problem. Continued cooperation, therefore, 
should be a high international priority. 

Domestic Legislation in the United States 

In the wake of the BCCI failure, the Federal Reserve proposed legisla­
tion to enhance the supervision of foreign banks. That proposal was writ­
ten into the Foreign Bank Supervision Enhancement Act of 199 1 ,4 which 

• bars entry of any foreign bank into the United States unless it is sub­
ject to consolidated home supervision and agrees to grant the 
United States supervisory access to necessary information; 

• applies to foreign banks the same financial, managerial, and opera­
tional standards governing U .S. banks; 

• grants the Federal Reserve the authority to examine any office of a 
foreign bank in the United States; and 

• gives federal regulators the authority to terminate the U.S. presence 
of a foreign bank that is engaging in illegal, unsafe, or unsound 
practices. 

The legislation establishes uniform federal standards for entry, opera­
tion, and expansion offoreign banks in the U nited States. Also, as a direct 
result of the new legislation, the size of the Federal Reserve's examina­
tion staff has increased. 

Criminal Prosecution and Civil Enforcement of Banking Laws in the 
United States 

Criminal and civil actions against BCCI and related individuals and 
entities have been an important part of the response to the BCCI matter 
in the United States. Authorities moved swiftly and aggressively against 
those identified as wrongdoers, focusing on alleged BCCI nominees. The 
civil and criminal charges brought against Kamal Adham and Ghaith 
Pharaon, as detailed below, illustrate this approach. 

The Federal Reserve, for its part, brought several civil enforcement 
actions relating to BCCI. The Federal Reserve's enforcement proceed­
ings focus on BCCI's unlawful acquisition or control of banking institu­
tions in the United States. These cases often have been brought in 
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tandem with criminal prosecutions against individuals and entities. In 
bringing these cases, the authorities have been guided by two basic goals: 
to punish the wrongdoers and compensate the victims. 

Federal Reserve)s Actions Against the BCCI Or;ganization 

The Federal Reserve issued a notice of assessment of a $200 million 
ciYil money penalty against BCCI itself for its illegal acquisition of the 
First American group of banks and the National Bank of Georgia. The 
Federal Reserve's charges were resolved as part of a comprehensive plea 
agreement that also resolved parallel criminal prosecutions against BCCI 
brought by the U .S .  Department of Justice and the �ew York County 
District Attorney. BCCI pled guilty to the criminal charges, and BCCI's 
U .S .  assets, estimated at $550 million, were forfeited to the United 
States. Under the plea agreement, half of the forfeited assets are to be 
transferred to the BCCI liquidators for the benefit of a worldwide vic­
tims' fund to compensate innocent depositors and other creditors of 
BCCI .  BCCI also consented to the Federal Reserve's $200 million civil 
money penalty, with the Federal Reserve agreeing to stay collection of the 
penalty in light of the asset forfeiture. The plea agreement also incorpo­
rated a requirement that BCCI's interest in the First American banks 
would be fully divested. This requirement has been met. 

Federal Reserve 's Actions Against Individuals 

The Federal Reserve brought enforcement actions against several peo­
ple associated with BCCI, either as senior management or as nominees 
who acquired and retained control of U.S .  banking organizations for 
BCCI .  The Federal Reserve sought to impose civil money penalties on 
these people and to bar them from future involvement with U .S.  bank­
ing organizations. Among those people were the founder of BCCI,  
Agha Hasan Abedi, and its principal officer, Swaleh Naqvi . 

Kamal Adham. The Federal Reserve brought an enforcement pro­

ceeding against Kamal Adham, charging him with acquiring and holding 
shares of First American's holding company as a nominee for BCCI .  It 
assessed against him a civil money penalty of $ 1 0  million and sought to 
bar him permanently from banking in the United States. In addition, the 
.1\ew York County District Attorney's Office was prepared to indict 
Mr. Adham tor a number of violations of New York state law. Mr. Adham 
settled these cases by paying S l 05 million and agreeing to cooperate with 
the ongoing investigation of BCCI -related matters. A portion of these 
funds has already been transferred to the BCCI liquidators for ultimate 
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distribution to the victims. Mr. Adham has been barred from the bank­
ing industry. 

Ghaith Pharaon. During a recent administrative hearing, the Federal 
Reserve's enforcement counsel sought a civil money penalty from Ghaith 
Pharaon for his role as a BCCI nominee in BCCI's acquisition of the 
Independence Bank of Encino, California. The Federal Reserve also 
sought to bar Mr. Pharaon from the U.S .  banking industry. To ensure 
collection of any civil money penalty assessed by the Federal Reserve, the 
Federal Reserve has obtained a federal district court order restraining 
Mr. Pharaon's assets in the United States until the completion of the 
administrative proceedings before the Federal Reserve. In late 1995,  
Administrative Law Judge Alprin presided over an administrative hearing 
relating to the Federal Reserve's charges against Mr. Pharaon. On April 
12 ,  1996, Judge Alprin issued a recommended decision that the Board of 
Governors bar Mr. Pharaon from banking in the United States and assess 
a fine of $37 million against Mr. Pharaon. If adopted by the Board of 
Governors, this fine would be the largest ever levied by the Federal 
Reserve against an individual. Mr. Pharaon also faces three federal indict­
ments and an indictment in New York County. 

Khalid bin Mahfouz and the National Commercial Bank of Saudi 
Arabia. The Federal Reserve brought an enforcement proceeding against 
Sheik Khalid bin Mahfouz and the National Commercial Bank of Saudi 
Arabia. They were charged with unlawfully controlling 28 percent of the 
shares of First American's holding company, Credit and Commerce 
American Holdings KV. (CCAH ), from 1 986 through at least 1990 
without the required Federal Reserve approval . The Federal Reserve's 
enforcement counsel assessed Mr. Mahfouz with a civil money penalty of 
S 1 70 million. A companion action was brought in the United States 
District Court for the Southern District of New York to restrain 
Mr. Mahfouz's assets in the United States, and an injunction was issued 
by Judge Kimba Wood of that court. Mr. Mahfouz was also indicted in 
New York County. In December 1993, Mr. Mahfouz resolved these pro­
ceedings in a settlement with the Federal Reserve and the New York 
County District Attorney's Office, agreeing, among other things, to pay 
a fine of $225 million. Of this sum, $35 million was paid to the U.S .  
Department of the Treasury, and $1  million was paid to the New York 
County District Attorney's Office and to the city of New York, largely as 
a result of the investigation conducted by the District Attorney's Office . 
The remaining funds, approximately $ 1 88 million, are earmarked for the 
BCCI liquidators for ultimate distribution to the innocent depositors and 
other creditors of BCCI. 
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''Abtt Dhabi Parties. )) In January 1994, the so-called Abu Dhabi parties 
reached a settlement with the U .S .  Department of Justice, the New York 
County District Attorney's Office, the Federal Reserve, the First 
American Corporation, First American Bankshares, and a court-appointed 
trustee for the First American Corporation. 

Under this agreement, the Abu Dhabi parties agreed, among other 
things, to transfer all of their equity interest in First American's holding 
company, CCAH (estimated to be worth approximately $400 million ), to 
produce certain BCCI records, and to surrender custody ofSwaleh Naqvi 
to U.S. authorities for prosecution for conduct relating to BCCI. 

Clark Clij]ord and Robert Altman. The Federal Reserve brought an 
enforcement action against Clark Clifford and Robert Altman, who 
served as counsel for BCCI and CCAH and as senior management of the 
First American organization. The Federal Reserve charged them with 
multiple violations of law and regulations in connection with their partic­
ipation in BCCI's secret control of First American. This case is still pend­
ing. A �ew York County jury acquitted Robert Altman of the charges 
brought against him by the New York County District Attorney's Office . 

Usc of New Statutory Powers 

In vigorously pursuing wrongdoers, both civilly and criminally, the 
Federal Reserve has used a new provision in U.S .  banking law. This pro­
vision allows the Federal Reserve to seek an order by a U .S .  District 
Court that restrains assets, in order to facilitate the collection of civil 
money penalties that are assessed against an individual or entity. 

The Pharaon and Mahfouz cases illustrate the operation of this new 
provision. In ancillary proceedings in the District Court for the Southern 
District of �ew York, the Federal Reserve has restrained, among other 
things, approximately S 120 million in cash, a mansion and plantation in 
the state of Georgia, some artwork, antiques, and stock. 

Parallel Proceedings 

In many BCCI-related cases in the United States, criminal and civil 
actions are proceeding on parallel tracks. These actions signal that the 
authorities will use all of the statutory powers available to them to move 
aggressively against those who would abuse the banking system. 

Fund for Compensating BCCFs Victims 

In addition to deterring future banking law violators, the U.S.  author­
ities have, as indicated above, attempted to generate funds to compensate 
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the victims. Through criminal and civil enforcement proceedings, the 
U.S. authorities have been able to recover an estimated $ 1 .4 billion from 
BCCI and related parties thus far. The bulk of this money is intended for 
the innocent depositors and for other creditors who were defrauded by 
BCCI .  

Lessons to Be Learned 

BCCI teaches several lessons. With respect to the big picture, perhaps 
the most important lesson is that banking supervisors can no longer limit 
their supervision and regulation of banking organizations to within their 
geographic boundaries. These national boundaries have little economic 
significance in modern banking, and traditional notions of territoriality 
may be exploited by criminal enterprises, such as BCCI. 

Furthermore, BCCI teaches that international cooperation is necessary 
for successful supervision and regulation of multinational banking orga­
nizations. Financial fraud in one country can have disastrous conse­
quences in another. To avoid this, supervisors must share information 
with each other. 

The BCCI case also teaches the importance of a heightened awareness 
of the cultural and legal context from which a foreign bank originates. 
For example, it is important for supervisors of a foreign bank to be more 
informed about practices that are prevalent in the bank's home country. 
This information would enable regulators to understand better the struc­
ture of financial transactions conducted by that bank and to detect illegal 
practices in its operations. 

Financing techniques, business customs, and legal principles that exist 
in the home country of a foreign bank may be profoundly different from 
those of the host country. A practice that is legal in the home country 
might well be unlawful in the host country. Naturally, it would be a mis­
take for a foreign bank to export such a practice from the home country 
to the host country; if regulators of foreign banks are sensitized to the 
existence of these practices, it is more likely that they will detect them on 
a timely basis. 

The BCCI case had several illustrations of this point .  The use of 
nominees is one such illustration. In several countries, nominees are legal­
ly used to conceal the extent of the true owner's wealth, and it is not 
uncommon for people to lend their names to others for a fee .  However, 
nominee ownership is unlawful in the United States. A further illustration 
is the use in certain countries of an "agent" who provides governmental 
access in return for a "commission ." In other countries, this "commis-
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sion" may be characterized as a bribe. However, a word of caution is nec­
essary in this respect. While effective supervision may be fostered by con­
sidering foreign practices and legal norms, a regulatory authority's 
sensitivity to such foreign practices should never rise to the level of 
xenophobia. 

The BCCI case teaches supervisors and regulators to be more cynical 
and to pay closer attention to what is said rather than to who is saying it. 
It also teaches us that the true ownership of banks may be invisible to 
authorities because of the practice of using nominees. Supervisors and 
regulators are now more likely to investigate below the surface for such a 
possibility and to be less likely to rely on representations as to ownership. 

BCCI has also shown that it is important to insist on evidence justify­
ing the rationality of the corporate structure of a banking organization. 
If regulatory authorities had been more willing to question the rational­
ity of BCCI's corporate organizational structure, the bank may not have 
grown as large as it did. 

Moreover, BCCI shows the potency of foreign secrecy laws and the 
detrimental effect that those laws can have on the legitimate objectives of 
bank supervisors and regulators. Crucial information is routinely denied 
to investigators and valuable time lost because of disputes between 
national authorities over secrecy laws. 

The investigation of BCCI illustrates the types of information subject 
to secrecy laws that are crucial to a successful investigation. Account 
information is a good example: BCCI's key booking locations were 
Luxembourg, the Cayman Islands, and Switzerland. In each of these 
countries, stringent secrecy laws prohibit the sharing of account informa­
tion outside its borders. It was no accident that BCCI nested its most 
confidential transactions in these locations. Secrecy laws impeded the 
gathering of crucial account information by regulatory authorities from 
around the world from the books and records of BCCI in secrecy juris­
dictions. Such information is vital to understanding financial transactions 
and tracing funds that may have been misappropriated or embezzled. 

In stark contrast to secrecy jurisdictions are the jurisdictions where 
supervisors cannot promise that they will be able to keep shared infor­
mation confidential .  The United States is such a jurisdiction. Not sur­
prisingly, other national authorities are often less willing or legally unable 
to share information with the United States. Jurisdictions such as the 
United States should thoughtfully consider striking a balance between 
allowing free access to information on a domestic level and cooperating 
with other countries on supervisory matters. 



Thomas C. Baxter, Jr. and Jet Joseph de Sa ram • 387 

BCCI highlights the important role that is played by "nonbanking" 
professionals in the banking industry. BCCI could not have done what it 
did without the cooperation of the many lawyers, accountants, and trust 
companies whose services it paid for handsomely. To date, because of the 
limited resources of the authorities, many of these "allies" of BCCI have 
been able to escape punishment for their role in what happened. 

The BCCI case teaches that external auditors are not an adequate sub­
stitute for a supervisory authority's own body of examiners. The auditors' 
institutionalized conflicts of interest create problems that can be solved 
only by the use of bank examiners, whose duty is only to the supervisory 
authority. 

To conclude, BCCI teaches an important lesson that might be termed 
"for whom the bell tolls." In the BCCI case, each regulatory authority 
looked to the other as having primary responsibility for the multinational 
bank. Each one expected the other to take that first step. As a result, no 
one did. The enforcement response of the U .S .  authorities in BCCI's 
aftermath provides an interesting contrast. In that situation, the authori­
ties did not ask for whom the bell tolled; they simply assumed that it  
tolled for them and acted accordingly. 

Because the BCCI fraud shows that national boundaries are no longer 
significant in banking, supervisors must respond to problems that might 
in earlier times have been dismissed as "foreign. "  Perhaps the greatest 
mistake that any banking supervisor can make is to be passive in the face 
of a financial problem or fraud on the assumption that someone else will 
deal with it. At the end of the day, everyone is harmed in some measure 
by the failure of banks like BCCI. So, do not ask for whom that bell tolls. 
It tolls for you. 



COMMENT 

LARRY GURWIN 

The Bank of Credit and Commerce International ( BCCI) affair has 
been described as the biggest banking scandal in history. At its height, 
BCCI collected more than $20 billion in deposits, and a good case can 
be made that, in effect, all of that money was collected fraudulently 
because BCCI deceived its depositors about its financial health . Although 
it claimed to be a solid and profitable institution, it was, in fact, rotting 
inside. The accounting was so "creative" that BCCI's court-appointed 
liquidators believe that the bank may never have made a profit during its 
19  years of existence. 

In a report issued in December 199 1 ,  about six months after BCCI was 
shut down, the liquidators estimated BCCI's total liabilities at $ 1 0.64 bil­
lion and its realizable assets at $ 1 . 1 6  billion. I In other words, a stagger­
ing $9.48 billion had been lost and stolen. 

These dry figures do not convey the human costs of the scandal. 
Thousands of individual depositors, many of them people of modest 
means in Third World countries, saw their savings wiped out. There were 
other costs: BCCI officials were accomplices in an array of crimes, includ­
ing the laundering of criminal money, which, of course, facilitated drug 
trafficking. 

One of the biggest mysteries of the BCCI affair is how this criminal 
enterprise was able to continue for as long as it did with little hindrance 
from the various "watchdogs" who were supposed to protect the pub­
lic-the outside auditors, law enforcement agencies, and, of course, bank­
ing supervisors. Why did so many watchdogs fail to bark? What steps can 
be taken to avert new BCCI scandals in the future? 

This comment provides a brief summary of the BCCI story2 and then 
touches on some apparent failures by the watchdogs . 

BCCI was established by Pakistan bankers in 1972. Although its main 
units were incorporated in Luxembourg and the Cayman Islands, the 
operating headquarters were in London. Important founding sharehold­
ers were Bank of America and Sheikh Zayed bin Sultan al-Nahyan, who 
was the ruler of Abu Dhabi and President of the United Arab Emirates. 
The remaining shareholders included prominent persons from Bahrain, 
Kuwait, Oman, Qatar, and the United Arab Emirates. 

388 
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During its 1 9  years of existence, BCCI committed an array of crimes. 
First, BCCI officials deceived depositors and others about the ownership 
of the banlc Many of the wealthy and prominent individuals who sup­
posedly owned stock in the bank were merely "straw men" recruited to 
provide reassurance to potential depositors. Second, BCCI officials 
drained hundreds of millions of dollars from the bank's coffers through a 
variety of fraudulent schemes, including loans and commodity futures 
transactions. Third, they laundered and concealed millions of dollars in 
criminal money, including cocaine money belonging to leaders of the 
Medellin cartel and loot from corrupt public officials elsewhere. Fourth, 
they secretly and illegally acquired control of other financial institutions, 
including the First American group of banks. Finally, BCCI officials cor­
rupted public officials by providing them with bribes and other induce­
ments, including gifts and "loans" that were not intended to be repaid. 
This tactic was a crucial part of BCCI's criminal operation, as the protec­
tion that BCCI received from powerfi.Ii friends helps to explain why it was 
able to operate with impunity for so long. 

Throughout BCCI's criminal rampage, the watchdogs who were 
responsible for protecting the public appeared to be largely oblivious. In 
this category belong BCCI's independent auditors, various law enforce­
ment agencies, and bank regulators . 

An early example of this obliviousness is the reaction to the report pre­
pared on BCCI in early 1978 by Joseph Vaez, a bank examiner for the 
Office of the Comptroller of the Currency.3 Based largely on information 
obtained from Bank of America, which was then one of BCCI 's largest 
shareholders, Vaez's document was extraordinarily prescient, revealing 
that BCCI was essentially a time bomb. He found that the bank had 
grown at an extraordinarily rapid rate, that its lending procedures seemed 
to be highly questionable, and that it made sizable loans to insiders. 

There were two other highlights ofVaez's report. First, BCCI seemed 
to have no policies aimed at preventing an excessive concentration of 
lending. There was, in Vaez's words, "no internal maximum lending 
limit. "4 At the time of this report, BCCI's total capital was $63 million, 
which meant, under one measure, that it would have been imprudent for 
BCCI to lend more than about S6 million or S9 million to a single bor­
rower. Yet BCCI's loans to one customer-the Gulf Group, controlled by 
the Gokal family-were a staggering S l 85 million. This was three times 
the bank's capital and twenty to thirty times the accepted ratio.  

Vaez's second important finding was that, in just over a year, the 
amount of questionable loans had soared from $27 million to 5226 mil­
lion. The biggest problem was the Gulf Group: $ 1 22 . 5  million ofBCCI's 
$ 1 85 million in loans to this group were categorized as substandard. 
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There were no indications that the Office of the Comptroller of the 
Currency took any follow-up steps or that it forwarded Vaez's findings to 
other regulatory agencies in the United States or abroad. This inaction is 
a significant failure, as the Vaez report showed-1 3  years before the bank 
was shut down-that BCCI could well be insolvent. 

A second example of the watchdogs' inattention comes from the pri­
vate hearing hosted in April 198 1  by the Federal Reserve, at which bank 
regulators questioned the Middle Eastern investors who had applied for 
permission to take over First American. The regulators, for the most part, 
were extremely gentle and deferential in their questioning. There were 
discrepancies between the witnesses' testimony at this hearing and other 
information available to the regulators, yet no one pointed out these dis­
crepancies. Obvious follow-up questions were not asked. The Federal 
Reserve later approved the application. 

A third example is BCCI's indictment in October 1988 by a federal 
grand jury in Tampa, Florida on money-laundering charges. The case 
against the bank was settled in January 1990 with a plea bargain. The 
Tampa drug money case focused worldwide attention on BCCI and 
opened up new avenues of inquiry. In many cases, bank regulators failed 
to follow up on these leads. For example, large numbers of BCCI 
employees were leaving the bank (the outflow accelerated in 1990, when 
thousands were laid off) , and many of them were willing to talk about 
what they had learned inside the institution. Several former employees, 
who were interviewed by journalists, had not been approached by law 
enforcement authorities or banking regulators. 

A fourth example is the allegations in 1990 by some former BCCI 
employees in London that the bank had packed up thousands of pages of 
documents to be shipped to Abu Dhabi, as the bank would soon be mov­
ing its headquarters there. No action was taken by the Bank of England 
to prevent these records from leaving British soil, and many of them were 
destroyed. 

Why did the bank supervisors fail for so long to detect BCCI's crimi­
nality? In some cases, there were legal or institutional constraints, such as 
limits on the powers of the banking supervisors. In other cases, sheer 
ineptitude seems to have been involved. There are also indications that, 
in some countries, BCCI had extremely cozy relationships with banking 
supervisors. 

A former BCCI official, Akbar Bilgrami, gave one example in testi ­
mony to a U .S .  Senate committee.s Bilgrami said that in about 1980 
Swaleh Naqvi, a principal officer ofBCCI, asked him to take a senior offi­
cial from an African central bank on a shopping spree at Harrods in 
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London. BCCI paid the bill, which was about £78 ,000. In return, the 
official \vas asked to deposit several million dollars of his country's for­
eign exchange reserves in BCCI. Another BCCI official, Abdur Sakhia, 
has testified about an incident that purportedly took place at a meeting 
of central bank officials in 1985 :  "I saw one of the BCCI officers with a 
lot of cash, handing [it] out to the staff of the central bank of Nigeria. 
This is what I saw personally being given to them. "6 

Robert Morgenthau, the New York County District Attorney, has 
alleged that BCCI paid bribes to central bankers or other financial offi­
cials in a dozen developing countries. Morgenthau played a leading role 
in exposing BCCI's crimes and recovering money for the victimized 
depositors. Morgenthau is an example-not the only one-of a watchdog 
who did do his job. Other public servants in law enforcement agencies, 
central banks, and other institutions have performed admirably, including 
the U.S. Customs agents who risked their lives in the undercover opera­
tion that led to the drug money indictment in Tampa. 

What can be done to prevent future BCCis? First, be wary of poorly 
regulated financial centers. There is a tendency in the banking commu­
nity to talk about financial havens as if they play an important and legiti­
mate role in international finance . Is the world a better place because of 
the existence of these inadequately regulated financial havens? Arguably, 
there is no legitimate reason for these centers to exist, and somebody 
should pull the plug on them. If that is not possible , entities that are 
organized in such centers should be prevented from doing business in 
other countries. 

Second, banking institutions must not be allowed to fall through the 
cracks as BCCI did. A decade before BCCI was shut down, regulators 
failed to expose the massive frauds at Italy's Banco Ambrosiano, partly 
because that bank exploited similar gaps in the international regulatory 
regime. Banco Ambrosiano's chairman, Roberto Calvi, carried out many 
of his frauds through foreign subsidiary banks that he controlled through 
a Luxembourg holding company. This effectively shielded him from the 
prying eyes of the Bank of Italy's inspectors. The Luxembourg banking 
authorities, for their part, exercised no supervision over Calvi's holding 
company because it was not licensed as a bank-even though it had the 
word "banco" in its name. After that debacle, regulators promised that 
they would take serious steps to prevent such an event from happening 
again. As the BCCI affair makes clear, they clearly did not do enough. 

Third, banking supervisors should do more to exchange and pool 
information. In the case of BCCI, this sharing of information was not 
done for years and, even then, only on a partial basis. One example that 
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stands out is the apparent failure to follow up and circulate Joseph Vaez's 
findings. 

Finally, when licensing new banks or reviewing applications to acquire 
control of existing banks, banking supervisors must conduct serious and 
thorough due diligence investigations. 

Some regulators have said that it is wrong to expect bank supervisors 
"to be policemen" or "to act like detectives. " Why is that wrong? The 
public desperately needs protection from corrupt bankers, such as the 
men who ran BCCI .  If banking supervisors are unwilling to act like 
policemen, who will protect the people? 
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The Role of Deposit Insurance: 
Financial System Stability and 
Moral Hazard 

JAMES R. BARTHl and R. DAN BRUMBAUGH, JR. 

The U.S .  banking system has attracted substantial attention during 
the past 1 5  years. Most of the attention has focused on the large number 
offailed depository institutions (commercial banks, savings banks, savings 
and loans, and credit unions) and their unprecedented resolution costs. 
This attention is certainly appropriate, given the failure from 1980 
through 1992 of more than 4,500 federally insured depository institu­
tions with approximately $650 billion in assets and the subsequent reso­
lution by federal authorities at an estimated present-value cost of nearly 
S 165 billion . 

Additional attention has been paid to the diminished role of the sur­
viving U .S .  depository institutions and the way in which they are adapt­
ing to a rapidly changing environment. U .S.  depository institutions have 
been steadily losing market share to other, less-regulated financial service 
firms. From 1950 through 1993, the share of depository institutions in 
total U.S .  financial assets held by all financial service firms fell by nearly 
50 percent (Table 1 ) . 

U .S.  depository institutions have reacted to their diminishing role by 
rearranging their balance sheets. All depositories have placed a greater 
emphasis on real estate loans. Commercial banks, savings banks, and sav­
ings and loan institutions have emphasized both home mortgages and 
commercial real estate, while credit unions have emphasized only home 
mortgages. Larger commercial banks have increased fee and other non­
interest income through off-balance-sheet activities, such as interest rate 
and foreign exchange swaps. Other less traditional activities, such as man­
aging and selling securities and insurance products and services, have also 
been increasing. This trend is especially true for those state-chartered 
institutions that have been granted wider powers than federally chartered 
institutions, and for several of the largest bank holding companies, which 
have also been permitted greater leeway to engage in such activities. 
Depositories have also been cutting costs wherever possible, including by 
laying off employees. 

The large number of costly depository institution failures and the 
changing role of depository institutions in the U .S .  financial marketplace 
have understandably raised many questions. A number of important 
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questions are being asked: What caused all the failures and the huge res­
olution costs? Why are depository institutions losing market share? Are 
depository institutions becoming obsolete? Should the Federal 
Government provide financial stability through deposit insurance, given 
the evolving environment of depositories? Similar questions about the 
evolution of financial institutions and their regulation are being asked in 
countries around the world, as their financial institutions, too, are adapt­
ing to changing market conditions. 

These are some of the issues that this chapter attempts to address. I n  
the next section, the turmoil that occurred in the U .S .  banking system 
over the past 1 5  years is described. Then, the erosion in market share 
experienced by U.S .  banking institutions over the same period is 

addressed. The third section explains why the failures were so numerous 
and costly, and why market shares have evolved as they have . In the 
fourth section, key aspects of the present U.S.  regulatory system and their 
effect on the evolution of the U.S.  banking system are described, and the 
diminished role of deposit insurance is addressed. Lastly, the implications 
of the U .S .  banking experience for the evolution of financial and regula­
tory institutions in the United States and other countries are considered. 

Numerous Failures and Huge Failure Costs 

The 1 980s will be remembered as the worst decade for banking insti­
tutions since the Great Depression of the late 1920s and early 19 30s. The 
failures in the savings and loan industry were so numerous and costly that 
the federal insurance fund for the institutions, the Federal Savings and 
Loan Insurance Corporation (FSLIC),  reported insolvency in 1 988 in the 
amount of $75 billion. It was dissolved the following year, with taxpay­
ers paying to clean up the mess. As Table 2 shows, 1 , 142 savings and 
loans with $390 billion in assets failed from 1 980 through 1992; the cost 
to resolve these failures has an estimated present value of $ 127 billion. 
The FSLIC was replaced in 1 989 by a new insurance fund, the Savings 
Association Insurance Fund (SAIF), for the solvent savings and loans that 
remained. The SAIF is administered by the Federal Deposit Insurance 
Corporation (FDIC) .  

Despite worrisome developments throughout the decade, commercial 
and savings banks were much more fortunate than savings and loan insti­
tutions. As Table 3 shows, although 1 ,503 of these institutions failed, 
with $259 billion in assets, they were resolved at an estimated present­
value cost of only $37 billion. As a result, although the federal insurance 
fund for these institutions, the Bank Insurance Fund (BIF) ,  did report 
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Table l. Distribution of U.S. Financial Assets Held 
by All Financial Service Firms 

(In percent of total assets, unless otherrvise indicated) 

1 950 1 960 1 970 1 980 1 990 

Depository institutions1 64.9 58.0 58.6 54.2 40.9 
Commercial banks 5 1 .2 38.2 38.6 34.3 27.7 

U .S.  -chartered 50.5 37.5 36.6 29.3 22.0 
Foreign offices in United States 0.4 0.6 0.7 2 .3  3 .0  
Bank holding companies 1 . 1  2.4 2 .5  
Banks in U.S .  possessions 0.3 0 . 1  0.3 0.3 0.2 

Savings institutions 1 3 .4 1 8 .7 1 8.7 1 8 .3  1 1 .4 
Savings and loans 5.8 1 1 .8 1 2 .8 1 4.4 9 . 1  
Savings banks 7.6 6.9 5 .9 3.9 2.2 

Credit unions 0.3 1 . 1 1 .3 1 .6 1 .8 
Contractual intermediaries 29.4 33.5 3 1 .6 3 1 . 1  35.5 
Life insurance companies 2 1 .3 1 9.4 1 5 .0 1 0.7 1 1 .4 
Other insurance companies 4.0 4.4 3.7 4.2 4.4 
Private pension funds2 2.4 6.4 8 .4 1 1 .7 1 3 .6 
State and local government 

retirement funds 1 .7 3 .3  4.5 4.5 6. 1 
Others 5.8 8.7 9.6 14.7 23.5 
Finance companies 3.2 4.6 4.8 4.7 5 . 1  
Mortgage companies 0.4 0 . 1  
Mutual funds3 1 . 1  2.9 3.5 1 .4 5 .0 
Money market mutual funds 1 .8 4 . 1  
Closed-end funds 0.2 0.4 
Security brokers and dealers 1 .4 1 . 1  1 .2 1 .0 2 .2 
REITs4 0 . 1  0. 1 0 . 1  0 . 1  0 . 1  
Issuers of asset-backed securities 2.3  
Bank personal trusts5 5 . 1  4.2 

Total assets (in billions of 

1 993 

33.6 
2 5 . 1  
1 9 . 1  

3 .4 
2.5 
0.2 
6.7 

1 .8 
37.8 
1 1 .6 
4 . 1  

1 5 .2 

6.9 
28.4 

4.3 
0.2 
9.3 
3.6 
0.6 
3.0 
0 . 1  
3.0 
4.3 

U.S. dollars) 294 597 1 ,340 5,910 1 2,017 1 5,387 
Source: Board of Governors of tho: Fo:do:ral Ro:so:rvo: Systo:m, Flow of Funds Accozmts (various 
issuo:s) .  Tho: flow of funds accounts was ro:structuro:d in tho: so:cond quarto:r of 1993. 

1 Commo:rcial banks consist of U.S. -charto:ro:d commo:rcial banks, domo:stic atliliato:s, Ed go: 
Act corporations, ago:ncio:s and brancho:s of foro:ign banks, and banks in U.S. posso:ssions. 
Foro:ign banking offico:s in tho: United Stato:s include Edge Act corporations and otlico:s of tc>r-
eign banks. lnto:rnational banking facilitio:s aro: o:xcludo:d from domo:stic banking and tro:ato:d 
liko: brancho:s in foro:ign countrio:s. Savings and loan associations includo: all savings and loan 
associations and fo:do:ral savings banks insuro:d by tho: Savings Association Insuranco: Fund. 
Savings banks includo: all fo:do:ral and mutual savings banks insuro:d by tho: Bank lnsuranco: 
Fund. 

2 Privato: po:nsion funds includo: tho: Fo:do:ral Employo:o:s' Ro:tiro:mo:nt Thrift Savings Fund. 
·1 Mutual funds an:: open-o:nd investment companio:s (including unit investment trusts) that 

ro:port to the lnvestmo:nt Company Instituto:. 
4 RE!Ts are real o:stato: investment trusts. 
; Bank po:rsonal trusts aro: assets of individuals managed by bank trust departmo:nts and non-

do:posit, noninsuro:d trust companio:s. 



Number 
of 

Year Failures 

1980 1 1  

198 1  28 

1 982 63 

1983 36 

1 984 22 

1985 31 

1986 46 

1 987 47 

1988 205 

1989 37 

1990 3 1 5  

1991  232 

1 992 69 

Total 1 , 1 42 

Table 2.  Failed and Insolvent U.S. Savings and Loans -- - - --------
Failure Failure 
Assets Costs 

( In  millions ( I n  millions 
of U.S.  of U .S.  
dollars) dollars) 

1 ,459 1 66 

1 3,907 760 

1 7,663 806 

4,630 275 

5,080 743 

6,366 1 ,026 

12,450 3,066 

10 ,664 3,704 

1 0 1 ,242 3 1 ,790 

1 0,808 5,9 1 4  

94,248 37,302 

75 ,947 34,506 

35,338 6,7 1 5  

389,802 1 26,773 

-��----- - - �-- ---
Failure Number of 

Costs as Months 
Percent of Insolvent 

Failure Betore 
Assets Closure -- -�- ---- -- ----- -� ·  

1 1 .4 5.4 

5 .5  5 .2 

4.6 1 2 .9 

5 .9 1 6.4 

1 4.6 23 .4 

1 6 . 1  25.9 

24.6 30.6 

34.7 35 .7 

3 1 .4 42.0 

54.8 36.0 

39.6 43.0 

45.4 4 1 .0 

19.0 38.0 

32.5 -

Number of 
Insolvent 

Institutions ------ ---
43 

1 1 2 

4 1 5  

5 1 5  

695 

705 

672 

672 

508 

5 1 7  

5631 

4371 

2001 

6,054 

Insolvent 
Institution Insurance Fund 
Assets ( I n  Reserves 
billions of ( I n  billions of 

U .S.  dollars) U .S.  dollars) ------- -----
- 6.5 

29 6.2 

220 6.3 

234 6.4 

336 5 .6 

335 4.6 

324 -6. 3  

336 -1 3 .7 

283 -75 . 0  

283 

395 1 

2781 0 . 1  

1 27 1  0 . 3  

3 , 180 

Sources: Federal Home Loan Bank Board, Oftice of Thriti: Supervision, Resolution Trust Corporation, and authors' calculations. 
I Private sector institutions classified by the Otlice of Thriti: Supervision as troubled, with poor earnings and low capital or expected transfers to the 

Resolution Trust Corpor.ttion. 
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Table 3. Failed and Problem U.S. Commercial and Savings Banks 

Number 
of 

Year Failures 

1 980 1 0  

198 1  1 0  

1982 42 

1983 48 

1984 79 

1 985 1 20 

1 986 145 

1 987 203 

1 988 22 1 

1 989 207 

1 990 1 69 

1 99 1  1 27 

1992 1 22 

Total 1 ,503 

- � ------
Failure 
Assets 

( I n  
millions 
of U .S. 
dollars) 

236 

4,859 

1 1 ,632 

7,207 

3,276 

8,337 

6,830 

9,198 

52,623 

29,538 

1 5 ,365 

63,338 

46, 1 58 

258,597 

� - - ----- - --
Failure Failure 
Costs Costs as 

( I n  Percent 
millions of 
of U.S. Failure 
dollars) Assets ---- - - -

30 1 2 .7 

589 1 2 . 1  

1 ,271 1 0.9 

1 ,5 2 1  2 l . l  

2,292 70.0 

850 10.2 

1 ,732 25.4 

2,0 1 7  2 1 .9 

5,530 1 0.5 

5,998 20.3 

3,402 22. 1 

7,393 1 1 .7 

4,700 10 .2 

37,325 14 .4 

Source: Federal Deposit Insurance Corporation. 

Number of Months 
Rated "4" or "5" 
Bdiln: Closurt:1 

Mean Maximum 

1 5  30 

1 9  34 

16  35 

19 45 

1 5  39 

1 5  58 

20 65 

2 1  67 

24 74 

28 88 

34 1 09 

29 89 

322 1 262 
- -

1 A rating of "4" or "5" is assigned by the regulatory authorities to problem banks. 
2 Including tailures only through October 1992 . 
3 Total f(,r 1984-92 period. 

-- - ��----------- - -�--·-- - -- - - - - -- - -
Problem Insurance 

Bank Fund 
Number Assets Reserves 

of ( In  billions ( In billions 
Problem of U.S. of U.S. 

Banks dollars) dollars) 

2 1 2  . . . 1 0.0 

223 . . .  1 2 .2 

369 . . .  1 3 .8 

642 . . .  1 5 .4 

848 228 16.5 

1 , 1 40 238 1 8.0 

1 ,484 336 1 8 .3 

1 ,575 359 1 8 .3 

1 ,406 252 1 4. 1  

1 , 1 09 236 1 3.2 

1 ,046 409 4.0 

1 ,090 6 1 0  -7.0 

863 464 -0 . 1  

1 2,007 3,1 323 -
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insolvency in both 199 1  and 1 992, it returned to solvency in 1 993. The 
BIF is also administered by the FDIC. 

While credit unions also experienced difficulties in the 1980s, their 
condition did not deteriorate sufficiently to pose a serious risk to taxpay­
ers. As Table 4 shows, 2,050 credit unions failed, with $2.8 billion in 
assets, but they were resolved at an estimated present-value cost of only 
$452 million. Moreover, the federal insurance fund for these institutions, 
the National Credit Union Share Insurance Fund (NCUSIF), never 
reported insolvency. As a result of losses in the early 1980s and the recog­
nition that the premiums being collected were not adequately funding 
the NCUSIF, the credit unions themselves recapitalized their insurance 
fi.md in 1985 with a 1 percent levy on the insured shares or deposits of 
each federally insured credit union. Since then, the NCUSIF has re­
solved hundreds of failed institutions while simultaneously increasing its 
reserves. 

Steady Loss of Banking Institutions' Market Share 

In addition to the large number of failed depository institutions and 
their costly resolution, depository institutions have suffered from still 
another problem. In 1 950, as Table 1 shows, depository institutions 
accounted for 65 percent of the total assets of all financial service firms in 
the United States. By 1 993, however, this percentage had declined by 
nearly half, to 34 percent. The biggest losers in terms of market share have 
been the U .S . -chartered commercial banks, whose share declined to 
19 percent in 1993 from 5 1  percent in 1950.  The share for savings banks 
fell to 2.2 percent in 1 990 from 7.6 percent in 1 950.  Savings and loans 
increased their share from 5 .8 percent in 1 950 to 14 .4 percent in 1980, 
only to decline to 9 . 1  percent in 1 990. Reflecting the savings and loans' 
decline, the Federal Reserve no longer reports separate data for savings 
banks and savings and loan institutions; instead, it combines them into 
"savings institutions" for reporting purposes. Credit unions, meanwhile, 
have seen their share increase sixfold, from 0 .3  percent to 1 .8 percent 
during the post-World War I I  period. 

Among nondepositories, the big gainers in market share have been pri­
vate pension funds and state and local government retirement funds. The 
collective share of these funds increased to 22 percent in 1993 from 4 
percent in 1 950.  They now account for a larger share of the total assets 
held by all financial service firms than U .S . -chartered banks. The other 
big gainers have been money market and other mutual funds, whose col­
lective share increased 1 ,200 percent from 1950 to year-end 1993, from 
1 percent to 1 3  percent. These funds are now more important in terms 



Table 4. Failed and Problem U.S. Credit Unions 
--- ------ -�- - - - - - ----�---- -- --·--- ------- -- --� --- - --

Failure Failure Failure Costs Number of 
Assets Costs as Months Rated 

Number ( In  millions ( I n  millions Percent of "�4" or ""5" 

Year I 

1 980 

1 98 1  

1 982 

1 983 

1984 

1 985 

1 986 

1 987 

1 988 

1 989 

1 990 

1991 

1 992 

Total 

of 
Failures 

. . . 

349 

327 

253 

1 30 

94 

94 

88 

85 

1 1 4 

1 89 

1 73 

1 54 

2,0503 

of U.S. 
dollars) 

. . . 

. . . 

. . . 

. . . 

208 

47 

1 1 6 

327 

297 

285 

485 

298 

773 

2,8364 

of 
U .S.dollars) 

. . .  

. . . 

. . . 

. . .  

19.9 

1 1 .6 

28.6 

5 1 .7 

33.3 

74.0 

48.7 

76.8 

1 07.4 

452.04 

Source: National Credit Union Administration. 
I Fiscal year basis. 

Failure 
Shares 

. . .  

. . .  

. . .  

. . .  

9.6 

24.7 

24.7 

1 5 .8 

1 1 .2 

26.0 

1 0.0 

25.8 

1 3.9 

1 5 .94 

Bdore 
Closure2 

. . .  

. . .  

. . .  

69.6 

80.8 

64.9 

55.4 

44. 1 

30. 1 

24.0 

1 7.5 

. . .  

. . .  
-

2 A rating of "4" or "5 " is assigm:d by the regulatory authorities to problem credit unions. 
.l Total ti1r 1981-92 period. 
4 Total for 1984-92 period. 
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Table 5. Selected Balance Sheet Items of U.S. Households, Personal Trusts, and Nonprofit Organizations 

Checkable deposits and currency 

Small time and savings deposits 

Money market ti.md shares 

U .S. government securities 

Corporate and toreign bonds 

Mortgages 

Mumal ti.md shares 

Corporate equities 

Life insurance reserves 

Pension ti.md reserves 

Total liabilities 

Total tinancial assets ( in billions of 

U .S.  dollars) 

( /11 pcrcmt of total.fiuaucial assets, rmlr . .:< otiJtTJI'i.<t· iudimtcd) 

1 950 

. . . 

. . .  

I S  

1 

4 

. . .  

30 

1 2  

5 

8 

447 

1 960 

. . . 

. . . 

. . . 

8 

1 

3 

. . .  

4 1  

9 

9 

2 3  

973 

1 970 

. . . 

. . .  

. . . 

5 

2 

2 

. . . 

38 

7 

1 2  

2 5  

1 ,9 1 7  

1 980 

4 

1 8  

1 

4 

1 

2 

1 

1 7  

3 

1 4  

2 3  

6,39 1 

Source :  Board of Governors of the 1-'nkral Reserve System, How of Frmds Accormts ( various issues) .  
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of market share than savings banks and savings and loan institutions com­
bined, and they are rapidly approaching the importance ofU .S. -chartered 
commercial banks. 

As the provision of financial services has evolved, individuals and 
households ( including personal trusts and nonprofit organizations) have 
dramatically changed the composition of their financial assets. As Table 5 
shows, 57 percent of all household financial assets in 1 950 were in cor­
porate equities, U .S. government securities, and life insurance reserves. 
Today, households hold only 23 percent of their assets in those cate­
gories, a drop of 34 percentage points. At the same time, net household 
holdings in pension fund reserves, money market funds, and other mu­
tual funds have increased by 32 percent. Households have shifted from 
direct holdings of stocks and bonds and holdings in depositories and life 
insurance companies to indirect holdings of stocks and bonds through 
pension funds, money market funds, and other mutual funds. 

This pattern of shifting shares reflects, in part, an increase in competi ­
tion that, in turn, largely resulted from developments in computer 
and telecommunications technology. Technology has been increasingly 
reducing the traditional need for depositories to intermediate between 
borrowers and lenders through its gathering, evaluation, and monitoring 
of information on borrowers, which was too costly an activity for lenders 
themselves to perform. Securitization has turned formerly illiquid assets 
on bank balance sheets, such as mortgages, automobile loans, credit card 
receivables, and, increasingly, commercial real-estate loans, into securities 
that can be held by individuals and by many firms ( including pension 
funds, mutual funds, and insurance companies) .  For example, according 
to data from the Federal Reserve, although the depository institutions' 
share of all home mortgages dropped from 60 percent in 1950 to 35 per­
cent today, 4 1  percent of these mortgages have been securitized. Mutual 
funds have allowed consumers to hold indirectly a diversified portfolio of 
financial assets in relatively small denominations. Overall, this technolog­
ical revolution and the developments in finance theory have manifested 
themselves in new products, new firms, lower costs of providing financial 
products, and lower prices for products. 

The line of causation creating the profound change in the pattern of 
providing financial services is relatively clear. First came the technological 
advances that lowered the cost of gathering, processing, transmitting, and 
monitoring information. Then came the changes in providing financial 
products as a result of the technological change, such as securitization 
and the development of money market and other mutual funds. Finally, 
households have over time shifted their holdings of financial assets, fuel­
ing the growth in nonbank financial service firms. 
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Causes of Costly Failures and Lost Market Share 

The costly depository institution failures and the decline in the depos­
itories' share of the total assets of all U.S .  financial service firms not only 
reflect the market forces just described, but also other economic shocks 
and regulatory forces. In the late 1970s and early 1 980s, inflation and 
interest rates became highly volatile .  For a time in the early 1980s, short­
term interest rates rose above long-term interest rates, particularly harm­
ing savings and loan institutions that were required by regulation to fund 
their long-term, fixed-rate mortgage loans with shorter-term deposits at 
more variable rates. In 198 1 ,  tax law changes stimulated real-estate 
investments. In 1986, however, the effect of the tax law changes was 
more than reversed, significantly harming real estate markets and depos­
itories that had previously increased their real estate lending and invest­
ments. Fluctuations in energy prices, including the largely unexpected 
decline in oil prices from $28 a barrel to $ 1 0  in the first quarter of 1986, 
contributed to regional economic disruptions that harmed depositories 
that had lent or invested in those areas. 

Throughout the 1980s, laws and regulations limited the ability of 
depositories to adapt to changing market conditions, including their abil­
ity to offer adjustable-rate mortgages, to diversify geographically, to offer 
market rates of interest on their deposits, and to engage in a range of 
securities and insurance activities. Although some of these restrictions 
were eliminated or relaxed over the decade, these changes were generally 
made in reaction to market forces that had already damaged depositories. 
Furthermore, restrictions still remained that impeded the ability of 
depositories to adapt to continued competition. 

This pattern is a by-product of the access of depository institutions to 
federally insured deposits, which creates incentives that need to be 
addressed with "safety and soundness" regulations. With deposit insur­
ance, only stockholders and unsecured creditors-not insured deposi­
tors-face the risk of loss of funds. Once stockholders have lost their 
equity capital, moreover, the federal insurer effectively bears any further 
losses. This situation gives rise to a moral hazard problem, in which a 
depository institution, once insured, has an incentive to engage in riskier 
activities. It is thus the responsibility of the insurer to contain this pro­
clivity through safety and soundness regulations, including minimum 
required capital levels, risk-based capital requirements, risk-based deposit 
insurance premiums, restrictions on the pricing of products and services, 
geographical limitations on operations, constraints on involvement in var­
ious activities, and ownership restrictions. 
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While these regulations are designed in the last analysis to protect the 
insurer against losses, they can impede the ability of the depositories to 
compete with less-regulated financial service firms. These regulations can 
prevent depository institutions from altering their mix of products and 
services to serve their customers in a timely manner-if at all-and they 
raise the costs of doing business. As a result, in a changing market en vi­
ronment, customers of depositories can be lost to financial service firms 
that are able to service the demands of customers more efficiently. The 
outcome is predictable: more competition means increased failures of 
depository institutions and, more generally, excess capacity in the depos­
itory institutions. 

This pattern gives rise to the problem of potentially costly exits from 
such industries. Tables 2-4 present information on the exit costs for fed­
erally insured depository institutions from 1 980 through 1 992. Failed 
commercial and savings banks cost on average about 14 percent of their 
assets to resolve (Table 3 ) .  These costs, however, ranged from a low of 
1 0  percent of assets in 1985 and 1992 to a high of 70 percent in 1 984. 
The failure resolution costs for savings and loan institutions were signifi­
cantly higher as a percentage of assets. Their average cost was 33 percent, 
with a low of 5 percent in 1 982 and a high of 55 percent in 1 989 (Table 
2 ) .  In the case of credit unions, the average failure resolution cost as a 
percentage of assets was about 1 6  percent, with a low of 1 0  percent in 
1984 and a high of 26 percent in 199 1  (Table 4 ) .  

In part because of forbearance on  the part of the regulatory authori­
ties, the costs of exit for many of the institutions that failed have been 
excessive. As can be seen in Tables 2-4, federally insured depository insti­
tutions for relatively lengthy periods of time were either rated by the 
authorities as problem institutions or reported insolvency before being 
resolved. For both commercial and savings banks, the average length of 
time between being identified as a problem institution and resolution 
tended to increase from 1980 through 1 992. Table 3 shows that this reg­
ulatory delay lengthened while the number of problem institutions and 
their assets generally were also increasing. This table also shows that 
throughout the entire period the insurance fund reserves were steadily 
decreasing. 

The excessive resolution costs for savings and loans are even more egre­
gious because these institutions were reporting insolvency for lengthy 
periods before they were resolved. As Table 2 shows, the average delay in 
resolving savings and loans increased from 5 months in the early 1980s 
to about 40 months-more than 3 years-in the late 1980s and early 
1 990s. While the delay in resolution lengthened steadily, both the num­
ber and the assets of insolvent institutions reached substantial levels in the 
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middle and later half of the 1980s. Not coincidentally, the federal insur­
ance fund itself reported insolvency for the first time in its existence in 
1 986. Two years later, its insolvency amounted to $75 billion. 

The regulatory authorities' record for taking action against problem 
credit unions is much better than for the other depository institutions. 
Table 4 shows that, nonetheless, the closing of problem credit unions was 
clearly delayed. The length of delay, however, steadily declined once the 
insurance fund was recapitalized in 1985 .  

A major lesson to be learned from these data i s  that having little or  no 
equity capital at risk provides depository institutions with a significant 
incentive to engage in excessively risky activities. Even projects whose 
expected present value may be negative are undertaken, because upside 
gains from such projects accrue to the benefit of the depository institu­
tion and its owners, whereas the downside losses are borne by the insur­
er. Regulatory forbearance gives institutions time to engage in such 
behavior. Even without undertaking excessively risky projects, moreover, 
institutions with little or no equity capital at risk may pay out excessive 
salaries, dividends, and directors' fees. 

The struggle to compete in a situation of excess capacity and lax regu­
lation and supervision can produce excessive exit costs for depository 
institutions. Failures per se were not the most egregious problem over the 
past 1 5  years: the problem was the excessive costs required to resolve 
these failures, costs that were so enormous in the case of savings and loans 
that taxpayers have been required to assist in cleaning up the mess. 

Diminished Role of Deposit Insurance 

The goal of regulation is to provide a stable, efficient, and competitive 
financial system. The major problem that arises with banking institutions 
is that they offer deposits that are payable on demand at par or face value 
and that are used to fund longer-term assets that are illiquid and risky. 
The result is that depositors may become nervous about the safety of 
their funds and stage a run on those depositories that they perceive to be 
unsound, because withdrawals are honored on a first-come, first-served 
basis. Widespread or systemic runs can cause disruptions to the payments 
system and to the credit system, as otherwise healthy institutions are 
forced into insolvency by selling assets at "fire-sale" prices. 

In the United States, the solution to this potential calamity for both 
the financial and real sectors of an economy has been the establishment 
of a lender of last resort ( the Federal Reserve) and federal deposit insur­
ance . The benefit of these two devices is stability. In particular, a source 
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of liquidity is available at all times, and adequate funds are available to 
cover all failure resolution costs, which assures the maintenance of depos­
itors' confidence and the elimination of systemic runs. The costs are less 
efficiency and less competition than would otherwise exist because of the 
safety and soundness regulations that are imposed, including the account­
ing system, the restrictions on powers and activities, and the closure and 
resolution procedures. 

The point may have been reached at which the costs are now exceeding 
the benefits, particularly in view of the declining importance of insured 
deposits in funding assets held by financial service firms. The value of 
insured deposits has been eroding over the years. As Table 6 shows, 
insured deposits fund only 55 percent of the assets of federally insured 
depository institutions and only 1 7  percent of the total assets of all finan­
cial service firms. At the same time, transaction accounts represent only 
1 7  percent of assets, and commercial and industrial loans account for only 
12 percent of the assets of BIF- and SAIF-insured depository institutions. 

These figures raise the following questions: Is the importance of 
insured deposits in providing financial stability overstated? After all, how 
vulnerable can the payments and credit mechanisms be if, as Table 6 
shows, only 1 7  percent of assets at depositories are funded by transaction 
accounts, which, in turn, represent only 5 percent of assets of all financial 
service firms? If business loans represent only 12 percent of depository 
assets, arc these loans the core business of banking? Given that 45 per­
cent of depository assets arc funded by uninsured liabilities, arc insured 
deposits really a "low-cost" source of funds that will enable banks to 
compete successfully against nonbank financial service firms? Is the bur­
den of safety and soundness regulations on depositories really necessary, 
given that insured deposits represent only 1 7  percent of all assets offinan­
cial service firms? 

Responding to Contemporary Challenges: 
Reform of Deposit Insurance and Safety and 

Soundness Regulations 

These questions and their answers hold many implications tor the 
reform in the United States of deposit insurance and safety and sound­
ness regulations. For instance, an agenda for regulatory reform must pass 
a two-part test. It must meet the fundamental goal of bank regulation by 
protecting the payments and credit mechanisms from disruption while 
promoting competition. Meeting both parts of this test is the only way to 
maximize the efficient allocation of scarce economic resources. 
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Table 6. Federally Insured Depository Institutions, 1993 
Number of institutions 1 3,22 1 
Total assets (in billions of U.S. dollars) 4,707 
Total deposits (in billions of U.S. dollars) 3,528 
Insured deposits (in billions of U.S. dollars) 2,582 
Transaction accounts (excluding U.S. Government and 

depository institutions; in billions of U.S. dollars) 82 1 
Commercial and industrial loans (in billions of U.S. dollars) 549 

Total deposits (as share of total assets, in percent} 
Insured deposits (as share of total assets, in percent} 
Transaction accounts (as share of total assets, in percent} 
Commercial and industrial loans (as share of total assets, in percent} 

Total assets of all financial service firms 
( in billions of U.S. dollars) 

Insured deposits (as share of financial service tirm assets, in percent} 

Sources: Federal Deposit Insurance Corporation and Federal Reserv.:. 

75 .0  
54.9 
1 7.4 
1 1 .7 

1 5 ,387 
1 6.8 

In the contemporary environment, there are four basic approaches to 
regulatory reform. The first approach would be to protect depositories 
from competition by granting monopoly-like powers where possible to 
banks and by attempting to impose regulatory restrictions on nondeposi­
tory financial service firms. This reform would be an extension of the cur­
rent regulatory policy of attempting to erect barriers to entry and exit in 
the provision of financial products and services. In an environment of 
rapid competitive change, this approach is increasingly counterproductive . 

A second approach to reform would be to maintain the deposit insur­
ance system while installing a mechanism to correct promptly and, if 
necessary, close troubled institutions. A form of this second approach 
was adopted in 1991  in the Federal Deposit Insurance Corporation 
Improvement Act.2 This Act provided for corrective action-basically, 
intervention by regulators that ultimately involved seizure and resolution 
based on declining levels of book value net worth or capital . In addition 
to using book value accounting rather than market value accounting, this 
Act allowed for significant regulatory discretion. In the recent past, using 
these techniques has led to a slow and costly resolution of troubled 
depositories. Even if these difficulties could be overcome, this approach 
may be seen to impede or at least not further the ability of healthy banks 
to adapt to competitive developments in financial markets, because the 
Federal Deposit Insurance Corporation Improvement Act imposes or 
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fails to eliminate significant limitations on the activities of banking 
institutions. 

A third approach to reform would eliminate deposit insurance and 
adopt a form of what is called the narrow bank. Under this proposal, 
deposit insurance would be eliminated without eliminating the protec­
tion that deposit insurance was designed to provide for small and unso­
phisticated depositors, the payments and credit mechanisms, and the 
taxpayer. 

To understand this third approach, it is necessary to consider some the­
ory. To prevent runs and to provide individuals with a perfectly liquid 
asset-one that is payable on demand at par with extremely low user 
cost-the third proposal would create a narrow bank at every depository. 
The assets of the narrow bank would be short-term treasury securities. In 
certain circumstances, other liquid and marketable assets could be includ­
ed. The liabilities would be demand deposits or transaction accounts only. 
As a result, the return to the depositor would essentially be limited to the 
return on short-term treasury securities minus fees for servicing accounts. 

Simultaneously, the third proposal would eliminate all other regulatory 
constraints on depositories except those that apply to other financial ser­
vice firms, such as Securities and Exchange Commission disclosure 
requirements, consumer protection requirements, and all requirements 
implicit in avoiding antitrust violations. Thus, this proposal is designed to 
promote efficiency because the new, "non-narrow" bank, associated with 
but separated functionally from the narrow bank, would become a purely 
private financial service firm with the ability-in common with all other 
financial service firms-to adapt to competition. 

The fourth approach involves eliminating deposit insurance and creat­
ing a federal money market mutual fund. As with the previous proposal, 
this approach would eliminate deposit insurance. It would also eliminate 
all regulatory constraints on depositories except those that apply to other 
financial service firms. The difference is that, instead of creating just a 
narrow bank at former depositories, this approach would also create a 
federal government money market mutual fund. There is, of course, no 
reason why banks should not be able to offer competing money market 
mutual funds or risk-free accounts in narrow banks if they so chose. 

As with the narrow bank, assets of the government money market 
mutual fund would be short-term treasury securities, and liabilities would 
be demand deposits only. Access to the fund would be through check 
writing or debit cards issued to those wishing to purchase shares in the 
fund. The fund would allow all government checks, such as payroll, social 
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security, and welfare checks, to be deposited electronically-a service that 
could also be provided through the narrow bank. 

Under the fourth approach, all non-narrow banks would become 
purely private financial service firms with the ability to adapt to competi­
tion as do other financial service firms. The goals of deposit insurance 
would also be met. The provision of the money market mutual fund 
through the Government is also a function for which the Government­
more so than the narrow bank-seems particularly efficient.  Basically, a 
large-scale electronic debit and credit mechanism, requiring a sophisti­
cated computer network and retail outlets at, for example, post offices 
would be required. There is, incidentally, a historical precedent for this 
type of mechanism: postal banks. 

This approach has other advantages over the narrow bank approach 
alone. The proposal would create a vehicle to provide low-income indi­
viduals with certain financial services at low cost; it may represent a more 
efficient alternative to providing such services to low-income individuals 
through banks, community development banks, or narrow banks. At the 
moment, individuals with low incomes have difficulty cashing checks and 
establishing checking accounts of their own, in part because of a short­
age of financial service outlets near their homes. In addition, theft of gov­
ernment checks is a problem. With access to the government money 
market mutual fund, these individuals could have checks deposited in 
their accounts and draw down on these accounts through the use of 
checks or debit cards. Electronic transfer of funds to pay bills could also 
be arranged easily. The government money market fund would become 
an efficient, low-cost provider of universal liquidity in tl1e United States. 
In essence, just as the Government has provided currency over the years, 
it would be updating the process by providing the modern-day equiva­
lent of such a payments vehicle. 

Finally, it is frequently said that implicit federal deposit insurance exists 
e\·en for the narrow bank because if difficulties arose-however remote 
the possibility-the Government would step in to protect depositors. 
This reform proposal eliminates this prospect because the Government 
provides a liquidity service in the first place. Individuals would never need 
to run to currency issued by the Government. 

Conclusions 

One approach to setting a regulatory agenda for banks that is applica­
ble to almost all countries is first to examine whether the existing regula­
tory structure is consistent with the goals of bank regulation. The main 
role of bank regulation is to maintain confidence and, hence, stability in 
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the financial system because a stable financial system facilitates the effi­
cient allocation of scarce economic resources, which is the primary func­
tion of the financial system. The fundamental goal of bank regulation is 
thus to promote the efficient allocation of scarce economic resources by 
minimizing disruptions in the payments and credit mechanisms. 

Another goal of bank regulation is to promote competitive financial 
markets. Regulation itself can inhibit competition and the efficient allo­
cation of scarce economic resources .  Various ways in which restrictions on 
the activities of banking institutions can limit competition and create 
excess capacity have been pointed out in this chapter. These outcomes, 
in turn, impede the efficient allocation of scarce economic resources. 

Many of the current restrictions were adopted in the United States in 
legislation in the 1930s. They have evolved since then with changes in 
legislation and regulation that were essentially ad hoc adaptations to spe­
cific problems that appeared to need immediate attention. This pattern 
holds particularly true for the federal legislation since 1980.  These 
changes, however, fundamentally ignored the development that could 
not have been envisioned in the 1930s but exploded dramatically in the 
1980s: the revolution in computer and telecommunications technology, 
which, in turn, has spurred dramatic competition in the provision and 
distribution of financial products and services. 

Market-driven forces have created and distributed new financial prod­
ucts and services. Federally insured and regulated depositories are finding 
it difficult to adapt to the competition because of the regulations under 
which they operate . As a result, depositories are suffering from a long­
term decline in profitability, an increase in risk, and costly exits. Current 
attempts by banks to secure profitability by shifting on-balance-sheet 
assets, moving to off-balance-sheet assets, and seeking fee-based income 
are unlikely to overcome the long-term competitive disadvantages 
imposed by regulatory limitations and restrictions. 

A regulatory reform proposal must pass a two-part test. It must meet 
the fundamental goal of bank regulation by protecting the payments and 
credit mechanisms from disruption while promoting competition. 
Meeting both parts of this test is the only way to maximize the efficient 
allocation of scarce economic resources. 

Two reform proposals that would eliminate deposit insurance have 
been described. These proposals would nonetheless provide the same 
protection that deposit insurance was designed to provide: protection for 
small and unsophisticated depositors, protection of the payments and 
credit mechanisms, and protection of the taxpayer. One proposal would 
simply adopt a form of the narrow bank, \vhile the other would create 
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both a narrow bank and a federal government money market mutual 
fund. 

The financial institutions in all developed countries of the world are 
subject to most of the competitive pressures that have contributed to the 
turmoil among depository institutions in the U nited States in the 1 980s 
and early 1 990s. Many of these countries also have explicit or implicit 
deposit insurance and attendant safety and soundness regulations that 
give rise to moral hazard, as well as the other difficulties addressed in this 
chapter. As a result, there are important benefits to understanding the 
recent U .S .  experience and the reforms that have evolved and are poten­
tially applicable elsewhere. 



COMMENT 

V. GERARD COMIZIOI 

This comment addresses the significant causes of the savings and loan 
crisis that occurred in the United States in the 1980s. For the U .S. 
Government and, more important, for U.S. taxpayers, the total cost of 
protecting insured depositors from loss as a consequence of savings and 
loan failures is currently estimated at $ 1 50-175 billion.2 Thus, the sav­
ings and loan disaster raises significant public policy concerns in the 
United States. In fact, the U.S. Congress enacted legislation in 1990 
establishing a national commission to examine the causes of the problems 
in the savings and loan industry and to make recommendations for avoid­
ing a repetition of a similar crisis.3 The sheer financial magnitude of the 
savings and loan debacle makes it crucial for the financial services indus­
try, banking regulators, policymakers, and the public to understand its 
root causes. 

Development of the Thrift Industry 

The U .S .  Government's approach to regulating savings and loan insti­
tutions was paternalistic and protective throughout most of the twentieth 
century. Home financing and the ability of all citizens to own homes were 
considered fundamental principles of American life .  Because the 
Government viewed the savings and loan institutions as the facilitators of 
the goals of home lending and residential construction, the regulation of 
savings and loan institutions became an important aspect of public policy. 

As noted in the report of the National Commission of Financial 
Institution Reform, Recovery, and Enforcement on the crisis ( the 
National Commission Report) ,  "[ d]uring the 1 930s, Congress trans­
formed S&Ls into agents of national housing policy. "4 Federal deposit 
insurance was provided as a subsidy, allowing savings and loan institutions 
to raise large amounts of funds at less than market interest rates so that 
they could finance long-term, fixed-rate home mortgage loans. For the 
next 30 years, they admirably performed the role that Congress had 
assigned them of providing the financing for realizing the dream of home 
ownership . Government regulation sheltered savings and loan institu­
tions from competition, allowing the industry to be profitable and fail­
ures to be rare . As long as interest rates did not rise substantially, savings 
and loan institutions faced little risk. 

4 1 1 
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The National Commission Report points out that "[t]he modern savings 
and loan industry traces its origins to the Great Depression of the early 
1930s, which brought default on 40 percent of the nation's $20 billion in 
home mortgages and the failure of some 1 ,700 of the nation's approxi­
mately 12 ,000 savings institutions."S At that time, Congress passed three 
statutes in order to stabilize the thrift industry. The Federal Home Loan 
Bank Act established the Federal Home Loan Bank Board (Bank Board) ,  
which was to channel funds to thrifts for loans on houses and to prevent 
foreclosures.6 The Home Owners' Loan Act of 1933 gave the Bank Board 
authority to charter and regulate federal savings and loan associations.? The 
National Housing Act "created the Federal Savings and Loan Insurance 
Corporation, under the Bank Board's authority, with responsibility to 
insure thrift deposits and regulate all federally insured thrifts. "8 

Savings and loan associations proved popular, compared to banks . 
From 1 946 to 1965, commercial banks grew at an average annual rate of 
approximately 5 percent, in contrast to growth of over 14 percent for sav­
ings and loan institutions.9 The National Commission Report states: 

The stronger growth ofS&Ls mirrored their ability to attract large amounts 
of deposits from the public to engage in profitable mortgage lending. Part 
of the advantage that S&Ls enjoyed over banks was a consequence of strong 
housing demand that made mortgage lending more profitable than business 
loans and other kinds of lending in which banks at that time specialized. But 
a good deal of the advantage had been bestowed on the industry by 
Congress to "compensate" them for the greater powers of banks. to 

In the ensuing years, the U .S .  Government encouraged the existence 
of thrift institutions and even, on occasion, provided them with a con­
siderable competitive edge over other financial services competitors. For 
example, until 1954, savings and loan institutions paid no income tax. 
This exemption made their loans more profitable than bank loans, which 
were subject to income tax. More important, federal legislation in the 
mid - 1 960s gave thrifts a competitive advantage over commercial banks 
by allowing them to pay higher rates of interest on passbook savings 
accounts than permitted by law for banks. Later federal legislation also 
created "bad debt reserve" tax features for savings and loan institutions 
that virtually eliminated the need for thrifts to pay federal tax . In addi­
tion, other tax incentives favored thrifts over commercial banks in order 
to encourage the thrifts' mission of furthering home ownership. 

The strategy of creating a more advantageous market for the thrift 
industry emerged as a notable aspect of the downfall of the savings and 
loan industry because, at critical points over the past 20 years, they were 
ill equipped to compete with emerging competitors in the mutual fund 
and money market industries. 
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Savings and loan executives sailed smoothly through the period follow­
ing World War II and up to the 1970s. Their industry enjoyed a golden 
age, with total savings and loan assets expanding from $ 1 0  billion to $ 1 30 
billion, 85 percent of which were mortgage loans . l l Moreover, during the 
years between 1 946 and 1965, the thrift industry enjoyed significant 
growth at an average annual rate of more than 14 percent. l 2 In addition 
to high levels of savings, there was a great postwar demand for consumer 
goods and housing construction (in essence, pent-up demand), which the 
savings and loan industry served extraordinarily. As long as interest rates 
did not rise substantially, the business of savings and loan institutions 
faced little risk . 1 3  Accordingly, because interest rates remained fairly stable 
until the mid- 1960s, the thrift industry faced no profound challenges. 

Adversities in the Economy Significantly Altered the Course 
of the Thrift Industry 

Accustomed to the comfortable complacency of the golden years of the 
thrift industry following World War I I ,  thrift executives were ill prepared 
to confront the challenges that arose in the next 1 5  years. In the 1960s, 
two of the challenges-inflation and the resulting increase in interest 
rates in the domestic economy-had a severe impact on the portfolios of 
these institutions. 

During the 1960s and 1 970s, the overspecialized savings and loan 
industry experienced increasing risk and declining profitability, as rising 
interest rates and increased competition turned their environment 
increasingly hostile. Because deposit insurance shielded depositors from 
loss, however, the industry continued to expand. At a time when the 
industry needed to shrink and increase its capital levels, it did the oppo­
site. Proposals to grant savings and loan institutions the flexibility to cope 
with mounting interest rate risk by granting the industry enhanced asset 
and liability powers were rejected repeatedly by Congress as inconsistent 
with national housing policy. 

By 1979, inflation in the United States had reached double digits; as a 
result, the Board of Governors of the Federal Reserve System imple­
mented a relentless anti-inflationary policy from October 1979 until 
October 1982 . The severity of this policy produced a massive interest rate 
shock, bringing inflation quickly under control, but at high costs and to 
the detriment of the savings and loan industry. l4  At that time, adjustable­
rate mortgages, which would have helped to alleviate the interest rate 
burden, were generally impermissible under federal banking and con­
sumer laws, leaving earnings on mortgage loans at fixed rates. As a result, 
savings and loan portfolios, comprised primarily of fixed-rate mortgage 
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loans, sustained massive losses in market value, resulting in a combined 
negative net worth of approximately $ 1 50 billion. I S  Therefore, concern 
grew that as interest rates increased, the thrifts would have to offer higher 
rates to attract new depositors, while the bulk of their funds were already 
invested in long-term mortgage loans bearing the lower rates of the past. 

As skyrocketing interest rates hit the industry's portfolios from one 
side, disintermediation in the American financial services community 
threatened the portfolios from another. Between 1 966 and 1979, finan­
cial markets began to integrate, and many people came to believe that 
forced specialization of the various financial institutions should end; 
specifically, it was thought that savings and loan institutions should for­
sake their roles solely as home lenders so that they could diversify their 
assets and liabilities. l 6  The U .S. Congress, however, insisted that the sav­
ings and loan industry continue in its capacity as a facilitator for home 
construction. ! ?  Furthermore, many in the thrift industry were reticent to 
relinquish the industry's niche in the financial services sector for fear of 
completely losing its integral position in the home lending market. Thus, 
savings and loan institutions continued as mortgage lenders, offering 
loans at low interest rates, while market interest rates continued to fluc­
tuate and increase sharply. 

Because nondepository institution competitors were able to pay mar­
ket rates of interest on investments that were much higher than rates of 
interest paid on passbook savings accounts, savers drew down their 
deposits in the thrifts and placed them with competing mutual funds and 
money market funds, generating billions of dollars of outflows from thrift 
institutions. When market interest rates rose sharply in 1966, customers 
began to shift their investments into other market instruments that 
offered higher returns. By 1 980, the thrift industry was in large part 
insolvent, its lending portfolio "underwater." Moreover, because of the 
changing facets of the financial services industry-specifically, rising inter­
est rates and increased competition-the savings and loan industry faced 
an increasingly hostile environment. I S  

Government's Delayed Reaction to the Impending 
1rltrift <:risis 

Despite economic strife in the savings and loan industry, the U .S .  
Government, including the Congress, the Administration, and the vari­
ous regulatory agencies, was slow to act. Statutory changes providing sav­
ings and loans with additional asset powers and complete deregulation of 
deposit interest rates had been recommended for several years. However, 
the government implemented the changes too late to successfully avert 
the savings and loan crisis. l 9  
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As a result, beginning i n  1 980, the Government sought to address and 
rectifY the losses that several institutions had experienced, with the hope 
that interest rate fluctuations and any insolvencies would be short-lived. 
At that time, Congress moved to increase maximum deposit insurance 
levels from $20,000 to $ 100,000, in order to allay the crisis.20 
Furthermore, during 1 98 1  and 1982, the Government introduced a pol­
icy of forbearance, under which institutions whose insolvencies were 
caused by unprecedented high interest rates were allowed to continue 
operating.2 1 The philosophy driving these regulatory changes was that 
when interest rates returned to more normal levels, the industry also 
would return to solvency.22 

Some elements of the 1980 legislation clearly had little effect. Some 
4 1 5  savings and loans with $220 billion of assets had become insolvent.23 
In 1982,  in addition to continuing its forbearance policies, Congress 
sought to resolve the crisis through the Garn-St. Germain Depository 
Institutions Act.24 This act sought to enable the thrift industry to recoup 
the losses that it had accumulated as a home lender by allowing it to 
diversifY and expand its nonhome lending activities. A deregulatory ini­
tiative, the Garn-St. Germain Depository Institutions Act significantly 
increased the authority of savings institutions to engage in nontraditional 
lending activities and riskier investments, including direct investment, 
increased commercial loan authority, real estate development, and inter­
est rate speculation. At the same time, a number of states adopted simi­
lar legislation for state-chartered institutions. These states included Texas, 
Florida, and California, where a significant amount of the thrift industry's 
later losses would occur.2s The problem arising in this instance was that 
the deregulation process of the thrift industry suffered a grave imbalance. 
The industry obtained substantial new investment powers and was sub­
ject to less supervision; simultaneously, government-backed deposit 
insurance was retained and even increased.26 The disequilibrium, namely, 
greater risk and less supervision, which was underwritten at the expense 
of U .S .  tax dollars, enhanced the chances of abuse in the industry and 
contributed significantly to the dissolution of the federal deposit insur­
ance fund.27 

The relaxation of supervision and regulation, coupled with the oppor­
tunity for higher risk endeavors and higher returns, led to a rapid expan­
sion of the thrift industry between 1 982 and 1 985 that largely went 
unchecked by the respective regulatory agencies. In those years, industry 
assets ballooned 56 percent, increasing from $686 billion to over $ 1  tril­
lion .28 As this occurred, owners, operators, and managers of thrift insti­
tutions paid little heed to notions of safety and soundness ( otherwise 
fundamental concepts in the federally insured financial industry) .  Rather, 
the minds of certain individuals in the industry became focused on reap-
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ing great financial benefits, either to salvage their own institutions or, for 
some, simply to make a profit. 

As rapid growth and large capital gains ensued, more potential thrift 
operators flocked to the various state and federal supervisors in order to 
charter their own institutions. Potential for gain in the thrift industry was 
immense, especially in light of the abatement of supervision and the like­
lihood that such supervision would not hinder efforts to gain substantial 
profits. At the expense of the federal deposit insurance fund, these new 
thrift operators were successful in their endeavors. 

Effects of the Initial Governmental Response 

By 1985, it was evident that the attempt at deregulation and diversifi­
cation had been unsuccessful. The new thrift charter, with its significantly 
expanded range of activities, was an eagerly accepted invitation to respon­
sible and irresponsible people alike to obtain thrift charters and to engage 
in the newly acquired and riskier activities. New regulatory actions 
expanded asset and liability powers of savings and loans sharply by allow­
ing them to move into risky new areas of business in which they lacked 
expertise, while regulatory standards for safe and sound practices in �hese 
activities were virtually nonexistent.29 

Consequently, the moral hazard became clear. An institution that was 
not healthy but had the opportunity to exercise the newly expanded pow­
ers had a further incentive to take risks. Specifically, because of the 
increase in insurance on depository accounts, owners and operators of 
savings and loan institutions had little of their own money to lose if the 
institution failed and much to gain by expanding.30 On one hand, by tak­
ing risks for high rates of return, a savings and loan institution might 
manage to recapitalize itself. On the other hand, if its risks did not prove 
successful and the thrift became insolvent, the U.S .  Government stood 
behind the deposit insurance funds and would absorb the losses. Savings 
and loan institutions and the thrift industry as a whole gambled on risks 
at the considerable expense of U.S. taxpayers. I n  essence, the moral haz­
ard of deposit insurance was a "heads I win ,  tails you lose" philosophy for 
thrifts attempting to avoid failure. 

Fraud in the Thrift Industry 

While it was not the primary cause of the savings and loan debacle, 
unprecedented fraud emerged in the savings and loan industry as dis­
honest operators were attracted by the new governmental policies that 
provided the opportunity for such fraud.3 1  The potential for profits was 
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notable, while, owing to diminished levels of supervision, the chances of 
getting caught were minimal.32 Credit risk accumulated without the net 
worth to support it, and, with abusive practices proliferating, the savings 
and loan debacle emerged. The collapse of the real estate market that 
occurred in the latter half of the 1980s, especially in the southwestern 
part of the country, clearly compounded this crisis. 

Unfortunately, new investment powers did not help thrift institutions 
recapitalize. Rather, new activities exacerbated losses as a result of the fail­
ure of several real estate projects throughout the Southwest. A number of 
large thrift institutions were intimately involved in the junk bond market, 
which turned out to be a disaster. When the junk bond market collapsed, 
portfolios evaporated. 

Where Does Deposit Insurance Go From Here? 

The events and circumstances that precipitated the savings and loan cri­
sis provide a good basis upon which to evaluate new regulations and 
activities, or to implement an entirely new federal deposit insurance sys­
tem, or both. Federal deposit insurance was a necessary condition for the 
debacle; in its absence, high-risk savings and loan institutions could not 
have developed. First, depositors would have demanded progressively 
higher interest rates as risks increased and ultimately would have with­
drawn their funds. Second, raising the insurance limit to $ 1 00,000 exac­
erbated the situation, making available larger amounts of capital. These 
two factors "robbed the system of the market discipline needed to con­
trol risk." 33 

However, even in the best of circumstances, many savings and loans 
would have still failed in the early 1980s when 35 percent of the indus­
try continued to sustain losses, 9 percent of all savings and loans were 
insolvent based on generally accepted accounting principles, and 1 6  per­
cent were insolvent based on tangible net worth .34 Clearly, in addition to 
the deposit insurance, other factors contributed to the profound taxpayer 
expense that followed. Had the Bank Board moved to close insolvent 
institutions in 1983, total costs to the taxpayer might not have exceeded 
$25 billion .35 Furthermore, had the Bank Board stepped up its supervi­
sion and regulation, especially with respect to troubled institutions, many 
of the institutions would not have reached hopeless states ofinsolvency.36 

By 1985,  the Federal Savings and Loan Insurance Corporation main­
tained only $4.6 billion, while insolvencies had risen to $26 billion of 
total assets. Congress attempted to recapitalize the thrift industry insur­
ance fund through the Competitive Equality Banking Act37 in 1987. The 
Competitive Equality Banking Act allotted a very small amount, $ 1 0  bil-
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lion, to recapitalize the Federal Savings and Loan Insurance Corporation 
fund. By 1 988,  it became apparent that this amount was insufficient and 
that a major financial disaster was imminent. 

As a result, the landmark savings and loan bailout legislation, the 
Financial Institutions Reform, Recovery, and Enforcement Act of 1989 
(FIRREA),38 attempted to forge a new resolution to the crisis. This leg­
islation released massive amounts of taxpayer monies to fi.md the bailout 
and the resolution of up to 800 insolvent thrift institutions. FIRREA 
accounted for estimates by 1989 that the cost of a savings and loan bailout 
would exceed $ 1 00 billion. The legislation also significantly changed the 
regulation of savings institutions by requiring them to revert to home 
lending and to disengage from the direct investment and commercial 
lending activities granted by federal and state legislation in the 1980s. 

In  response to the perceived problem associated with deregulation of 
the thrift industry and the circumstances that arose therefrom, banking 
legislation since FIRREA has imposed additional operating restrictions 
upon both banks and thrift institutions by significantly increasing regula­
tory capital requirements and by significantly augmenting the regulatory 
oversight of the Federal Deposit Insurance Corporation. Post-FIRREA 
legislation also has reinforced the power of the U.S.  federal banking 
agencies, so that those agencies can literally take over and run the busi­
ness of undercapitalized banks or savings and loan institutions until cap­
ital problems are solved. 

The Future 

At present, the American banking community seeks to increase its secu­
rities, insurance, and other nontraditional banking activities. There are 
good public policy reasons, including the enhancement of the competi­
tive position of banks, underpinning the revisiting of earlier legislation 
limiting these activities that was passed during the U .S .  banking crisis of 
the 1930s. However, to some degree the savings and loan debacle con­
tinues to cast its shadow whenever Congress addresses these issues. In  
evaluating new activities and risks, and in determining a new course of 
action for any federally insured industry, the question always will arise as 
to how and to what extent the proposed new activities will increase the 
risk to the federal deposit insurance funds. 

This issue becomes especially acute for legislators and banking regula­
tors in dealing with the proliferation of other nondepository financial 
institution competitors. These nondepository institutions, such as mutual 
funds and securities firms, have been and will remain formidable bank 
competitors for retail funds. 
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Indeed, the members of the American banking industry intend to con­
tinue to demand changes that will allow for diversification of permissible 
activities. Thus, in the future, the primary issue on the legislative agenda 
will be the consideration of appropriate safeguards to protect against dan­
gers to the deposit insurance funds. The regulatory agencies and the pub­
lic policy discussions have proposed the establishment of so-called firewall 
safeguards between nondepository and depository activities; only the lat­
ter would be backed by the full faith and credit of the U.S.  government 
by means of deposit insurance. If regulatory agencies start a trend toward 
deregulation and if diversification continues, the issue of firewalls will be 
a significant part of the dialogue, both within the regulatory agencies and 
in Congress, in light of the savings and loan crisis. 
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2IA. Bankruptcy Policies, Restructuring, and 
Economic Efficiency 

IZAK ATIYAS 

Introduction 

The importance of bankruptcy laws for the development of debt 
instruments, as well as for financial markets in general, is well-known. 
Bankruptcy policies establish a formal procedure that may be initiated 
whenever a debtor is unable to meet contractual obligations to creditors. 
The procedure is designed to redistribute the rights to control the debtor 
firm and the rights to appropriate the income stream generated by it. 
When properly designed and implemented, bankruptcy mechanisms are 
believed to enhance economic efficiency by allowing the timely exit of 
unproductive economic units and regulating the transfer of the owner­
ship of productive assets to more qualified entrepreneurs. Inadequate 
bankruptcy mechanisms, however, may cause excess1ve liquidation of 
assets or act as barriers to exit. 

Bankruptcy procedures also make up an important component of 
countries' policies for industrial restructuring. In many countries, insuf­
ficient capital mobility acts as a significant barrier that delays or hinders 
efficient restructuring. Many developed and developing countries have 
designed policies within given sets of rules to address the special 
problems of declining industries, and to remove barriers to capital 
mobility and exit . • Such policies attempt to facilitate restructuring, 
including through capacity reduction, enterprise rehabilitation, or exit. 
Bankruptcy procedures can be seen as an important component of these 
policies. 

Most bankruptcy laws prescribe variants of two distinct procedures. 
In the first procedure, bankruptcy liquidation, the debtors' assets are 
sold, and the proceeds are divided among creditors according to sharing 
rules that are determined by lawmakers. The second procedure, 
bankruptcy reorganization, is a process under the supervision of the 
court in which the claimholders of the debtor firm negotiate the res­
tructuring of the debtor's liabilities and assets, possibly with the objec-

42 1 
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rive of maintaining the company as a going concern. Negotiation is suc­
cessful if an agreement is reached. The agreement may stipulate either 
the continuation of the firm as a going concern in restructured form or, 
in principle, its liquidation. If no agreement is reached, the reorganiza­
tion process fails, and, most likely, bankruptcy liquidation proceedings 
are initiated. 

Bankruptcy reorganization procedures potentially play an important 
role in rehabilitating companies that are in financial distress and in default 
on debt payments. Rehabilitating such companies often entails restruc­
turing the assets and claims on the enterprise. Firms in need of restruc­
turing are often overindebted because of past macroeconomic policies 
that encouraged debt accumulation, earnings shocks that generated losses 
and reduced equity capital, or bad management. These firms often also 
need to reorganize their assets to increase productivity. Hence, a regu­
lated process of debt renegotiation and asset reorganization may play an 
important role in industrial restructuring. 

Depending on how they are designed, reorganization procedures may 
also act as barriers to exit, for example, by granting debtors too much 
protection. When debtors are granted excessive bargaining power during 
reorganization negotiations, they may abuse the process to delay exit or 
extract economically unjustified concessions from creditors. Therefore, 
the mechanisms designed in reorganization to resolve conflicts of interest 
between debtors and creditors, in particular the distribution of rights to 
control the enterprise's assets during reorganization negotiations, are 
essential determinants of not only the economic efficiency of the out­
comes but also the extent to which bankruptcy laws can play a useful role 
in industrial restructuring. 

Attempts to design or reform bankruptcy laws are often confronted 
with the following questions: Should bankruptcy policies allow for 
bankruptcy reorganization? If so, to what extent should bankruptcy poli­
cies "protect" debtors; in other words, how should control rights be dis­
tributed during reorganization? How should bankruptcy policies 111 

developing countries take account of such structural characteristics as 
weak judicial systems and underdeveloped capital markets? 

The next section of this paper discusses some market imperfections that 
provide the economic rationale for bankruptcy (especially reorganization) 
policies. The following sections present an international comparison of 
bankruptcy laws and some thoughts on bankruptcy policies for develop­
ing countries.2 
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The Economics of Bankruptcy Policies: 
Common Pool and Agency Problems 

An important economic function of the state in capitalist economies is 
to enforce contracts or impose damages or penalties on the party that 
breaches a contract. In the case of debt contracts, a breach occurs when 
the borrower does not repay the debtor. When a debtor defaults on a 
loan, the creditor has generally two options outside bankruptcy. If  the 
loan is secured, the creditor can have resort to the security by seizing the 
assets that serve as collateral. If the loan is not secured, the creditor can 
pursue other legal action permissible under debt-collection laws. For 
example, in the United States, the creditor can sue the debtor; if success­
ful, the creditor may foreclose on real property or seize personal 
property.3 

However, these methods of enforcing loan contracts become inade­
quate when the number of creditors is large, and especially when the 
value of the debtor's assets is inadequate to pay all claims. Typically, debt­
collection laws function on a first-come, first-served basis. Under these 
conditions, a coordination problem arises, as each creditor rushes to seize 
assets before the others, resulting in a fragmentation of the debtor's 
assets, which is costly if the firm is worth more as a whole than as the sum 
of its individual assets. It has been argued, therefore, that a coordinated 
settlement of claims through a bankruptcy procedure may be in the inter­
est of the creditors as a whole. Hence, the main purpose of the bank­
ruptcy policy can be seen as solving the "common pool" problem.4 
Bankruptcy typically resolves common pool problems by triggering an 
"automatic stay," that is, by forbidding creditors from grabbing assets 
through individual debt-collection action. 

The common pool problem has an important variant in the case of 
firms that suffer from debt overhang. When creditors cannot perfectly 
monitor the actions of a borrower, it may be in their interest as a whole 
to reduce the face value of the claims on an overindebted firm; by pro­
viding better incentives to the firm and, therefore, enhancing efficiency, 
debt reduction may increase the value of the remaining stock of debt 
claims. However, the common pool problem may prevent such a debt 
reduction, even when it is an efficient outcome. No single creditor may 
have an incentive to reduce the face value of his or her claim; each indi­
vidual creditor bears the cost, while other creditors are seen to benefit 
from the efficiency gain. Rehabilitation of the debtor through debt 
reduction may require a collective action that may not be possible to 
implement through the market mechanism. A bankruptcy reorganization 
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procedure may provide a forum in which such collective action can take 
place . 

While the common pool problem is seen as an important economic jus­
tification for bankruptcy policies, conflicts of interest between creditors 
and debtors pose another major problem that bankruptcy policies must 
address. In environments where bankruptcy is an underlying concern, 
these conflicts of interest, or "agency problems," arise because debtors 
are typically interested in maximizing the equity value rather than the 
total value of the firm, even though actions that are conducive to that 
objective typically may reduce the value of debt.s Several examples of 
such activities have been given in the literature .6 In principle, such agency 
problems could be resolved if covenants could be included in the debt 
contract that would state contingent actions that the borrowers would 
undertake ex post. However, creditors often cannot perfectly monitor the 
actions of debtors after a debt contract is written because of such prob­
lems as imperfect information and the costliness of contract enforcement. 

These conflicts are magnified during periods of financial distress, when 
the value of the owners' stake in the debtor company is diminished. This 
situation reinforces equity holders' incentives to transfer wealth from 
creditors by, for example, taking on excessive risk, assuming new ( espe­
cially secured) debt, stripping assets, or even conveying them to third par­
ties for personal gain. These incentives make the renegotiation of claims 
on the enterprise more difficult. 

In principle , bankruptcy policies should address agency problems by 
generating incentives to maximize the net value of the assets involved. In 
particular, the rules should ensure that debtor companies liquidate, con­
tinue operation, or reorganize whenever it is socially optimal to do so .7 
The rules should also encourage the maximization of the value of the 
assets under bankruptcy without jeopardizing the terms of the original 
debt contracts. Striking a balance between promoting the restructuring 
of viable firms and protecting creditors' rights is one of the most difficult 
issues in bankruptcy law design. 

Bankruptcy policies set the rules to be followed under liquidation and 
reorganization, and establish the options available to the parties. These 
policies determine who has the right to initiate bankruptcy proceedings; 
they also set priorities among different types of creditors upon liquidation 
of the debtor's assets, lay down procedures to be followed during liqui­
dation, establish the degree to which contracts established prior to 
bankruptcy can be voided, and determine the extent of the protection 
granted to the debtor's assets from legal actions undertaken by the cred­
itors. Furthermore, bankruptcy policies determine the manner in which 
debtor and creditors can jointly exercise control over the firms' assets 
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under a reorganization process, choose the parties that are authorized to 
prepare a reorganization plan, establish the voting rules whereby the dif­
ferent classes of creditors can approve an agreement for reorganization, 
and set the degree to which secured creditors' claims can be reduced. In 
addition, bankruptcy policies define the role of the government and the 
role of courts in the process. 

Variations in Bankruptcy Policies Across Countries 

Different countries have taken different approaches to resolving the 
common pool and agency problems. They have also struck different bal­
ances between protecting creditors' rights and encouraging restructuring. 

United States 

In the U .S.  reorganization procedure, which is governed by Chapter 
1 1  of the Bankruptcy Code,s debtors retain significant control rights and 
substantial bargaining power during negotiations. The debtor remains in 
possession of the assets and continues managing them unless the court 
finds it necessary to appoint a trustee . The debtor also has the authority 
to design and propose a reorganization plan . Recent empirical studies, as 
well as evidence of a more anecdotal nature, suggest that these features 
of the legal framework allow debtors to extract significant concessions 
from creditors.9 In particular, shareholders and management can threaten 
creditors by delaying the bankruptcy process. If the net value of the assets 
has fallen and the value of equity is close to zero, delays impose losses on 
creditors but not on the shareholders, who basically have nothing to lose. 

United Kingdom 

Whereas the bankruptcy legislation in the United Kingdom prior to 
1986 emphasized winding-up over reorganizations, the Insolvency Act, 
1986, provides two mechanisms for debtors' rehabilitation: administra­
tion and administrative receivership . l O The basic duty of an administrator, 
who is appointed by the court, is to take over the management of the 
company, prepare proposals for its rehabilitation, and carry out these pro­
posals. I I  The administrator has wide administrative and management 
powers . 

An administrative receiver has functions similar to those of an adminis­
trator, except that it is appointed by holders of debentures secured by a 
floating charge, rather than by the court. l 2  The authorities of the admin­
istrative receiver include those granted to the administrator, as well as any 
additional authority envisaged in the debenture. Under the U . K. legisla-
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tion, therefore, in  contrast to the U.S. legislation, the incumbent man­
agement loses control over the assets of the company. I3  More important, 
holders of debentures secured by floating charges may pre-empt the 
appointment of an administrator by appointing an administrative receiv­
er. By exercising that prerogative, secured creditors dominate the process. 

France 

The French legislationl4 is explicitly designed to save the debtor's 
enterprise and labor force, as well as to discharge all liabilities. It is dif­
ferent from the bankruptcy laws in the United States and the United 
Kingdom in that it prescribes a single bankruptcy procedure involving 
several stages. First, except when the enterprise has ceased all activities or 
when its rehabilitation is obviously not possible, all bankruptcy proceed­
ings begin with a period of observation, during which an economic and 
financial account is drawn up and a rehabilitation plan-setting forth pro­
posals either to continue or to transfer the enterprise's activities-is pre­
pared. Then, before the period of observation expires, the court either 
adopts the proposed plan or, if no continuation or transfer is possible, 
declares a judicial liquidation of the debtor enterprise. 

The court initiates a bankruptcy proceeding by appointing an adminis­
trator, whose functions include the preparation of the economic and 
financial account, as well as the plan of rehabilitation .  The legislation 
assigns substantial decision-making power to the court. For example, it is 
up to the court to decide whether the administrator will merely oversee 
management operations, assist the debtor in current management activi­
ties, or take full control of the enterprise. It is possible for the court to 
decide that the debtor is totally divested of all rights pertaining to man­
agement of the enterprise and disposition of assets. Furthermore, the leg­
islation allows the court to adopt the proposed rehabilitation plan even if 
the debtor, the creditors, or the workers' representatives object. In a 
reform in 1994, the protection of secured creditors was strengthened 
somewhat, but the dominant position of the court was left fundamentally 
intact. 

Comparison of Bankruptcy Laws in the United States, the United 
Kingdom, and France 

There is general agreement that bankruptcy codes should include reor­
ganization as an option .  The question then is, To what extent should the 
bankruptcy process protect debtors? For example, should the debtor 
retain the right to control the firm's assets under bankruptcy? How 
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should bankruptcy reorganization be designed so that it encourages the 
restructuring of viable firms without jeopardizing the creditors' rights? 

The U.S. Bankruptcy Code appears to have incentives to delay and 
defer liquidation, especially by granting the debtor the ability to impose 
costs on creditors by delaying the process; the U . K. Insolvency Act, by 
contrast, may prompt premature liquidations by emphasizing only the 
rights of creditors-and, in most cases, the rights of only secured credi­
tors. Also, the U.S. Bankruptcy Code frequently tends neither to help 
uphold the original debt contracts nor to protect creditors' contractual 
rights by allowing outcomes that transfer wealth from creditors to 
debtors; by contrast, the receivership in the U .K. Insolvency Act results 
in a speedy settlement of claims. Also, by giving priority to new financ­
ing, the U.S.  Bankruptcy Code perhaps facilitates access to new financing 
at the expense of a higher ex ante cost of capital. In summary, both lav.·s 
are imperfect in terms of economic incentives. 

The French system has chosen another approach by granting substan­
tial decision-making authority to the court and judges, rather than to the 
creditor or the debtor. The problem with this approach is that the court 
may not have any incentive to act in a way that would maximize the value 
of the firm. Because the decisions of the court, which has no stake in the 
process, dominate those of other parties who do have a stake in the pro­
cess, bankruptcy outcomes may be inefficient and fail to protect creditors' 
rights. 

A better balance may be reached by, on the one hand, requiring that 
the debtor lose control rights once the company is under bankruptcy and, 
on the other, not granting control rights or decision-making authority to 
one set of creditors at the expense of others. This approach would require 
granting a substantial role to a trustee or an administrator, as in the U .K. 
system, while curtailing the veto power of secured creditors. 

Problems of Bankruptcy Policy in Developing Countries 

Bankruptcy policy in developing countries faces additional problems. 1 5  
First, i n  many cases, the law itself is outdated. I t  does not sufficiently dif­
ferentiate between the enterprise and its owners and managers, so that 
rehabilitation of the enterprise as a going concern almost always implies 
that the owners must be bailed out as well .  This lack of differentiation 
limits the flexibility of the process and restricts the number of options. 
Moreover, in many countries, bankruptcy has criminal implications, a 
problem that unnecessarily increases the stigma attached to going 
bankrupt. Second, there are problems of institutional and financial infra­
structure. The processing capacity of the court system, as well as the 
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number of expert bankruptcy practitioners, is limited. Judges are often 
inexperienced in dealing with conflicts that arise from financial and com­
mercial transactions. In addition, information dissemination and legal 
documentation in the financial system may be imperfect if accounting 
and disclosure rules are inadequate. 

These features might suggest that bankruptcy procedures in develop­
ing countries should not require extensive judgments and evaluations 
from the court system, and that reorganization procedures are more 
likely to produce efficient outcomes if, during negotiations, creditors or 
their representatives are able to control the activities of the debtor firm, 
including by taking over its management. However, the latter conclusion 
needs to be qualified. First, in many developing countries, banking sys­
tems are oligopolistic; collusive behavior among banks is widespread. 
Granting banks a dominant role under bankruptcy would not lead to 
competitive solutions and might possibly encourage abusive behavior on 
their part. Second, banks are often owned by conglomerates that hold 
industrial interests as well. In these circumstances, the bankruptcy process 
may be used to increase the dominant market positions of conglomerates 
at the expense of firms that are not members of conglomerates. The pol­
icy implication would seem to be that, in order to produce efficient 
results, a reform that would introduce a creditor-oriented bankruptcy law 
should be preceded by the establishment and effective implementation of 
competition policies. 

In a recent reform of bankruptcy procedures in Colombia, a different 
approach was taken: the Superintendency of Companies, an administra­
tive body, was granted judicial powers and made the sole competent body 
overseeing the bankruptcy and reorganization of large companies. The 
bargaining power of debtors was curtailed by imposing tight time limits 
on the different stages of the bankruptcy process. In addition, the 
technical and financial expertise of the Superintendency was enhanced 
through the hiring of additional financial experts. The Superintendency 
of Companies now analyzes bankruptcy reorganization primarily as an 
economic and business problem, rather than as a purely legal problem. 
Preliminary empirical evidence suggests that these changes have actually 
improved the procedures, which take less time than before. 

Conclusion 

The bankruptcy process is a mechanism that is used as a last resort in 
corporate restructuring. It  should be seen as one of a multitude of avail­
able mechanisms promoting restructuring in the industrial sector. 
Informal reorganizations, undertaken out of court with the participation 
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of agents that specialize in corporate workouts, is an important comple­
ment to formal bankruptcy procedures. Informal workouts are less costly 
than formal bankruptcy reorganizations. They work best when the num­
ber of creditors with claims to be reorganized is relatively small . The dis­
advantage is that informal workouts require the consent of all creditors in 
that particular class, whereas formal bankruptcy often requires the con­
sent of some fraction of the creditors. Hence, when the number of cred­
itors is large, it is more difficult to resolve the common pool problem in 
informal workouts, and formal bankruptcy may be necessary. 

Finally, it should be noted that restructuring is in many countries 
impeded by important shortcomings of the general regulatory environ­
ment, such as restrictions on the mobility of capital and labor and inade­
quacies of the social safety net. Unless undertaken as part of a general 
overhaul of the regulatory environment aimed at eliminating these short­
comings, a reform of the bankruptcy system alone is bound to be 
ineffective. 



21B. An Explanation of, and Guide to, Business 
Reorganizations Under Chapter l l  

of the U.S. Bankruptcy Code 

ROGER M. WHELAN 

Introduction 

An important aspect of the U.S. bankruptcy system is the emphasis 
and importance placed on financial rehabilitation-both for individuals 
and businesses. Chapter 1 1  of the Bankruptcy Code, 1 which generally 
pertains to business reorganization, is a special relief chapter of the 
Bankruptcy Code; only persons ( individuals, partnerships, or corpora­
tions) who are otherwise eligible for relief under Chapter 7 of the code 
(the special relief liquidation chapter of the code) may seek relief under 
this chapter. There is, however, no requirement that the person seeking 
relief under Chapter 1 1  be insolvent.2 

Because of the cyclical nature of the business economy and the diverse 
types of business problems that have arisen in the past few decades, 
numerous businesses, ranging from small, single-asset real estate cases3 to 
multinational corporations, have successfully sought relief under the 
wide-ranging provisions of Chapter 1 1 . Essentially, the goals of Chapter 
1 1  are ( i )  to provide a statutory framework within which a debtor may 
formulate a plan of reorganization resulting in a broad discharge of 
indebtedness and other protective devices that will enable the business to 
continue its operations or, alternatively, ( i i)  to provide an organized plan 
of liquidation in order to maximize the going-concern value of the failed 
business for its creditor constituency. 

In the first instance, the filing of a Chapter 1 1  case (primarily consist­
ing of a petition seeking relief under Chapter 1 1 , detailed schedules set­
ting forth a complete and comprehensive description of assets and claims, 
an exhibit setting forth a summary of the financial structure of the 
debtor, and detailed answers dealing with various aspects of the debtor's 
financial transactions) triggers the imposition of an "automatic stay," 
which, subject to certain defined exceptions, creates a court-imposed 
moratorium on adverse actions pending or threatened against the debtor 
or the debtor's property.4 

An important development in many Chapter 1 1  cases is the appoint­
ment and role of the unsecured creditors' committee. In addition, for 
partnerships or corporations, an equity security holders' committee may 
also be appointed. The Office of the U.S.  Trustee ,  acting independently 
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of the court, will appoint a representative creditor committee, usually 
drawn from the 20 largest unsecured creditors and consisting of 3-5 
members. This committee may retain counsel, and the expenses of the 
committee members incurred in connection with the performance of 
their duties are subject to reimbursement from the debtor's estate. The 
committee possesses broad powers of inquiry and provides input during 
the ongoing phases of the debtor's business operations. The committee 
also has legal authority to assert and pursue individual causes of action to 
enhance the estate if the debtor fails or refuses to pursue such actions. If 
the debtor's management has engaged in fraud, gross mismanagement, 
or essentially any conduct constituting "cause," the bankruptcy court 
may oust the "debtor in possession" ( the new legal entity created by the 
filing of the Chapter I I  petition) and order the appointment of an inde­
pendent trustee to render and investigate the debtor's conduct. The 
appointment of an independent trustee will also result in recommenda­
tions concerning the debtor's future business operations in the Chapter 
I I  case .s 

Rights and Powers of Debtors in Possession 

During every Chapter I I  case, the debtor in possession has all the 
rights and powers of a trustee. These rights and powers are set forth as 
follows: 

Right to Reject or Assume Executory Contracts6 or 
Unexpired Leases 

The right to reject or assume executory contracts or unexpired leases is 
an important aspect of all bankruptcy law. On the one hand, it enables 
the debtor in possession to rid itself of burdensome contracts or leases, 
subject only to the right of the nondebtor party to file a claim for dam­
ages sustained as a result of this breach ;  on the other hand, the debtor, in 
those cases in which a decision was made to derive the benefits of an 
advantageous executory contract, has the right to assume such a contract, 
even where there was an existing default, subject only to the debtor's 
obligation to cure existing defaults, compensate the nondebtor party for 
actual damages sustained as a result of the prepetition breach, and pro­
vide assurance of future performance. 

Right to Avoid or Annul Certain Prepetition Transactions 

The right to avoid or annul prepetition transactions most frequently 
asserted pertains to certain transfers of the debtor's property that were 
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preferentially made to satisfY, in whole or in part, a prepetition antecedent 
debt within 90 days prior to the filing of the Chapter l l  case .? The recov­
ery of a preference will enlarge the estate for the benefit of all unsecured 
creditors. Other rights asserted by debtors include the right to avoid or 
recover property that was fraudulently transferred prior to bankruptcy, as 
well as property of the estate transferred subsequent to the date of 
bankruptcy unless authorized by the bankruptcy court; the right to avoid 
certain types of statutory liens that were triggered prior to bankruptcy by 
the debtor's insolvency; and finally, the right to avoid any type of security 
interest that was not properly perfected as of the date of bankruptcy. 

Right to Use, Sell, or Lease Property of the Estate 

The debtor is usually free to sell property of the estate that is employed 
in the ordinary course of the debtor's business ( for example, inventory) ,  
as long as  the sale occurs in the ordinary course of business. Sales of prop­
erty outside the ordinary course may also occur, but only after notice is 
given and hearing held, and if certain statutory conditions are present. 
For example, if the debtor possesses a margin of equity in a given asset, 
that asset may be sold free and clear of all liens, claims, and en cum­
brances, with the proceeds of sale subject to any prior perfected security 
interest. 

Right to Obtain Secured or Unsecured Credit 

In the ordinary course of the debtor's business, all extensions of unse­
cured credit will be allowed as an administrative expense. Through this 
right, the unsecured creditor is entitled to a first-priority right of pay­
ment in advance of the debtor's other prepetition unsecured creditors. 
Envisaging that the debtor may otherwise be unable to obtain unsecured 
credit to finance its business operations, the Bankruptcy Code thus grants 
to the prospective creditor a super priority, or lien, on the debtor's 
property.s 

Right to Secure Turnover of Estate Property Seized by a Creditor 
Prior to the Chapter l l  Case 

An important aspect of bankruptcy law-and one frequently employed 
in Chapter l l  cases-is the statutorily created right to seek a turnover of 
estate property whenever such property was lawfully seized by a creditor 
prior to the commencement of the case. If the seizure applies to property 
of the debtor's estate and if the creditor's security interest is not subject 
to avoidance in the bankruptcy case ( namely, subject to one of the 
debtor's avoiding powers explained previously), the debtor is entitled to 
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a return of that property, subject only to providing "adequate protec­
tion" to the creditor. 

Rights of Creditors 

In order to balance the debtor's rights available in a Chapter I I  case, 
the creditors also have rights and protections that are statutorily created. 
While unsecured creditors (namely, those creditors who lack some form 
of lien right, such as a consensual, judicial, or statutory lien) generally 
must await the confirmation of the debtor's plan of reorganization before 
receiving any distribution with respect to their claims,9 secured creditors 
(for example, creditors asserting foreclosure rights against the debtor's 
real estate) may have the right to seek relief from the broad effects of the 
automatic stay. In other words, secured creditors are entitled to receive 
adequate protection for their security interest;IO in the absence of such 
protection, the bankruptcy court may modifY or annul the stay. I I  

Plan of Reorganization 

The debtor in possession is required to file a plan of reorganization with­
in the first I20 days after the Chapter I I  case has been initiated. This pe­
riod of debtor exclusivity is, however, subject to either being shortened or 
extended, depending on the unique facts of the Chapter I I  case. In most 
significant cases (such as those involving large, publicly held corporations), 
extensions will usually be granted, within which period only the debtor 
enjoys the right to file a plan of reorganization. If exclusivity has expired or 
has been terminated by the court, any party in interest may file a plan . 

As a matter of both substance and procedure, the plan of reorganiza­
tion must be accompanied by a disclosure statement that sets forth 
"adequate information" for the benefit of a "hypothetical reasonable 
investor." The plan document must also define classes of creditors and 
comply with specific statutory requirements. The disclosure statement 
represents a critical point in the progress of the Chapter I I  case because 
the court must approve this statement before either it or the debtor's plan 
can be disseminated. In fact, neither acceptances nor rejections of the 
plan can be solicited prior to the bankruptcy court's approval of such a 
disclosure statement. l 2  

Confirmation of the Plan 

In order to secure confirmation of the plan, the debtor must secure a 
simple majority in number and a two-thirds majority in dollar amount of 
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all creditors within a given class. Assuming that the acceptance standards 
have been complied with, the debtor can then seek confirmation of its 
plan of reorganization . 1 3  

The confirmation hearing i s  conducted by the U . S .  Bankruptcy Judge, 
who must make a determination that all statutory requirements have 
been complied with by the debtor. Essentially, these statutory require­
ments are set forth and explained as follows: 

• The plan complies with all plan provisions set forth under the code, 
and the proponent of the plan has complied with all such provisions. 

• The plan is one proposed in good faith and does not involve "any 
means forbidden by law." 

• Full disclosure has been made for all payments that are to be made, 
and all payments for services, costs, or expenses have been approved 
by the bankruptcy court. 

• Full disclosure has been made as to the identity and affiliations of 
the debtor, and the plan sets forth certain required information with 
regard to post-confirmation management. 

• Where necessary, and where rates are involved, government regula­
tory approval has been secured. 

• With respect to any impaired class of claims, each individual claimant 
must have accepted the plan, or there must be evidence that the 
claimants will receive at least what \Vould be received in a Chapter 7 
( l iquidation) case. 

• Each class of claims set forth in the plan has accepted or is deemed 
to be unimpaired under the plan . l 4  

• Special payment provisions will be  made for defined priority claims, 
which will usually require payment in full or, in the case of tax 
claims, deferred payments over a six-year period. 

• Where claims are impaired under the debtor's plan, there should be 
at least one accepting noninsider class. 

• An express finding has been made by the bankruptcy court that the 
plan is feasible and is not likely to be followed by liquidation or 
require the need for further financial reorganization (except where 
the debtor's plan is one of liquidation) .  

• All required fees to the U .S .  Trustee have been paid. 

• Special protective rights owed to retirees will be continued under 
the plan . 
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However, if a certain class of creditors has not accepted the debtor's 
plan of reorganization, I S and as long as there is at least one accepting 
noninsider class of claims, the debtor may attempt to obtain a "cram 
down" of the plan against the dissenting creditor class. A cram down 
essentially requires that the bankruptcy court find the plan of reorganiza­
tion to be "fair and equitable" and not unfairly discriminatory with 
respect to any class of creditors. 

Confirmation of the plan effects a broad discharge for the debtor of all 
claims arising prior to the confirmation order and causes all property 
interests to be vested in the debtor pursuant to the provisions of the plan . 
Subject to statutorily created exceptions ( for example, where the debtor 
has filed a plan of liquidation and will no longer remain in business sub­
sequent to the Chapter 1 1  confirmation date ), the legal effect of a 
Chapter 1 1  discharge is broad in scope and affects all creditors, regard­
less of their acceptance or claims status. 

Conclusion 

The framework of Chapter 1 1  of the U .S. Bankruptcy Code is based 
on several important legal principles, all ofwhich stress the need for ( i )  a 
legally imposed moratorium, within which creditors are compelled to 
desist from any action or legal proceeding that affects the debtor or its 
property; ( i i )  full and adequate disclosure of all relevant information to 
creditors; and ( iii ) meaningful participation of creditor or equity security 
holders in the case through formal committees. In addition, the 
Bankruptcy Code establishes ( i )  the ability of the debtor to reject bur­
densome executory contracts or to assume without penalty contracts that 
are advantageous; ( ii ) the ability of the debtor to secure debtor-in­
possession financing in order to continue necessary business operations; 
and ( iii ) the ability to bind dissenting creditors subject to the acceptance 
and cram down standards set forth under the Bankruptcy Code . At the 
same time, the Bankruptcy Code recognizes that creditor rights must be 
considered and protected; accordingly, it encourages and provides credi­
tors with powerful statutory rights ( for example, participatory rights as a 
committee, strict but flexible notice of hearing requirements binding on 
the debtor, strict disclosure requirements with respect to the formulation 
of a plan, and rights to recover previously transferred property in viola­
tion of certain code sections ). 

For most of the major national and transnational corporations that 
have been compelled to seek relief under Chapter 1 1 , the rehabilitative 
provisions of the bankruptcy law not only have resulted in successful reor­
ganizations but have saved countless jobs, provided a significant return to 
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creditors, including taxing authorities, and enabled the debtors to pre­
serve the going-concern value of their businesses. Unfortunately, because 
of the expense and delay inherent in the legal process, most small busi­
nesses have not fared so well. l 6  Nevertheless, Chapter l l  remains one of 
the most important economic safety nets in the U.S.  legal system today. 



21C. Bankruptcy Law and Bank Insolvency Law 
in Eastern Europe 

HENRY N. SCHIFFMAN 

Bankruptcy Law 

This chapter first addresses aspects of bankruptcy law in Eastern 
Europe. I Key provisions of bankruptcy or insolvency law focus on admin­
istrative efficiency, the stay of related proceedings, priorities in the distri­
bution of assets, the degree of finality of the proceedings, enterprise 
rehabilitation, and the voidance of certain pre bankruptcy transfers. 

Regarding the efficiency of the administration of insolvency proceed­
ings, the law of the Czech Republic contains a model provision granting 
appropriate discretion to the court in supervising the trustee2 and affirm­
ing that there is no right of appeal against the court supervision of the 
proceeding.3 A difficult question in this connection involves the effect of 
bankruptcy proceedings on enterprises that are to be privatized. The 
Czech Republic has attempted to come to grips with this question in 
proposing some amendments to the bankruptcy law. However, the 
amendments are complicated and may be impractical in some cases. 
There does not appear to be a full consideration of the sale of assets, as 
distinguished from the sale of an enterprise, or of how an impending 
bankruptcy proceeding would affect the prospective investors and the 
company to be privatized. A request for initiating a bankruptcy proceed­
ing against a company involved in privatization may be stayed for differ­
ent periods of time, according to this proposal , depending upon the stage 
of the privatization process. 

The stay of collection actions against a debtor, a process described as 
the "rush to the courthouse," may be the most important provision in a 
bankruptcy law. Under Hungary's law, however, a stay does not auto­
matically arise when a reorganization petition is filed. A debtor must meet 
with creditors within 1 5  days of filing a reorganization proposal , and a 
certain percentage of the creditors must agree to the stay.4 

With respect to the distribution of assets, a train of thought in 
European bankruptcy law reform suggests that setting priorities in the 
distribution of assets among unsecured creditors should be minimized. 
This line of thought is apparently based on the belief that, as there really 
is no "natural law" governing the appropriate distribution of assets, few 
priorities should be set, so that the creditors in a collective proceeding 
can share the assets pro rata. This approach would probably facilitate the 
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granting of unsecured credit. Among unsecured claims, the Czech, 
Hungarian, and Polish laws give priority in the payment of claims to the 
administrative expenses of the bankruptcy proceedings, which is appro­
priate. I ndeed, if a trustee is not assured that the costs and fees of admin­
istering the estate will be paid, the bankruptcy proceeding will not be 
administered by responsible persons. Employee and government claims 
are generally next in payment priority. In this connection, the new think­
ing is that priority should not be given to workers' claims if there is a sys­
tem of social security. Tax claims' priority may be somewhat illusory 
because granting such priority means that creditors who receive no divi­
dends will have tax-deductible losses that will reduce their tax payments. 
None of the laws appear to give priority to those who provide credit after 
the commencement of bankruptcy proceedings. This omission will 
diminish the prospects of restructuring some enterprises because they will 
have to curtail business activities that depend on new credit. 

With respect to the degree of finality of the resolution of claims against 
debtors in insolvency proceedings, one of the important goals in some 
countries is providing a debtor with an opportunity for a fresh start. In a 
market economy, entrepreneurial risk is to be encouraged because suc­
cessful new business ventures benefit the economy and society. The 
penalty of failure should not be so great as to discourage risk taking. If a 
businessperson were to be barred for life from engaging in business or 
never to be free of business debts, risk taking would be limited. In 
Eastern European countries, many businesses are in the form of unincor­
porated single proprietorships. Consequently, involvement in bankruptcy 
proceedings has more consequences for future business activities tl1an in 
countries in which limited liability corporate businesses are more 
prevalent. 

Under Hungarian law, if a certain percentage of creditors in a reorga­
nization proceeding approve the plan, all creditors are bound by it, as 
long as those not accepting the plan receive treatment equal to or better 
than that accorded those who approved it.S Under Poland's law, liquida­
tion proceedings do not finally settle all claims against the debtor.6 
Claims not recognized in the bankruptcy action may be brought against 
the debtor after the bankruptcy proceedings are concluded.? 

Regarding enterprise rehabilitation, Hungarian law tends to encourage 
financial reorganization of insolvent enterprises as a serious alternative to 
liquidation. Bankruptcy laws that do not have comprehensive provisions 
to encourage financial reorganization, such as those in the Czech 
Republic and Poland, embody a policy that, in effect, promotes the liq­
uidation of enterprises when their current liabilities cannot be met, 
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regardless of their degree of negative net worth or the remediability of 
the situation. 

It is too early to say whether the discretion given to courts under the 
insolvency laws of Poland and the Czech Republic to reject settlements 
on reorganization agreed to by debtor and creditors will significantly 
limit the utility of reorganization provisions; nevertheless, this is a possi­
bility. Clearly, the arbitrary provisions in the laws of the Czech Republic 
setting a minimum of claims payments by the debtor to conclude a set­
tlement will restrict the use of reorganization as an alternative to liquida­
tion. Similarly, with respect to the confirmation of settlements, courts in 
both the Czech Republic and Poland may refuse to confirm settlements 
agreed to by the creditors and the debtor if they determine that the pro­
posal is too disadvantageous to dissenting creditors. Again, the court 
should be careful about substituting its own judgment for that of the par­
ties to the proceeding, especially on such indefinite criteria, as the alter­
native in many cases will be liquidation. 

Regarding the voidance of pre bankruptcy transfers and payments, the 
law should as a matter of fairness-and to encourage creditors not to be 
unduly concerned about extending credit-provide that payments made 
by a debtor to creditors during some period before bankruptcy be null 
and void. These fi.mds would then become part of the estate, to be appor­
tioned among all creditors in the reorganization. Debtors should not be 
able to choose who will get paid in full and who in part or not at all; this 
is a general principle in bankruptcy law-equitable treatment of all cred­
itors similarly situated. However, none of the laws under consideration 
contain general provisions that void preferences given to creditors within 
a certain time period before bankruptcy. Some laws void transfers made 
gratuitously, while others void transfers made to family members, for 
security interests, or as payments. 

Bank Insolvency Law 

In the complex area of bank insolvency and involuntary bank liquida­
tion, the laws are rather diverse in Eastern Europe. Under one country's 
banking law, no special provisions are made for the insolvency of a bank, 
which means that the issue is left to the general bankruptcy law. 

There is an important question of whether a general bankruptcy law 
would be appropriate for a bank. Because regulatory considerations are 
paramount in the reorganization-as opposed to the liquidation-of a 
bank, it would seem that a bankruptcy law may not be adequate. Of 
course, when it comes to liquidating a bank, a good bankruptcy law could 
be applicable because liquidation is a much more mechanical process, 
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comprising essentially receiving and verifYing claims, selling assets, and 
distributing the proceeds. However, when it comes to finding new share­
holders for a troubled bank, getting new equity capital, or taking out bad 
assets, the banking authorities should be involved to a significant extent; 
their judgment on such matters as the suitability of new principal share­
holders or the feasibility of merging a strong bank with a weak bank 
should be determinative. 

Under another country's law, insolvency proceedings can be initiated 
either by the central bank or by creditors of the bank. The desirability of 
creditors' action in this area is questionable. Initiating an insolvency pro­
ceeding for a bank is such a delicate matter that perhaps it should be 
left only to the bank supervisor, as the formal questioning of a bank's 
financial integrity by private parties could exacerbate a difficult financial 
situation. 

Another country's law sets forth a two-stage procedure. In the first 
stage, when there is a marked reduction in capital, the central bank 
becomes involved and tries to find a buyer for the bank. The law is rather 
arbitrary on this point, as it requires that the acquiring bank must assume 
all of the liabilities and purchase all of the assets of the troubled bank. 
Experience has shown that this kind of sale is very difficult to accomplish, 
because troubled banks' credit files are sometimes in such bad condition 
that no prospective purchaser wants to acquire such questionable assets. 
From the point of view of insolvency law theory, to eftect the sale of a 
bank-or the purchase of substantially all its assets and the assumption of 
all its liabilities-the receiver should be allowed to reduce the value of lia­
bilities, provided that, in the receiver's opinion, no depositor or other 
creditor would receive less than would be received in a liquidation of the 
banks assets, which is the relevant alternative. 

In the second stage of this law, if the bank declares-or the central 
bank determines-that it is insolvent, a court takes over and initiates 
bankruptcy proceedings. In these proceedings, a bankruptcy judge tries 
to settle the claims. If a settlement is not reached, the bank is sold free of 
certain l iabilities, except deposits . The assets can then be sold piecemeal . 
This law, however, makes no mention of whether it is consistent with, or 
takes priority over, the existing bankruptcy law; also, it is inconsistent 
regarding the setting of priorities to distribute assets to satisfY the differ­
ent classes of claims, and with respect to the role of creditors in reorga­
nizing the bank. In general, a later law should supersede an inconsistent 
earlier law, but this is not always a clear rule of legislative interpretation 
and not the best way to determine the applicable law to manage a bank 
insolvency. 
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22A. The Significance of the International Foreign Exchange 
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JOHN P. EMERT 

This chapter addresses how the new master netting agreements for 
foreign exchange can help to reduce systemic risk. It provides some infor­
mation about the development of these master netting agreements and 
the variety of possibilities for their use, as well as a view of how the mar­
ket is working to solve these problems. Market participants need to be 
able to net now and to have enforceable bilateral netting agreements in 
place as soon as possible. The subject of bilateral contracts between pri­
vate participants in the markets will therefore be addressed in this chap­
ter. The major agreement that will be focused on is the agreement for 
foreign exchange netting, called the International Foreign Exchange 
Master Agreement ( IFEMA). l  

The genesis of iFEMA was through the Foreign Exchange Committee, 
which is sponsored by the Federal Reserve Bank of New York but is inde­
pendent of it, and the British Bankers' Association. In each jurisdiction, 
the agreements were developed by the private sector; however, the cen­
tral banks and the banking supervisory agencies in each jurisdiction were 
advised of the developments in the private sector. 

Characteristics of the Foreign Exchange Market 

The foreign exchange market is a global, well-established market. In 
comparison with derivatives, foreign exchange transactions take place in 
many more centers. The foreign exchange market is also older; foreign 
exchange has existed practically since the beginning of time. 

Yet, over the years, the characteristics of the foreign exchange market 
have changed. Foreign exchange, initially at least, was used as a medium 
of exchange for goods and, ultimately, investments. However, it can now 
also be used as a medium for speculation and the hedging of risks in one 
currency or another. Initially, many of the participants in the markets 
were banks, central banks, and parties that needed foreign exchange in 
connection with international trade. More recently, because of increased 
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interest in foreign exchange as a medium of investment, there are many 
new participants in these markets, including corporations and different 
types of pooled investment vehicles. Hedge funds are important players 
in the financial markets and have made large investments in various for­
eign currencies. 

Documentation in the Foreign Exchange Market 

Documentation practice in the foreign exchange market has evolved 
very rapidly in the past few years . In the past, because of the somewhat 
straightforward nature of foreign exchange as a medium of trade, people 
who transacted foreign exchange dealt in confirmations, which were often 
the sole piece of documentation for spot (current delivery) and short­
dated forward transactions, particularly between dealers. Confirmations 
for these transactions show the parties to the transaction, the amount of 
currencies to be exchanged and the rate of exchange, the trade date, and 
the value (settlement) date. Confirmations also often contain delivery 
instructions. Because of the large volume of transactions entered into by 
foreign exchange dealers, the confirmation process is usually automated; 
although · all parties include the same information in confirmations, as 
noted above, there is no standard format, except for messages sent over 
an electronic system, such as the Society for Worldwide Interbank 
Financial Telecommunication (SWIFT).  

Netting Methods 

In  the beginning of the 1980s, market participants looking for ways in 
which to reduce settlement risk decided to apply portfolio management 
techniques. The concept of portfolio management emphasizes the port­
folio of obligations that one counterparty owes to the other counterparty 
rather than the individual transactions. This concept was attractive to 
market participants, who were beginning to realize that parties active in 
the market would have a number of different transactions with each 
other, some of which would settle on the same date. Informal practices 
thus developed within the back offices ( the operations systems of finan­
cial institutions) to settle these same-day payments on a net basis. At this 
point, the lawyers were not involved. The process was very simple : if one 
participant owed another a number of payments in U.S. dollars totaling, 
say, $5 ,000, and if the second participant owed the first a number of pay­
ments in deutsche mark totaling, say, DM 3,000, they would agree that 
the first participant would make only one payment, the net of all dollar 
payments, while the second would make one payment, the net of all 
deutsche mark payments. 
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Many participants employ netting methods to reduce risk. There are 
various methods of netting. First, in payments netting, payments between 
counterparties are netted so that only one payment in each currency is 
made for each value date . Second, in netting by novation, a new foreign 
exchange transaction entered into by counterparties for settlement on a 
particular value date is netted against any existing obligations to receive 
or deliver currencies for such value date; new obligations to receive or 
deliver the currencies involved are created by contract novation. Like pay­
ments netting, only one payment per currency is made by the parties on 
each value date. Before the adoption of the 1 994 amendments to the 
Basle Capital Accord, netting by novation was the only form of netting 
recognized to reduce the capital exposure of banks.2 A third method of 
netting is setoff. In foreign exchange options transactions, setting off one 
option against another, similar option terminates in whole or part the 
original option. Setting off foreign exchange options is analogous to the 
process of netting by novation foreign exchange transactions in the cash 
market. A final method of netting is close-out netting. Upon the occur­
rence of an event of default, the non-defaulting party has the right to 
close out all open transactions, convert them to the non-defaulting 
party's base currency, mark them to market, and net the resulting 
amounts, which will then become a payment owed either to or by the 
defaulting party. Limited two-way payments are not an accepted practice 
in the foreign exchange market. 

Master Agreements 

Market participants realized that it was necessary to deal with the prob­
lem of a counterparty defaulting on forward foreign exchange transac­
tions. Because transactions settle on different value dates, the challenge 
was to apply what the traders do on a daily basis in managing their port­
folios, namely, to attach a present value to a stream of payment obliga­
tions on a forward basis, even though those payments will be due in the 
future, so that there is one marked-to-market valuation due to or from 
one party or the other. 

These concepts have become incorporated in documentation that is 
known in many types of trading as master agreements. They are master 
agreements because they represent a number of individual transactions 
that are all subsumed under one contract. Agreements for spot and for­
ward foreign exchange transactions, as well as for foreign exchange 
options, generally follow the same structure . An agreement covering spot 
and forward foreign exchange transactions deals with the terms of the 
transactions, confirmations, netting by novation, and settlements. An 
agreement covering foreign exchange options deals with the terms of the 
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option, the payment of premium, confirmations, exercise of options, set­
tlement, and setoff. Both spot and forward foreign exchange agreements 
and foreign exchange options agreements contain events of default that 
give the non-defaulting party the right to close out and net down open 
transactions. 

Several foreign exchange master agreements have been established to 
date. In 1985, the Foreign Exchange Committee Foreign Exchange 
Netting and Close-Out Master Agreement was prepared. Another was 
the Worldwide Foreign Exchange Netting and Close-Out Agreement 
( the FXNET Agreement). FXNET is an automated trade comparison­
and-matching system that facilitates the process of netting by novation. 
The FXNET Agreement also contains close-out provisions relating to 
foreign exchange transactions between counterparties in a local market. 
A FXNET Global Foreign Exchange Netting and Close-Out Agreement 
has been developed for parties that do not subscribe to the automated 
system.  In 1992, the International Currency Options Market ( ICOM) 
Master Agreement for Foreign Exchange Options was developed under 
the sponsorship of the Foreign Exchange Committee and the British 
Bankers' Association.3 The ICOM Master Agreement reflects current 
market practice in the foreign exchange options market and provides a 
standard agreement for this market. In 1992, also, the International Swap 
Dealers Association ( ISDA) Master Agreement was promulgated.4 The 
ISDA Master Agreement can be used with ISDA foreign exchange defi­
nitions. Additionally, many participants amend their ISDA Master 
Agreement schedules to include specific foreign exchange market practice 
provisions, including netting by novation for spot and forward foreign 
exchange transactions, setoffs for foreign exchange options, and confir­
mation procedures. Finally, in 1 993, the International Foreign Exchange 
Master Agreement ( IFEMA) for spot and forward foreign exchange 
transactions came into being. IFEMA, which is the focus of this chapter, 
follows the general format of the 1985 Foreign Exchange Netting and 
Close-Out Master Agreement and reflects current market practice for 
spot and forward foreign exchange transactions. s 

All these contracts state that the parties enter into the agreements with 
the intention of having only one contractual relationship, but with a 
number of different payments obligations. Moreover, the agreements 
make clear that this is the only reason tl1at they enter into the 
relationship. 

Legal Recognition and Enforceability of Netting Agreements 

In the case of default by a party, the master agreement concept and 
the close-out provisions of foreign exchange agreements permit the 
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non-defaulting party to close out open positions without the risk of 
"cherry-picking" by a trustee or other representative of the defaulting 
party's estate . Cherry-picking is the practice followed by trustees in 
bankruptcy or other representatives of the estate of affirming those 
transactions that are of value to the bankrupt estate and disaffirming 
those transactions that are without value. If a master agreement is in 
effect, however, the non-defaulting party has a claim so that the trustee 
or representative of the bankrupt estate should recognize the portfolio 
of transactions. 

In the United States, the Federal Deposit Insurance Corporation 
Improvement Act6 provides that otherwise enforceable netting contracts 
between financial institutions (broker-dealers, depository institutions, 
future commision merchants, and other institutions, as determined by 
the Federal Reserve ) are to be given effect notwithstanding any stay, 
injunction, or other order of any court or administrative agency.? 

The Federal Reserve released in 1995 its Regulation EE under the net­
ting contract provisions of the Federal Deposit Insurance Corporation 
Investment Act. 8 Regulation EE expands the definition of financial insti­
tution to sa tis�· both a qualitative and a quantitative test.9 Under the 
qualitative test, the entity represents that it will engage in tinancial con­
tracts as a counterpart)' on both sides of one or more financial markets . 1  o 
Under the quantitative test, the entity must have possessed on any day 
during the previous 1 5  -month period either ( i )  financial contracts of a 
gross dollar value of S 1 billion in notional principal amount outstanding 
or ( ii) total gross marked -to-market positions of at least S l 00 million in 
financial contracts with counterparties that are not affiliates. I I  The 
Federal Reserve has stated that the test can apply to both U .S.  and non­
U .S. entities. The term "financial contract" includes foreign exchange 
spot, forward, and options contracts, as well as swaps, repurchase con­
tracts, securities contracts, and the like . I 2  

Initially, as noted above, only netting by novation qualified for reduc­
tion of exposure for bank capital adequacy purposes. I 3  The Basic 
Committee on Banking Supervision then amended the Basic Capital 
Accord so that netting, including close-out netting, is now recognized 
for capital adequacy purposes, subject to three considerations. 1 4  First, 
the netting agreement must create a single, enforceable obligation, so 
that, upon the happening of an event of default, including an event of 
default resulting from the insolvency of the counterparty, a non-default­
ing party can close out and liquidate open positions, resulting in one 
payment made by one party to the other party. Second, the bank must 
have written, reasoned legal opinions as to the enforceability of the net­
ting agreement in all jurisdictions that have a connection to the transac-
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tions under the agreement. Third, the bank must have a process in place 
to ensure that legal issues involving netting are kept under review to 
keep up with changes in the law. 

In the United States, the Federal Reserve has amended its risk-based 
capital guidelines to recognize the risk-reducing benefits of netting 
agreements i S  and to implement the recommendations of the proposal 
of the Basle Committee on Banking Supervision addressed above . The 
Federal Reserve requires that the banking organization have the writ­
ten, reasoned legal opinions described above, which conclude to a 
"high degree of certainty that the netting contract will survive a legal 
challenge in any applicable jurisdiction." 16 The opinions may be pre­
pared either by an outside law firm or by in-house counsel . The netting 
agreement and opinion ( and translations into English, if necessary)  
have to be available for inspection by the Federal Reserve . 1 7 The 
Federal Reserve has the discretion to disqualify contracts from netting 
treatment if the contracts or legal opinions do not meet the require­
ments set out in the guidelines. I S 

Multibranch Issues 

In multibranch situations, a banking firm will need to have opinions in 
the country of jurisdiction of the two counterparties, as well as opinions 
in all jurisdictions in which the banking firms are doing business through 
branches. Essentially, three-dimensional opinions will be needed. A two­
dimensional opinion says that netting is enforceable under the laws of 
that jurisdiction, while a three-dimensional opinion says that netting is 
enforceable not only under the laws of that jurisdiction but also across 
jurisdictions. In the event of the insolvency of a branch, there is no 
impediment to claiming a net amount at the head office level if a three­
dimensional opinion has been received. 

The issue of master agreements involving parties that trade in multiple 
jurisdictions might thus be called the multibranch question. Many par­
ticipants, particularly banks, make foreign exchange transactions from 
both their head offices and their branches worldwide . In order to satisf)• 
the Basle Capital Accord standards for the recognition of close-out net­
ting, a bank is required to obtain legal opinions that the master agree­
ment is enforceable in bankruptcy under the laws of the jurisdiction 
whose law governs the agreement, the jurisdictions where the head 
offices of the parties are located, and the jurisdictions where branches 
subject to the agreement are located. For banks headquartered in the 
United States, it is likely that, for an agreement subject to U .S .  law, a U.S .  
court would recognize a provision netting the outstanding transactions of 
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the head office and branches; this is a question that needs to be asked of 
counsel in each jurisdiction covered by a multibranch agreement. Many 
jurisdictions recognize netting at the head office level. In other jurisdic­
tions, the law of that jurisdiction may require that the non-defaulting 
party pay the defaulting party's branch for transactions involving the 
branch where the branch was owed money. 

In these circumstances, participants may respond in a number of ways. 
They may opt to ( i )  transact only in jurisdictions where there is legal cer­
tainty that the netting agreement is enforceable in bankruptcy; ( i i )  enter 
into separate agreements for each jurisdiction or pair of branches; or ( iii ) 
use a severability clause in the master agreement that would permit net­
ting across pairs of branches only if the non-defaulting party determined 
that the netting was legally enforceable. 

For example, bank A and bank B may sign an IFEMA that lists as des­
ignated offices the head office of each bank, which is in jurisdiction X, 
(for example, the United States) .  Bank B will also trade out of branches 
in jurisdiction Y and jurisdiction Z. Bank A will trade only in the United 
States, jurisdiction X. Suppose that three foreign exchange transactions 
are outstanding, as shown in Figure 1 .  

Figure l 

Bank B Bank A 

Transaction 1 ( 1 0 )  � 
Transaction 2 (Y) ( 5 )  � 
Transaction 3 (Z)  .. ( 5 )  (X)  

In the first transaction, on a marked-to-market basis (meaning that 
present value is applied),  bank B owes bank A 1 0  units of currency, as of 
today. In the second transaction, bank B's office in jurisdiction Y owes 
bank A 5 currency units. I n  the third transaction, between bank A in 
jurisdiction X and the branch of bank B in jurisdiction Z, bank A owes 
bank B 5 currency units. So, from bank A's standpoint, for the three 
transactions on a marked -to-market basis, bank B owes bank A 1 0  cur­
rency units, for a total of 1 5 , while bank A owes bank B 5 currency units. 
If the netting agreement were totally effective in all jurisdictions, bank B 
should owe a net amount of 1 0  currency units to bank A. 

However, it is not known exactly whether the above example could 
actually happen. The Bank of Credit and Commerce International 
(BCCI)  is an important example of a financial institution that was deal­
ing in many jurisdictions and became insolvent. If on a net basis, bank A 
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has l 0 currency units of assets of bank B and wants to set those off 
against the amounts that bank B owes it, bank A should be concerned 
that, because of the bankruptcy regime in jurisdiction Z, it may have to 
pay bank B for those transactions that are booked in the branch without 
receiving payment for the other transactions owed it by bank B.  

The problem is  the uncertainty about whether the bankruptcy regime 
in each country will be the same. The BCCI case showed that there are 
two different types of bankruptcy regimes, the local and the universal . 
Under the local bankruptcy regime, the branch of the foreign bank can 
be liquidated as though it were a separate entity. Therefore, the repre­
sentative in jurisdiction Z of the branch of bank B would treat this obli­
gation from bank A as a separate obligation, which could not be netted 
at the head office level .  Other jurisdictions follow a universal approach, 
under which the representatives of the bankrupt estate in jurisdiction Y 
would assemble assets and liabilities and, ultimately, turn them over to 
the liquidator in the head office's jurisdiction of country X. As a result, 
legal counsel and banking organizations need to ask to what extent 
bankruptcy issues on a three-dimensional basis can affect the calculation 
of the ultimate amounts payable under netting agreements. 

Financial Intermediaries 

A second issue involves dealing with financial intermediaries. A partic­
ipant in the foreign exchange market should analyze carefully the identity 
of its counterparty. It is a principle of common law that an agent acting 
on behalf of an undisclosed principal is a party to the transaction . l9 In 
addition, " [  u ]nless otherwise agreed, a person purporting to make a con­
tract with another for a partially disclosed principal is also a party to the 
contract. "20 A participant dealing with an intermediary should require 
the intermediary to identif)r its principal. The participant should do due 
diligence on the creditworthiness of the principal and on the authority of 
the principal to enter into transactions and to delegate this authority to 
the intermediary. The intermediary should provide prompdy an alloca­
tion of transactions by principal if the transaction is done as a block trade . 
For example, suppose bank A is dealing with a hedge fund. The hedge 
fund is represented by party X, an agent to the hedge fund. In order to 
know exacdy who is a credit risk, bank A will have to do an analysis on 
two levels. First, it will have to determine whether the hedge fund is 
properly incorporated and has the power to contract to buy and sell for­
eign exchange. There may be an issue of ultra vires if the hedge fund is 
not authorized to contract for foreign exchange transactions. Second, 
party X is the intermediary; in this example, bank A never direcdy trans­
acts with the hedge fimd, but with its intermediary, party X. Therefore, 
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in addition to checking the power of the hedge fund, bank A must also 
check the delegation of authority by the hedge fund to party X enabling 
it to deal with bank A. 

In the market, if one does not know the identity of the counterparty, 
one does not sufficiently understand the risks involved in dealing with an 
agent in foreign exchange or any type of traded product. 



22B. An Analysis of the International Foreign Exchange 
Master Agreement 

RUTH AINSLIE 

This chapter deals specifically with the provisions of the International 
Foreign Exchange Master Agreement ( IFEMA),1  which was published in 
the United States in November 1993 and in the United Kingdom in 
December 1993.2 The major issue is the extent to which enforceable 
global master agreements should protect against systemic risk by allow­
ing counterparty failure to be handled on the basis of a net, rather than a 
gross, valuation of the deals under the agreement. 

There are currently tluee forms of master agreements accepted as 
industry-standard documentation governing bilateral trading in the inter­
dealer spot and forward foreign exchange markets. First, the 1992 
International Swap Dealers Association ( ISDA) Master Agreement3 can 
be used as a cross product master agreement covering not only swaps 
(where it was traditionally the standard document) but also a variety of 
other products, including foreign exchange and currency options. 
Second, the FXJ:'.:ET Worldwide Netting and Close-Out Agreement,4 
published in 1993, covers only foreign exchange trades and has not come 
into very wide use . IFEMA5 has been gaining wider acceptance globally 
as a product-specific foreign exchange master agreement. It was drafted 
to reflect the current market practices in the interdealer spot and forward 
foreign exchange markets. IFEMA incorporates into the master agree­
ment, as do both of the other agreements, appropriate legal rights and 
obligations. It is slightly different from the ISDA Master Agreement, 
which contains primarily credit-based provisions (unlike the more prod­
uct-specific and market-practice-sensitive IFEMA).  In order to reflect 
market practices, one can add the product-specific terms to the schedule 
to the ISDA Master Agreement . 

Each of these agreements functions in a similar way. Each includes mar­
ket practice provisions to a greater or lesser extent, events of default, and 

a method of liquidating outstanding transactions after a default. These 
agreements are organized slightly differently, but they contain many of 
the same provisions. Moreover, perhaps most significant to tlwse who are 
unfamiliar with these agreements, the ISDA Master Agreement and 
IFEMA both have reader-friendly guides that explore in detail the pur­
pose of specific provisions and, sometimes more important, explain why 
specific provisions have been omitted. The guide to IFEMA is helpful in 
fleshing out details of that agreement. 

450 
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Section 1 :  Definitions 

The definition section comes first in IFEMA. These definitions have 
become accepted as industry standard and generally conform to those in 
the ISDA Master Agreement. This was a deliberate attempt to ensure 
that, when one institution deals with another institution in more than 
one master agreement, the same set of credit protections should apply 
across those master agreements. 

Clearly, the most significant of the definitions is that of an "event of 
default. "6 Events of default apply either to failures under the terms of 
IFEMA, which would primarily involve payments, or to occurrences 
related to the creditworthiness of a party. Because these events of default 
are specific to the counterparties, some parties have desired to include in 
the definition affiliates of the counterpart)', in order to assess more accu­
rately the credit standing of an institution in its broadest sense . The prac­
tice of including affiliates is quite typical in the swap markets under the 
ISDA Master Agreement. 

Examples of defaults related to creditworthiness that prove to be early­
warning triggers of the deterioration of a counterparty would be cross 
default to specified indebtedness and cross default to specified transac­
tions. Cross default to specified indebtedness occurs if a part)' to the 
IFEMA defaults on debt for money borrowed to any third party in excess 
of a threshold amount (which should be a standard of materiality ) .  If such 
default occurs, the other party to the IFEMA has the right to close out 
all of the transactions under the IFEMA. 

A different, but equally good, standard of credit standing is cross 
default to specified transactions. In this provision, a default under another 
master agreement or under another agreement with a counterpart)' in 
another type of trading transaction, in any amount, would permit the 
part)' to close out all defaults under the IFEMA if, under the other agree­
ment, action has been taken with respect to that default. These cross 
default provisions are becoming standard in virtually all of the master 
agreements. The provisions are aimed at protecting one counterpart)' 
against its counterpart)' and should be much more helpful in dealing with 
systemic risk issues because they capture whole entities. 

In addition, the parties may agree to include on the schedule as an 
event of default the right of one party that has "reasonable grounds for 
insecurity" to require "adequate assurances"7 from the other party of its 
ability to perform its obligations under the IFEMA. Failure to deliver 
such adequate assurances after two business days constitutes a default. 
Because of the subjective nature of this provision, which could be trig-
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gered by an unfounded rumor, an article in a newspaper, or more sub­
stantiated reasons, many counterparties are increasingly reluctant to 
include this provision in agreements. The British Bankers' Association, in 
fact, has stated publicly its lack of support for rights in the nature of ade­
quate assurances. This position is indicative of the clear movement in the 
market toward using objective standards for events of default in these 
kinds of transactions. 

Section 2: Structure of IFEMA 

Scope 

The agreement then describes the structure of transactions under it. 
The agreement governs all foreign exchange transactions entered into 
after the date of the IFEMA between each counterparty's trading 
branches that have been so designated on the schedule to the agreement. 
Consequently, a foreign exchange transaction under the agreement is a 
transaction entered into by one party or its designated offices and the 
other party through its designated offices. It is the trading through these 
designated offices, which are branches located presumably anywhere in 
the world, that gives rise to some of the multi branch issues arising under 
IFEMA. The agreement also allows the parties to incorporate all transac­
tions outstanding prior to signing the agreement. 

Single Agreement 

The IFEMA is a master agreement, incorporating the agreement itself, 
as well as all confirmations, schedules, and annexes. It is intended to be a 
single agreement and therefore immune to cherry-picking, a practice 
according to which a trustee in bankruptcy may pick and choose among 
transactions of the bankrupt estate, assigning validity to some and reject­
ing others. 

Confirmations 

Foreign exchange transactions are expected to be confirmed in writing 
immediately after being entered into by the participants. The product is a 
simple product and has remained virtually unchanged over time. The con­
firmations continue to contain only the economic terms of a transaction. 
Increasingly, confirmations are sent electronically. The Federal Reserve 
Bank in New York,s as well as the London Code of Conduct,9 has stated 
that it is best market practice to confirm in writing all transactions. 



Ruth Ainslie • 453 

In Section 8 . 1 5  of the miscellaneous section, IFEMA discusses confir­
mation procedures. It  states that, in the event of an inconsistency 
between the terms of the IFEMA and any confirmation, the master 
agreement shall control. In other markets, including currency options 
and derivatives products, the confirmation prevails over any inconsistency 
with the master agreement. This difference in market practices between 
the foreign exchange market and the market for currency options and 
derivatives partly reflects the well-established practice in the foreign 
exchange market, but it probably has more to do with the simplicity of 
the trades and the lack of information contained in confirmations for for­
eign exchange transactions other than purely economic terms. It  is best 
market practice to confirm in writing all transactions, including spot 
trades. 

Section 3: Settlement and Netting 

Section 3 of iFEMA deals specifically with settlement, that is, the deliv­
ery of currencies on a value date, and netting. Section 3 deals with net­
ting to reduce settlement risk: payments netting and novation netting. 
Both these types of netting are employed in predefault situations. 
Payments netting simply serves to reduce the amount of payments that go 
from one party to anotl1er. !\'ovation netting legally extinguishes a trade 
as of the trade date while reducing the obligation to be paid subsequently. 

Both payments netting and novation netting require the development 
of systems and operations. However, most of the parties signing the 
agreement have chosen to opt out of settlement netting and novation 
netting provisions because of operational constraints. As a result, the 
IFEMA is used primarily as a close-out agreement. However, the massive 
reduction in settlement risk possible through netting should encourage 
participants to develop systems or rely on counterparties' systems, so that 
these types of netting become more interesting to both counterparties. 

Section 4: Representations, Warranties, and Covenants 

Section 4 is the representation section .  In it, IFEMA requires that each 
party represent that it is authorized to enter into and to perform the 
agreement. It also asks that each party represent that it is acting as a prin­
cipal. Representations can provide comfort but they cannot assure 
authority or suitability. For example, a transaction that is later deemed to 
be ultra vires ( that is, beyond the authority of a counterparty) is not an 
authorized trade and accordingly will not be enforceable. This is what 
occurred in the swap context in the Hazell 1'. Hammersmith and Fulham 
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London Borough Council case . I O  Representations are reconfirmed on each 
trade date. Frequently, an institution may look to a legal opinion to give 
greater comfort on these issues. 

Section 5: Close-Out and Liquidation 

The next section, dealing with close-out and liquidation, is the heart of 
IFEMA. The ability to close out all transactions and determine a single 
net payment owing from one party to the other clearly reflects the "sin­
gle agreement" nature of IFEMA. It is the conclusion that the close-out 
provision is enforceable under applicable law that will support the recog­
nition by qualifYing institutions of the benefits of netting in reducing the 
amount of capital required and permit credit officers to view credit expo­
sure on a net basis under IFEMA. 

Methodology 

Foreign exchange transactions are closed out by determining the 
replacement cost of all outstanding transactions and calculating a single 
net payment to be made by one party to the other. 

Loss Versus Market Quotation 

Market practice among foreign exchange dealers is that the non­
defaulting party determines tl1e close-out amount. The non-defaulting 
party must demonstrate good faith and commercial reasonableness. 
IFEMA reflects the difference in market practice between foreign 
exchange, on the one hand, and derivatives, on the other hand. Prices are 
easy to obtain in the liquid cash market. In addition, in contrast to some 
derivatives, the tenure of trades is usually not very long. Derivatives, how­
ever, are highly complex and difficult to price because the markets are not 
as liquid and the transactions are highly structured. In most swap agree­
ments, external sources are used for market quotations to determine the 
value. In the interdealer market in foreign exchange, however, each dealer 
has access to those values. 

Enforceability in Insolvency 

A major issue is the enforceability in insolvency of the netting of all 
outstanding transactions under the close-out agreement. There is little 
doubt, except in situations of insolvency, that most of these agreements 
are enforceable as contracts between two parties governed by the law 
agreed by the parties. In the event of an insolvency, enforceability of net-
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ring provisions is determined on a country-by-country basis. I n  order to 
comply with the Basle Committee on Banking Supervision's guidelines, I I  
robust legal opinions are required as to the enforceability in insolvency of 
the close-out provisions of the IFEMA in each jurisdiction where a coun­
terparty is incorporated, or where one of its branches is transacting under 
the IFEMA. Industry groups, including the ISDA and the group that has 
prepared the IFEMA, are in the process of obtaining agreement-specific 
legal opinions on insolvency in a variety of jurisdictions. 

Other Transactions 

IFEMA provides that on its close-out the non-defaulting party has the 
explicit right to include other foreign exchange transactions with its coun­
terparty that were entered into through branches not included as desig­
nated offices. This provision is designed to achieve greater credit 
protection with respect to a single counterparty. In addition, as a savings 
clause, IFEMA specifically states that the non-defaulting party is permit­
ted to exclude the closing-out of certain transactions when, in its good­
faith judgment, close-out of such transactions may not be enforceable 
under the laws applicable to the jurisdictions covering those transactions. 
As in most other master agreements, if an event of default has occurred 
and no action has been taken to close out, or if an event of default is pend­
ing, the counterparty has the right to suspend performance, depending on 
the passage of time or the giving of notice. In addition, all other legal 
rights that would be available to a counterparty, such as common law or 
statutory rights of setoff, will be available in the event of a close-out. 

Section 6: Force Majeure 

A separate section, force majeure, has been included to deal with failures 
beyond the control of a counterparty. Examples include the counterparty's 
inability to pay, or the prohibition of its making any payments under the 
IFEMA, owing to act of state, illegality, impossibility, or force majeure. This 
situation occurs with some frequency in foreign exchange markets, largely 
because of the volume of payments made daily in multiple jurisdictions 
around the world. When such an event occurs, only the affected transac­
tions may be closed out; there is no right to close out all transactions. 

Section 7: Expertise 

Section 7 stipulates that the parties are to rely on their own expertise . 
They are dealing as principals and should not rely on each other's advice 
in dealing with trades . 
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Section 8: Miscellaneous 

The miscellaneous section has many "boilerplate" provisions. The two 
most important are probably the currency indemnity and tape recording 
provisions. 

Currency Indemnity 

The currency indemnity provision requires that payments made after 
default or force majeure, or because of a judgment of a court, should be 
made in the "base currency" of the receiving party. This base currency is 
typically the home currency, U .S .  dollars, or pounds sterling. 

Tape Recording 

Tape recordings are an important part of the foreign exchange market. 
It has been deemed in the United States and the United Kingdom that it 
is best market practice to record conversations between dealers. The con­
versation (whether oral or electronic) between dealers is the binding con­
tract; a written foreign exchange confirmation is supplementary evidence 
of that transaction. These recordings can be submitted to a court of law 
as evidence and should overrule a confirmation later produced by a back 
office. 

Section 9: Law and Jurisdiction 

IFEMA provides for New York or English governing law. Japanese law, 
Canadian law, Australian law, and Hong Kong law versions of IFEMA 
have also been published or are in the process of being published. 

Section 10: Schedule 

The schedule is the part of the agreement between the counterparties 
that can be tailored to include specific provisions. It is where the parties 
specify their designated offices and payment instructions, and where they 
elect to include certain provisions, such as adequate assurances. Usually, 
it is best to include as designated offices any branches through which the 
parties may intend to enter into transactions, although the inclusion of 
branches in countries that do not have clear legislation with respect to 
netting can leave the enforceability of the agreement open to interpreta­
tion or uncertainty. 
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Currency Options Master Agreement 

Currency options have their own specific agreement as well, the 
International Currency Options Market ( !COM) Master Agreement,I2 
which was published in 1992. A restated !COM Master Agreement was 
published in May 1 993, revised to conform to the more recent IFEMA 
as to market practices and credit protections. I 3  Any of the product-spe­
cific master agreements can be combined with other product-specific 
master agreements by the use of a "master" master agreement, which 
comes in many forms under U .S. laws and would be enforceable under 
English and .1'\ew York law. Each of these special agreements would, after 
a default, allow netting across the net amounts from each of the master 
agreements. Research has not yet been done to determine whether these 
master agreements are equally effective in other countries, but there may 
be a way to achieve cross product netting of foreign exchange trades with 
other trades. Additionally, a combined version of the !COM Master 
Agreement and IFEMA, for use with both currency options and spot and 
forward transactions, called the Foreign Exchange and Options Master 
Agreement ( FEOMA), was prepared for publication in 1996. Currency 
options are frequently documented under the ISDA Master Agreement, 
which was designed as a cross product master agreement. Frequently, an 
ISDA Master Agreement is modified to add certain of the currency 
options market practice provisions when it is used for currency options. 
In any event, however, an ISDA Master Agreement covering currency 
options should be equally as enforceable as the ICOM Master 
Agreement. 



COMMENT 

RAJ BHALA 

This comment is divided into three parts: review, analysis, and issue 
spotting. First, the salient features of the prior chapters on the new mas­
ter foreign exchange trading agreements are briefly summarized. Second, 
the critical issue, cherry-picking, is analyzed. Third, a few difficult and 
unresolved problems concerning the International Foreign Exchange 
Master Agreement ( IFEMA)I are identified. 

The Foreign Exchange Market and IFEMA 

The foreign exchange market is vast. IFEMA is important because the 
market that it pertains to is so important. The average daily turnover in 
the market for spot and forward foreign exchange contracts is approxi­
mately $ 1  trillion-the largest financial market in the world. The market 
is global, and trading occurs virtually around the clock. It is a market that 
defies national borders and, therefore, local contract law. IFEMA is the 
world's first standard-form contract designed expressly for this unique 
market. 

Until IFEMA was introduced in 1 993, there were few standard-form 
agreements available to govern the rights and obligations of parties to 
spot and forward transactions. The FXNET Worldwide Netting and 
Close-Out Agreement2 was not adopted on a widespread basis. Few mar­
ket participants modified the International Swap Dealers Association 
( ISDA) Master Agreement3 to cover their spot and forward transactions. 
This contractual void created uncertainty among participants. To be sure, 
there were well -developed customs and practices. However, formal legal 
documentation with supporting legal opinions obviously provides greater 
comfort to commercial and investment banks that actively trade in the 
foreign exchange markets-and to the regulatory authorities that super­
vise these institutions and markets. 

The importance of IFEMA is underscored by the enormous risks asso­
ciated with foreign exchange trading. For example, there is credit risk, the 
risk that a counterparty will fail to settle its position ( that is, fail to deliver 
the currency that it is obligated to deliver) because of liquidity problems 
or outright insolvency. There is also "Herstatt risk," the risk that a party 
whose office is in one time zone may fulfill its obligation to deliver cur-
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rency but not receive the currency that it is owed from a counterparty 
whose office is located in a different time zone. This risk also can result 
from liquidity problems or insolvency of the counterparty. Finally, sys­
temic risk is the risk that a default or failure by one party may have knock­
on effects, causing other parties to default or fail . The default may 
concern an obligation owed under a foreign exchange contract, and the 
knock-on effects may concern the foreign exchange market. The driving 
force behind IFEMA is the attempt to minimize at least some of the risks 
associated with foreign exchange trading by implementing contractual 
protections for the parties. 

More specifically, IFEMA accomplishes (or attempts to accomplish) six 
goals. First, IFEMA establishes with certainty and precision the contrac­
tual rights and obligations of the parties to a spot or forward transaction. 
Second, it governs all foreign exchange spot and forward transactions 
between the designated offices ( that is, the head office and branches) of 
the parties. Third, IFEMA minimizes the likelihood of cherry-picking 
should credit risk or Herstatt risk materialize and the counterparty fail to 
deliver foreign exchange. Fourth, because it is a written agreement, 
IFEMA should help resolve the problem of enforceability under the 
statute of frauds. Fifth, IFEMA is a single, integrated agreement and, 
therefore, should help avoid problems arising under the "parol evidence" 
rule regarding the inadmissibility of prior or contemporaneous inconsis­
tent statements, whether oral or written.  Sixth, IFEMA clarifies that it, 
and not any written confirmations of a foreign exchange transaction, 
establishes the terms of a transaction in the event of an inconsistency 
between the IFEMA and confirmations. At the same time, IFEMA also 
states that a tape recording of the transaction negotiated by foreign 
exchange traders is the best evidence of those terms. 

Analysis of IFEMA 

The heart of IFEMA is the provision on close-out and liquidation net­
ting.-! It is designed to address the problem of cherry-picking. How it 
does so is worth examining. Suppose that two banks, Citibank and 
Bankers Trust, trade dollars and yen in the spot market on Wednesday, 
May 1 8  for value on Friday, May 20. Suppose that there are three such 
transactions (see Figure 1 ). In the first deal, Citibank owes Bankers Trust 
$ 1 00,000. In the second deal, Citibank owes Bankers Trust $50,000. In 
the third deal, Bankers Trust owes Citibank $60,000. Without netting, 
three separate payments must be made-two from Citibank to Bankers 
Trust of $ 100,000 and $50,000, respectively, and one from Bankers 
Trust to Citibank in the amount of $60,000. 
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Figure 1 

Citibank 

Transaction 1 

Transaction 2 

Transaction 3 ...... 1-----

( $ 1 00,000) 

($50,000 ) 

($60,000 )  

Bankers Trust 

IFEMA expressly calls for payments netting in this situation . 
Therefore, only one payment of $90,000 from Citibank to Bankers Trust 
must be made, resulting from the sum that Citibank owes to Bankers 
Trust ( $ 1 50,000) less the amount that Bankers Trust owes Citibank 
($60,000 ) .  Payments netting, however, is conceptually and operationally 
distinct from close-out and liquidation netting. Payments netting is 
designed to occur as a routine matter and presupposes that neither party 
is unable to settle its payment obligations. When a party defaults on an 
obligation-or, more generally, when any event of default specified in 
IFEMA occurs-liquidation and close-out netting is triggered. 

Suppose that Citibank defaults on either a specified indebtedness to a 
third party (such as the Bank ofTokyo) or on a specified transaction with 
Bankers Trust not governed by the IFEMA. Each of these occurrences is 
an event of default under IFEMA.  Accordingly, Bankers Trust is entitled 
to close out all of its outstanding transactions with Citibank. Suppose fur­
ther that the reason for Citibank's default is that it has become insolvent. 

Here is the scenario that Bankers Trust fears: the Federal Deposit 
Insurance Corporation (FDIC), having been appointed the receiver for 
Citibank by the Office of the Comptroller of the Currency, cherry-picks 
among the three spot deals. If it could lawfully do so, the FDIC would 
reject the $ 1 00,000 and $50,000 transactions because these involve pay­
ments out of the debtor's ( Citibank's) estate. If these payments were to 
be made, the pool of fimds available for depositors and other unsecured 
creditors that the FDIC must protect would be diminished. However, the 
FDIC would seek to assume the $60,000 deal because this involves a pay­
ment into the estate, thereby enhancing the asset pool . 

If the FDIC were allowed to cherry-pick, Bankers Trust would have to 
pay $60,000 to Citibank's receiver and stand in line as a creditor of 
Citibank. In this position, Bankers Trust would receive the proverbial 
"ten cents on the dollar," or $ 1 0,000. Thus, Bankers Trust's net loss 
would be $50,000 ($60,000 less $ 10,000) .  Yet, it had expected $90,000 
fi-om the three dollar-yen spot deals! 

The liquidation and close-out netting provision of IFEMA would help 
Bankers Trust avoid this unsatisfactory scenario. Bankers Trust would be 
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authorized to activate the close-out and liquidation procedure upon an 
event of default. As the non-defaulting party, Bankers Trust would, in 
good faith and subject to reasonable commercial standards, determine 
the close-out amounts corresponding to each of the three spot transac­
tions. This calculation is based on a formula set forth in IFEMA. It yields 
a replacement cost for the transactions and a single, net lump-sum pay­
ment amount. This amount must be paid by whichever party is the pay­
ment obligor. In this example, Bankers Trust would close out all three 
spot dollar-yen transactions, convert them to a base currency (in this 
instance, U .S.  dollars), mark the transaction to market, and net the result­
ing amounts to yield one payment obligation. If the values used above 
were the relevant costs calculated under the contractual formula, a single 
payment of $90,000 would be made by Citibank to Bankers Trust. 

Could the FDIC, as receiver for Citibank, block the operation of 
IFEMA's close-out and liquidation procedure, reinstate the gross obliga­
tions, and cherry-pick among the three dollar-yen spot deals? No, 
not under U.S .  law. The Federal Deposit Insurance Corporation 
Improvement Act of 199 1 5  and Federal Reserve Regulation EE6 assure 
the enforceability of the IFEMA netting provision . However, the hard 
case occurs when Bankers Trust's defaulting counterparty is a bank's des­
ignated office subject not to the laws of the United States but rather to 
those, for example, of Germany, Morocco, Malaysia, or Uruguay. To 
what extent is the IFEMA close-out and liquidation procedure legally 
enforceable under the insolvency laws of such other jurisdictions? 
Naturally, the answer depends on the law of the foreign jurisdiction. 
Based on legal opinions obtained by the Foreign Exchange Committee 
( the organization that sponsored the IFEMA drafting project),  the pro­
cedure is likely to withstand cherry-picking efforts in the United 
Kingdom and Japan, just as in the United States. It is not surprising that 
the Basle Committee on Banking Supervision's capital adequacy guide­
lines require legal opinions as to the enforceability of the IFEMA close­
out and liquidation netting provision for each jurisdiction in which a 
designated office or a party to IFEMA is located/ Without such opin­
ions, favorable treatment under the risk-based capital guidelines is 
unavailable ( namely, a capital charge is imposed on gross rather than net 
exposures arising from foreign exchange transactions) .  

Issues Regarding IFEMA 

The extraterritorial enforceability of the liquidation and close-out net­
ting provision is only one example of an unresolved issue arising under 
IFEMA. A number of others are readily apparent. First, why should mar­
ket participants sign the IFEMA? In particular, what incentives do banks 



462 • Comment 

located outside the major trading centers of New York, London, and 
Tokyo have to enter into the agreement? This question also applies to the 
International Currency Options Market ( ICOM) Master Agreemem.s 

Second, to what extent are different master agreements competing 
products? Is the market better served by a single standard-form contract? 

Third, given that the heart of IFEMA is the close-out and liquidation 
netting provision, is it reasonable to conclude that IFEMA is an unbal ­
anced agreement that is drafted largely from the position of the non­
defaulting party? More specifically, is the close-out and liquidation 
netting provision of IFEMA a bankruptcy preference granted to the non­
defaulting party in a foreign exchange contract at the expense of unse­
cured creditors of the defaulting counterparty? After all, by preventing a 
receiver like the FDIC from cherry-picking, the size of the asset pool 
available to other creditors to satisfy their claims is diminished. 

Fourth, do the events of default specified in IFEMA actually increase 
systemic risk? These events are broadly drafted. Some of them are sub­
jective standards. For instance, the demand for "adequate assurances," 
which could be triggered by a rumor in the market or a newspaper, could 
cause an otherwise healthy counterparty to experience difficulties in set­
tling its payment obligations. In turn, other parties with exposures to 
(that is, owed money by) the counterparty could be adversely affected. 

Fifth, suppose that a bank has several different branches that are ac­
tively involved in foreign exchange trading. Can the obligations of the 
branches be netted? That is, is multibranch netting possible under 
IFEMA? If so, the Basle Committee on Banking Supervision would pre­
sumably require a legal opinion regarding the enforceability of the liqui­
dation and close-out netting provision from each jurisdiction in which a 
branch is located. As a practical matter, what is the likelihood of obtain­
ing such opinions, particularly in the case of a bank like Citibank, with 
branches in dozens of countries? 

Sixth, a cross product master agreement is a single, integrated agree­
ment that covers several different foreign exchange instruments ( for 
example, spots, forwards, options, and swaps) .  While the ISDA Master 
Agreement can serve as a cross product contract, it has not been widely 
used as such. IFEMA does not purport to be a cross product master 
agreement. What are the prospects for devising such an agreement that 
would gain widespread use? Would that agreement, from the perspective 
of bank regulators and market participants, reduce systemic risk? Or 
would that agreement exacerbate the financial difficulties of counterpar­
ties-and thereby perhaps increase the possibility of systemic risk because 
it calls for universal close-out and termination upon an event of default? 
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Finally, what role, if any, should bank regulators and the Basle 
Committee on Banking Supervision play in developing future master 
agreements for specific financial transactions? Currently, the Foreign 
Exchange Committee is sponsoring work on an agreement that would 
govern gold bullion trading. The Committee acts under the auspices of 
the Federal Reserve Bank of New York. Should the Federal Reserve play 
a more active and visible role, or should it remain entirely on the side­
lines? 

Some of these questions may be debated for years to come. 
Nonetheless, it is clear that the advent of IFEMA represents a new, more 
legalistic phase in the growth and the development of tl1e world's largest 
financial market. 
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23 Financial Derivatives 

23A. Over-the-Counter Derivatives 

DANIEL P. CUNNINGHAM 

lf one has been following the financial news in the United States 
recently, one could well have the impression that a specter is haunting the 
world's financial markets: over-the-counter derivatives activity, also 
known in shorthand as OTC derivatives. In future years, people will look 
back on the current concerns and come to the conclusion that the mar­
kets were to a great extent afraid of the complex and unknown. This 
chapter analyzes what OTC derivatives are, their uses, and a technique for 
managing credit risk for OTC derivatives known as netting. 

Defining OTC Derivatives Transactions 

The label "OTC derivatives" encompasses a wide variety of instru­
ments. In essence, an OTC derivative is a nonstandardized financial 
instrument that does not trade through any particular exchange or clear­
inghouse; hence, the name "over the counter." Because they are not stan­
dardized, OTC derivatives can be customized to fit the particular needs 
of the "consumer" of the OTC derivative . This consumer is often called 
an end user. The interests of end users of OTC derivatives are represented 
by The End-Users of Derivatives Association. OTC derivatives are often 
tailored to satisfy the very specific demands of end users. 

End users enter into OTC derivatives for a variety of reasons. The stan­
dard use for an OTC derivative is "hedging." One of the simplest OTC 
derivatives products is a "currency swap." A currency swap is a simple 
exchange of cash flows between a dealer of OTC derivatives and an end 
user. If an end user is expecting to receive future payments in another 
currency, a currency swap will "hedge" the end user against changes in 
that currency, thereby eliminating the currency risk. For this type of end 
user, a decision not to hedge can be a form of speculation. !  Basic swaps 
can also be used to hedge interest rate risk. In  this instance, an end user 
that has obligations attached to a floating interest rate, such as the 
London interbank offered rate, can exchange them for a more predictable 
flow-a fixed rate . 

465 
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These examples of hedging through swap transactions constitute some 
of the most basic hedges that are created with OTC derivatives. More 
complex risk management is also possible. For example, equity derivatives 
can be used to hedge certain equity risks. If an entity holds a block of 
stock and wants to avoid the volatility inherent in the stock without sell­
ing it, the return on the stock can be swapped for a series of fixed cash 
flows. In this way, an end user can in essence cash out the present value 
of the expected returns on an equity while avoiding a sale of stock, which 
might have unwanted tax or securities law consequences or might be 
restricted otherwise 

The demand for OTC derivatives has steadily grown. However, the size 
of the market is hard to measure. One possible measure is simply notional 
amount. Notional amount, however, grossly overstates the true credit 
risk generated by OTC derivatives activity and the true economic impact 
of the transactions. The notional principal amount outstanding of swaps 
increased from $867 billion in 1987 to $3,872 billion in 199 1 .2 In fact, 
the replacement costs-the market values of derivatives transactions-for 
all OTC derivatives tend to be about 2-3 percent of the gross notional 
amount. 

An illustration of the changing market value of a derivatives transaction 
is helpful .  At the start of a basic interest rate swap, the replacement cost 
( the market value) will be zero because, by definition, each of the cash 
t1ows being "swapped" is worth the same amount at the start of the trans­
action. The market price of the floating rate, therefore, equals the market 
price for the fixed rate. However, interest rates will change over time, and 
the floating rate that would be swapped for an equivalent fixed rate will 
change . As a result, the original contract will become valuable to one 
party, the party "in the money"; the contract will become a liability for 
the other party, the party "out of the money." The present value of the 
amount that these parties are in or out of the money will be the market 
value of the swap. When people speak of "marking to market," they are 
referring to the calculation of this number, which also represents the 
credit risk, or replacement cost, for the in-the-money party. 

Benefits and Risks of OTC Derivatives Transactions 

The size of the market suggests that a large number of end users find 
significant benefits from OTC derivatives transactions. Why is this so? 
What utility is created by this market? Empirically, the size of the market 
would seem to speak for itself. Analytically, a number of explanations have 
been advanced concerning the utility of OTC derivatives. Some explana­
tions point to an increased volatility in interest and exchange rates over 
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the past two decades. Observers suggest that events such as the collapse 
of the Bretton Woods system of fixed parities and the inflation of the late 
1 970s have created large costs for multinational firms through increased 
volatility. It is possible, therefore, that OTC derivatives are valuable 
because they ameliorate these significant costs. 

Most regulators and observers appear to approve of hedging. After all, 
the word "hedging" has a nice, safe ring to it. However, certain uses for 
OTC derivatives, although believed by some observers to be good and to 
add value, are seen by other observers as the dark side of derivatives activ­
ity. For example, OTC derivatives allow speculation on a particular cur­
rency or interest rate at relatively low transactions costs. It is thus cheaper 
to enter into a swap with cash flows tied to the return of the Standard & 
Poor's 500 Index than it is to actually buy 500 different equities. On bal ­
ance, it appears that lower transactions costs for certain forms of invest­
ment are a net good to society. It is undeniable that lower transactions 
costs make it cheaper to speculate, but they also make it cheaper to hedge 
and cheaper to invest. 

Leverage is another issue that has concerned some observers. 
Customized derivatives can be used to achieve high levels of leverage­
the perils and benefits of which have been known for some time. If some­
one is willing to extend the credit-at a price, of course-there appears 
to be no harm as a general matter in allowing an entity to utilize that 
credit through an OTC derivatives transaction. After all ,  credit and lever­
age are essential parts of market capitalism. Of course, as the Group of 
Thirty report on derivatives recommended, it is important that manage­
ment understand the risks that it is taking.3 As some well-known compa­
nies in the United States have recently discovered-or claim to have 
recently discovered-an OTC derivatives transaction can be a highly 
leveraged proposition. Every end user needs to formulate clear policies 
on the appropriate use of derivatives. Bad policies can always be avoided; 
violations of policy, however, are more difficult to avoid. 

Another concern of certain regulators and observers is credit risk. If a 
party to an OTC derivatives transaction that is out of the money falls into 
insolvency, the other party will lose the economic value of the transaction. 
Some fear that, if a money center bank were depending on a counterparty 
that fell into insolvency, a "domino effect" could result, with one default 
triggering other defaults in a cascading fashion.4 

There are things that can be done, however, to reduce credit risk. One 
method is netting. The basic question is whether exposures between two 
counterparties to a bilateral derivatives transaction master agreement 
should be netted against each other. If an OTC derivatives dealer has 
entered into a single transaction with an end user, the dealer's credit risk 
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in the event of the insolvency of the end user is easy to understand. 
However, if the dealer has entered into a series of derivatives transactions 
with another party (documented, one hopes, under a single master agree­
ment, such as  the 1 992 International Swaps and Derivatives Association 
( ISDA) Master Agreement), the dealer's credit risk is more complex. 
Upon bankruptcy, three things could happen to the group of derivatives 
transactions: ( i )  they all could be continued; ( i i )  they all could be termi­
nated; or ( ii i ) the derivatives transactions favorable to the insolvent party 
could be continued while the rest are terminated. In the OTC derivatives 
business, this third possibility is called cherry-picking. 

The bankruptcy question is an important one for two closely related 
reasons. First, the answer to the question is crucial if one is to perform 
realistic assessments of credit risk. Such assessments of credit risk allow a 
bank to judge the riskiness of its portfolio of assets and liabilities. Second, 
the answer is important if one is to accurately assess the amount of capi­
tal that an OTC derivatives dealer should set aside. Although all OTC 
derivatives dealers need to understand this issue, it becomes one of par­
ticular concern to OTC derivatives dealers regulated as banks. National 
banking regulators and the Basle Committee on Banking Supervision 
have been grappling with this question for some time. 

ISDA Master Agreement 

At the center of the ISDA agreement structure is the 1992 version of 
the master agreement.s This document sets out the master agreement 
structure and incorporates the individual confirmations that spell out the 
specific terms of each individual transaction. The document includes rep­
resentations, events of default, termination events, and covenants, and it 
specifies early termination provisions. The confirmations, which differ 
according to the form of the transaction, all become part of the master 
agreement. Also, the document contains a number of definitions that 
facilitate the creation of confirmations for individual transactions. With 
this structure, one-page confirmations can be used for a variety of prod­
ucts, including rate swaps, basis swaps, foreign exchange transactions, 
rate caps and floors, currency swaps, equity derivatives, commodity 
derivatives, and other derivatives transactions . Finally, ISDA completed 
work on the 1994 Credit Support Annex,6 which allows the market value 
of the netted transactions to be collateralized. This document allows 
counterparties to ( i )  net their exposure with each other and then ( ii )  col ­
lateralize the single net exposure. As a result, after netting and upon 
proper collateralization, both counterparties' net exposure will be zero. 
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Why Does Netting Work? 

The 1992 ISDA Master Agreement states that the parties have entered 
or will enter into one or more transactions with each other from time to 
time and will execute and exchange a document or other confirming evi­
dence (each document a "confirmation")  setting forth the particular 
terms of each transaction. It also states that the parties enter into trans­
actions in reliance on the fact that each 1 992 ISDA Master Agreement 
and confirmations relating thereto form a single agreement. 

In the event of a default-based termination, the 1992 ISDA Master 
Agreement allows a lump-sum amount ( reflecting the positive or negative 
values of all transactions) to be calculated in connection with an early ter­
mination date (commonly referred to as "close-out netting") .  The agree­
ment contains two alternatives for calculating this lump-sum amount 
upon early termination, which the parties elect at the time that they enter 
into a master agreement. The lump-sum amount calculated during close­
out netting is the netted total of all the transactions entered into pursuant 
to the master agreement. 

If the 1992 ISDA Master Agreement is enforceable in bankruptcy, the 
exposures of differing OTC derivatives transactions will in essence be set 
off against each other upon the bankruptcy of one of the counterparties. 
Hence, if the netting provisions of the 1992 ISDA Master Agreement are 
enforceable, a series of OTC derivatives transactions entered into under 
such an agreement only generates the credit risk of the net of these trans­
actions. However, if netting were not enforceable, the credit risk would 
be the sum of all the out-of-the-money transactions, typically a much 
higher figure than the net. Consequently, depending on whether netting 
is enforceable, a series of OTC derivatives transactions between the same 
two counterparties could create widely different credit exposures .  

The Group ofThirty report gave a very clear recommendation regard-
ing documenting and netting. As Recommendation 1 3  states: 

Dealers and end users are encouraged to use one master agreement as widely 
as possible with each counterparty to document existing and future deriva­
tives transactions, including foreign exchange forwards and options. Master 
agreements should provide tor payments netting and close-out netting, 
using a fi.1ll two-way payments approach/ 

Why? The explanation is  simple; the commentary on the above recom­
mendation notes that 

[a J single master agreement that documents transactions between two par­
ties creates the greatest legal certainty that credit exposure will be netted. 
The use of multiple master agreements between two parties introduces the 



470 • Financial Derivatives 

risk of "cherry-picking" among master agreements ( rather than among indi­
vidual transactions);  and the risk that the right to set off amounts due under 
different master agreements might be delayed.8 

The rationale is incontrovertible. The commentary also asserts that 
"there is substantial scope for reducing credit risk by including foreign 
exchange forwards and options under master agreements along with 
other derivatives transactions. "9 

There has been a fair amount of discussion over whether the Basle 
Committee on Banking Supervision should apply netting to the risk­
based capital guidelines. In April 1993, the Basle Committee on Banking 
Supervision released The Supervisory Recognition of Netting for Capital 
Adequacy PurposesJO In this consultative proposal, the Basle Committee 
on Banking Supervision accepted that netting should be recognized for 
risk-based capital adequacy purposes. It wrote that "the 1 988 Capital 
Accord should be revised to recognize, in addition to netting by nova­
tion, other forms of bilateral netting of credit exposures to the extent that 
such arrangements are effective under relevant laws . . . .  " I I  

The release left open the question of whether netting should be applied 
to the "add-on."  The add-on is an extra capital charge required by the 
1988 Basle Capital Accord . l 2  The purpose of the add-on apparently is to 
provide a cushion in the event of market movements that might change 
the value of exposures and, hence, change the level of credit risk during 
the period from one mark to the next. ISDA believes that there is con­
vincing evidence that netting reduces the chance that market movements 
will increase credit risk for a portfolio ofOTC derivatives. If this is indeed 
the case, the logic of the add-on calculation \vould suggest that netting, 
if enforceable, should reduce add-on requirements as well .  

For risk-based capital purposes, the question becomes, To what degree 
is netting enforceable under relevant laws? Part of the good news is that 
a number of recent statutory developments have explicitly guaranteed the 
enforceability of netting in the laws that regulate some of the world's 
largest economies and most sophisticated financial centers. 

In tl1e United States, changes to the U.S. Bankruptcy Code addressed 
netting with respect to counterparties that were corporations, 1 3  while 
amendments to the Federal Deposit Insurance Act in the form of the 
Financial Institutions Reform, Recovery, and Enforcement Act of 1 989, 
a law aimed at the savings and loan industry, l4  and provisions of the 
Federal Deposit Insurance Corporation Improvement Act i S  have 
addressed netting with respect to financial institutions whose insolvencies 
are not governed by the U .S. Bankruptcy Code. 



Daniel P. Cunningham • 471 

In France, legislation was directed at the netting of debts and claims 
related to certain markets that are either ( i )  specifically regulated or ( i i )  
governed by a framework agreement complying with general principles of 
standard framework agreements governing the relationship between the 
two parties, at least one of which is a qualified institution. l6 By "qualified 
institution," the French Parliament meant a French bank, credit, or insur­
ance institution or a foreign entity that was subject to analogous regula­
tion in its home country. 

Legislation explicitly permitting netting has also been passed in 
Canada, l7  Belgium,IB Germany,l9 and Switzerland.20 Over half of the 
Group of Ten (G- 10 )  countries have passed statutes enforcing netting. 

In other countries, explicit statutory guidance is sometimes lacking, 
but the ISDA has spent considerable time and effort attempting to doc­
ument the extent to which netting under the ISDA Master Agreement is 
enforceable "under relevant laws." To this end, the ISDA solicited legal 
opinions from legal counsel in all 1 1  of the G- 1 0 countries with respect 
the enforceability of netting under the ISDA Master Agreement. 

There are some obstacles to these legal opinions in countries where the 
Jaw does not explicitly address netting. This situation arises because the 
relevant laws were enacted before the genesis and growth of the OTC 
derivatives market, and because there are no cases on point. If there are 
no cases and precedents directly on point in a country, these opinions are 
reasoned opinions, that is, they operate from analogy and logic. The 
ISDA has now finalized legal opinions from all the countries represented 
on the Basle Committee on Banking Supervision. 

One example of a country where netting became well established even 
without legislation is England. On November 23,  1 993, the Financial 
Law Panel, which is sponsored jointly by the City of London and the 
Bank of England, issued a guidance notice entitled "Netting of 
Counterparty Exposure ."  The purpose of the guidance notice was to pro­
vide a clear statement of what is widely agreed by lawyers to be the basic 
rule of English law: close-out netting for OTC derivatives transactions is 
a form of setoff that is enforceable in England. This conclusion was con­
firmed by 2 3  leading London law firms. 

Enforceability of Netting 

What can be concluded about the G- 1 0  world and the enforceability of 
netting? In brief, throughout the countries represented on the Basle 
Committee on Banking Supervision, netting is the Jaw. If a party to an 
OTC derivatives transaction is organized in one ofthe I I  G-IO  countries, 
the counterparty can terminate its OTC transactions upon bankruptcy, 
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and close-out netting, as embodied in the ISDA Master Agreements, will 
be enforced. 

Multibranch Netting 

The basic question of multibranch netting is, What happens when a 
bank enters into OTC derivatives transactions under a master agreement 
through several of its branches in different countries? Upon insolvency of 
the bank, will the assets and liabilities of a given branch be treated to­
gether with the rest of the bank, or will the local regulators attempt to 
deal with the local branch separately? In the United States, this separate 
approach is known as ring fencing. 

Section 1 0(a)  of the 1 992 ISDA Master Agreement provides for multi­
branch netting. At this juncture, the legal opinions gathered do not speak 
to the issue of multi branch netting; they all address the question of bilat­
eral close-out netting. Nonetheless, the ISDA is not aware of any prece­
dent indicating that officials administering bank insolvencies in G- 1 0 
countries would not honor a master agreement with such a provision. 
Although bankruptcy law in many countries gives the right to assume, 
reject, or assign executory contracts in bankruptcy, apparently no 
bankruptcy law permits the amendment of a contract. Therefore, as a 
matter of contract and insolvency law, it is not apparent how the multi­
branch provision could be removed from the master agreement. Hence, 
it is likely that legal opinions would generally confirm that master agree­
ments can create enforceable multibranch netting. If  uncertainties exist in 
some countries, owing to the discretionary powers of banking regulators 
or other officials overseeing bank insolvencies, clear statements that such 
powers would be exercised to support the enforceability of multibranch 
netting arrangements would resolve any doubts. 

Until recently, there was a degree of uncertainty concerning the 
enforceability of a multibranch master agreement that includes branches 
organized under the laws of the state of New York. New York historically 
has taken the approach of ring fencing branches chartered under :1\:ew 
York law that are placed in receivership by the New York State Banking 
Superintendent. In July 1 993, however, New York adopted legislation2 1 
sponsored by the State of New York Banking Department that addresses 
the treatment of "qualified financial contract[ s ] ," including OTC deriva­
tives, entered into by a New York branch or agency of a non-U.S.  bank 
that is placed in receivership by the New York State Banking 
Superintendent. Under the new New York law, qualified financial con­
tracts are not terminated automatically upon the Superintendent's taking 
of possession of a New York branch or agency, and the Superintendent 
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will not assume or repudiate such contracts documented under multi­
branch master agreements. Instead, the home country regulator of the 
foreign bank will be allowed to assume or repudiate the multibranch mas­
ter agreement, and counterparties will be allowed to terminate such 
agreements in accordance with their terms. This type of legislation pro­
vides important legal certainty, and it is to be hoped that similar legisla­
tion or rules, if required, will follow in other jurisdictions. 



23B. The Risks of Financial Derivatives 

KENNETH RAISLER 

Introduction 

This chapter focuses on the risks of derivatives, which center on the 
possibility of a default of one of the counterparties. Netting is absolutely 
critical in this analysis. 

There are seven risks associated with derivatives: 

• legal risk; 

• credit risk; 

• market risk; 

• liquidity risk; 

• operational risk; 

• reputation risk; and 

• systemic risk. 

These risks were identified in the Group of Thirty report on financial 
derivatives . 1  One of the most important findings of this report is that, at 
one level and, indeed, at many levels, the risks of derivatives are funda­
mentally no different from the types of risks associated with traditional 
instruments, including loans, securities, and deposits. Considering the 
above list of risks in the context of a product, such as a fixed-rate mort­
gage with a prepayment option (which is an extremely popular product 
for homeowners in the United States), one realizes that the same risks 
associated with derivatives are present for a bank lending fixed-rate mort­
gages. In fact, it was the inability to manage that fixed-rate mortgage 
portfolio that was at the core of the failures of so many savings and loans 
in the United States. It is also important to recognize-and this is the 
focus of the U.S .  Congress, regulatory bodies, and others around the 
world-that the complexities associated with derivatives give rise to issues 
of transparency and questions of legal and market linkages that require a 
higher level of attention .  

A point worth making in connection with derivatives i s  that these prod­
ucts are not new. One of the earlier derivatives products was born of 
necessity: a bond offered by the Confederate States of America in 1 863, 
during the Civil War. This was one of the more complicated derivatives 
that one could imagine. A dual-currency bond, it paid either in British 
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pounds or in French francs. It had a commodity convertible element: the 
holder had the option of taking 40,000 pounds of cotton, delivered on 
the Gulf of Mexico. In 1 863, that was not a good option for many of the 
market participants. This bond offering reflected a situation in which the 
Confederacy was having serious difficulty raising money and Confed­
erate currency had no value in the world market. Consequently, the 
Confederate Government designed a product paying in recognized cur­
rencies and with a commodity element as a way to raise funds . Although 
the complexity of this product is important and interesting, it had the 
same core problem that all such products have: complex payout struc­
tures do not mean anything if the creditworthiness of the issuer is a cause 
for concern. In this historical example, of course, the Confederacy lost 
the war and defaulted on the bonds. 

Failure of Management 

Senior management of any institution-central bank, corporation, or 
pension fund-needs to set the standards by which that entity will engage 
in derivatives and to manage the program that the company then imple­
ments.2 Recommendation 1 of the report of the Group of Thirty pro­
vides that 

[ d ]ealers and end-users should use derivatives in a manner consistent with 
the overall risk management and capital policies approved by their boards of 
directors. These policies should be reviewed as business and market circum­
stances change. Policies governing derivatives use should be clearly defined, 
including the purposes for which these transactions are to be undertaken. 
Senior management should approve procedures and controls to implement 
these policies, and management at all levels should enforce them.3 

The failure to implement this recommendation has been and will con­
tinue to be the cause of the vast bulk of derivatives problems. The key is 
that the hierarchy of the organization should be familiar with derivatives; 
otherwise, the institution should not be involved with them. Senior man­
agement should not be surprised by any one investment or overall invest­
ment strategy that is undertaken by its treasurer's office or any other unit 
in the institution. For example, one large U .S .  corporation identified a 
substantial loss in derivatives and ended up writing down over $ 1 00 mil­
lion as a result of its investment. Its senior management indicated in a 
notice to shareholders that it was surprised by the risk and did not under­
stand the impact of that investment. The position of the Group ofThirty 
would be that this was not a responsible investment for the corporation 
to make, as senior management did not know what it was doing. Until 
senior management understands these kinds of investments, the organi­
zation should not undertake them. This issue has been identified as 
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"intellectual risk," the risk generated by an organization's lack of intel­
lectual capacity or know-how to manage a derivatives portfolio. It is also 
connected with the issue of internal controls, that is, the failure to set the 
right policies. This derivatives risk often can also be stated simply as a 
basic failure of management. 

Legal Risk 

The fundamental aspect of legal risk is the risk that a transaction is not 
valid and enforceable under applicable law. The law could be that of the 
home country, that chosen by the parties, or that of the jurisdiction 
where a bankruptcy filing takes place. 

Most countries' legal systems have not kept pace with financial devel­
opment. This general comment applies not just to derivatives but to all 
means of financial innovation. Very few cases anywhere have dealt with 
the issue of the legal enforceability of derivatives. Market participants end 
up having to work with legal opinions. The ISDA has done a splendid job 
of collecting these opinions; however, reading them makes one realize 
that they are not as good as an affirmative statement from a country's leg­
islative body. For this reason, the ISDA and others are pursuing such leg­
islation in order to make sure that an isolated case does not threaten a 
whole category of derivatives .  

Four issues arise under the heading of legal risk: 

• bankruptcy and insolvency ( netting); 

• documentation; 

• capacity and authority; and 

• legality and enforceability. 

The first issue, bankruptcy and insolvency, bears on the enforceability 
of netting and the critical elements addressed in the previous chapter. 

Second, documentation and the use of master agreements arc also a 
key part of the netting process. At its inception, any agreement in the 
derivatives or any other contract area needs to be put in writing in most 
jurisdictions to be enforceable. Even in those jurisdictions where all 
agreements are enforceable, a written agreement helps in a court or other 
legal context to solidifY the parties' rights and obligations. 

Third, the capacity or authority of a counterparty to enter into a trans­
action is absolutely critical to ensure that the transaction is enforceable. 
Unfortunately, a British case involving the London councils, which are 
municipalities in and around the city of London, Hazell l'. Hammersmith 
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and Fulham London Borough Counci/,4 resulted in a decision by the U . K. 
House of Lords, the highest court, that the councils did not have author­
ity under their enabling statutes to enter into swaps of any kind. This 
decision surprised many observers, who felt that swaps entered into by 
the councils to manage risk should be enforceable. The ISDA conducted 
a ten-year study of defaults and losses in swaps and found that about half 
of those losses-$500 million out of approximately $ 1  billion in total 
losses-were the result of having to unwind all of the swaps with the 
councils. This issue involves the authority of not just a London council 
but also that of all municipalities, pension funds, insurance companies, 
building societies, and other organizations. Obviously, a wrong assump­
tion in this area could be devastating to an institution that has entered 
into a transaction, particularly if the result is an unwind and a return to 
the first position. A dealer in a swap market who has a position between 
two parties always assumes that the position is matched up; however, if 
one party defaults and has to unwind, the consequence for the other 
party is very serious. 

Fourth, the issue of legality and enforceability raises the question of 
whether the derivatives transaction can or will be enforced in court. The 
Group of Thirty found in its examination that two general areas of law 
were problematic in many jurisdictions. First, derivatives may in many 
cases be subject to laws applicable to futures contracts. For example, in 
the United States, all futures contracts must be traded on a designated 
exchange, such as the Chicago Board ofTrade or the Chicago Mercantile 
Exchange. There was a concern that, if a swap were deemed to be a 
futures contract, it would be illegal because it was not trading on a des­
ignated exchange. The law in the United States was changed in 1992,5 
and regulations were implemented in early 199 3 to largely settle this 
issue,6 but the same problem exists in other countries. An unfortunate 
case in Australia highlights this issue .7 

The second problematic point on legality and enforceability is the pos­
sibility that in many countries derivatives may be seen to violate a gam­
bling statute or a statute that requires that such trading occur on a 
licensed exchange. These statutes, which have been on the books for a 
long time, concern a bet of some kind on a future event whose outcome 
is not controlled by one or the other party. In the United States, this 
problem has largely been solved by legislation. However, the examination 
by the Group of Thirty indicates that, in countries such as Australia, 
Brazil, Canada, and Singapore, there are uncertainties as to whether 
derivatives violate relevant statutory provisions. 8 

This issue is evolving, and significant new developments and changes 
can be expected. The Group of Thirty focused on making recommenda-
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tions to deal with legal and regulatory uncertainties. They have recom­
mended that 

[ l]egislators, regulators, and supervisors, including central banks, should 
work with dealers and end-users to identil)r and remove legal uncertainties 
with respect to: 

• The form of documentation required to create legally enforceable agree­
ments ( statute of frauds). 

• The capacity of parties, such as governmental entities, insurance compa­
nies, pension funds, and building societies, to enter into transactions 
( ultra vires). 

• The enforceability of bilateral close-out netting and collateral arrange­
ments in bankruptcy. 

• The enforceability of multi branch netting arrangements in bankruptcy. 

• The legality/enforceability of derivatives transactions.9 

Credit Risk 

Credit risk is the risk of loss if a counterparty defaults. The key point 
from the standpoint of a company's internal controls is that the company 
should measure the associated costs of replacing a derivatives transaction, 
in addition to the potential replacement cost itself. Thus, in evaluating its 
overall exposure to credit, a company must take into account the possi­
bility that the market may move between the time of default and the time 
that it is able to replace the particular transaction. 

The other key element in the credit risk recommendations of the 
Group of Thirty is that credit risk management has to be independent 
from the trader who put together the original transaction. I O  The incen­
tive of the trader to do the transaction may make it difficult to take into 
account fully the extent of the credit exposure. An independent credit risk 
manager is the correct person to evaluate whether it is the right kind of 
transaction for the company. 

In this regard, two additional points should be made. First, greater use 
is being made of collateral, and the 1994 ISDA Credit Support Annex 
will be a big help in this regard. Institutions such as the World Bank have 
made public their interest in moving more generally to collateralizing 
their swap portfolio as a way of substantially reducing and managing this 
risk. Second, there is talk in the press-more than in corporations and 
other institutions-about developing a clearinghouse for swaps and. other 
kinds of derivatives transactions. This undertaking would be very diffi­
cult, but a number of people are looking into it. 
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Market Risk 

Market risk is the risk associated with a decline in the value of a deriva­
tives instrument. An example of this kind of stress situation would be the 
U .S. stock market crash of October 1987.  Market participants need to 
calculate their market risk when evaluating their potential credit and 
other risk exposure by marking their positions to market at least daily. 
Participants may assume that the market will move within historic limits 
in making these calculations. Dealers should also mark positions to mar­
ket at least daily. 

Liquidity Risk 

Liquidity risk is the risk that, because of market movement, a counter­
party will be unable to meet its net funding requirements. More specifi­
cally, it is the risk that, because of liquidity strains in the market, there will 
not be a fair price, that is, the price between the bid and the offer will be 
so wide that there may be no real market in which the participant can sell 
or buy the position that it is trying to replace. Liquidity risk has been a 
problem with more complex derivatives instruments. In the United 
States, for example, one organization saw its portfolio value drop from 
$600 million to near zero overnight when trying to sell it. Although the 
company thought that it had made reasonable assumptions about the 
portfolio's value, the absence of liquidity in the market meant that there 
was no buying market for its interests. ! !  This risk is obviously something 
that needs to be evaluated. 

Operational Risk 

Operational risks are the risks associated with human error, systems fail­
ures, or inadequate procedures and controls. It is the responsibility of 
senior management to set the parameters and design and implement 
proper back-office procedures and other technological programs to coun­
teract this risk. The absence of these internal controls, as well as the 
resulting operational risk, are unacceptable for any derivatives participant. 
Prospective participants should not enter the business until such systems 
are in place. 

Reputation Risk 

Reputation risk, a sort of summary risk, is a risk that market partici­
pants deal with every day. A market participant might lose clients or gen-
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era) reputation in the market if it does not deal fairly with them or does 
not properly manage its business. This risk might also be characterized as 
the risk of professional embarrassment. 

Systemic Risk 

Systemic risk is very difficult to define; it is the risk on which legisla­
tors, central bankers, and regulators have been focusing. There is no real 
evidence to support the scope that has been attributed to this risk, but it 
is a valid issue at the theoretical level . It is based on the "domino theory," 
that is, the idea that the failure of one institution will cause failures in a 
series of other institutions or create a marketwide disruption in the finan­
cial system.  This would be the catastrophic event that nobody looks for­
ward to or anticipates but is always a possibility. Systemic risk is the focus, 
in fact, of the U .S .  General Accounting Office's report on financial 
derivatives. l 2  

The elements of  systemic risk are hard to identifY. First there i s  the 
question of the size and complexity of the market. The press reports 
notional amount exposures; however, those amounts of $ 1 2-14 trillion 
do not reflect the real risks in the market. A smaller number, S68 billion, 
has been calculated as the percentage of the overall exposure that banks 
have in their loan and other portfolios. Second, there is a concern about 
concentration, based on the limited number of dealers in the market. 
However, statistics show that no one dealer has more than 1 0  percent of 
the market. l 3  There is, in fact, a wide dispersion of involvement among 
both dealers and end users. Third, the lack of transparency in the market 
is a cause for concern. In this respect, the accountants have not kept up 
with financial innovation. It is to be hoped that progress will be made in 
providing more information. Fourth, there is a somewhat vague concern 
that certain entities in this market are unregulated. The authors of the 
General Accounting Office report, for instance, have identified this as a 
problem. Fifth,  there are concerns that the products are unusual and 
therefore illiquid-a point that has previously been addressed. Finally, 
there is the concern that the markets are linked and that, because of tech­
nology and innovation, a negative impact on one player in one part of the 
market will spread to other markets. How is this risk to be dealt with? 
Necessarily, other elements of systemic risk include credit risk and legal 
risk, which have already been addressed. The hope is that progress will be 
made in getting a handle on each of these incremental elements. In any 
event, the appropriate response to systemic risk should be one of concern 
but not overreaction. 
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Legislative and Regulatory Risk 

Legislative and regulatory risk (a risk not formally on the list presented 
at the beginning of the chapter) is the potential for overreacting to the 
risks of derivatives. Derivatives lawyers have expressed concern over the 
legality of certain transactions because of the difficulty of determining 
how they fit in a legislative or regulatory scheme. l 4  Here, the concern 
is-and the General Accounting Office's report recognizes this-that, if 
any one country imposes rigorous new regulatory or legislative require­
ments without proper international coordination, the market can suc­
cessfully move to another jurisdiction, with destabilizing effects. 

There is also the concern that, without international coordination, new 
regulatory or legislative requirements will accomplish nothing other than 
to dampen the utility of products that provide very important benefits, 
not just to end users who can manage their portfolios, but also to the 
dealers, for whom derivatives represent a strong source of profitability. It 
is possible that new requirements would hamper certain players' use of 
derivatives. Regulators or legislators might impose suitability, disclosure, 
and capital requirements, all of which potentially have an impact on the 
ability of participants to use the market. Lack of adequate disclosure, cer­
tainly, is something that the marketplace is attempting to correct; the 
hope, however, is that legislators or regulators will not overreact in a way 
that will destabilize the business. 



COMMENT 

DAVID FOLKERTS-LANDAU 

The absence of legally binding netting arrangements is a pernicious 
factor that could aggravate a distress situation or a default in the deriva­
tives market. In a typical situation, the counterparty of the dealer has a 
number of claims against the dealer implicit in the over-the-counter 
( OTC )  contracts held by the counterparty, who will at the same time owe 
a number of payments or claims to the dealer. Any doubt about the dealer 
will immediately translate into tardiness on the part of this counterparty 
in paying the obligations to the dealer. The immediate result would be a 
liquidity crisis, as the counterparty would simply postpone the payments 
until a more propitious time. Sorting out legal enforceability would occur 
much farther down the road. That is the nature of the problem: without 
netting arrangements, a counterparty can selectively hold back payments 
that are legally due to the dealer or to another institution on the other 
side of the transaction. Netting helps to eliminate that possibility and 
thereby reduces the possibility of systemic risk through a seizing up of 
payments. 

Legality of Netting 

A key question is whether it is possible to construct legally binding net­
ting schemes. One should bear in mind in this respect that netting 
schemes, if there is doubt about their legal enforceability, may be worse 
than no netting schemes at all . When there is no netting scheme, one can 
assess the situation accurately and take steps accordingly. However, when 
one has a netting scheme but does not quite trust it, one cannot make an 
accurate assessment of risk or deal with it with certainty. 

A legislative solution is the only satisfactory way to achieve the neces­
sary level of certainty. Such a solution should optimally be encouraged at 
the international level. It can be achieved through extensive bilateral 
efforts or perhaps a multilateral effort spearheaded by the Bank for 
International Settlements. Absent specific legislation in the relevant 
countries, however, one cannot be certain that netting is legally binding 
in the OTC markets. In this regard, the U.S.  experience probably pro­
vides a good precedent. 

In the United States, pre-emptive federal legislation contained in the 
Financial Institutions Reform, Recovery, and Enforcement Act of 1989, I 
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the amendments to the Bankruptcy Code,2 and Subtitle A of Title IV of 
the Federal Deposit Insurance Corporation Improvement Act of 1991  
(FDICIA)3 have gone a long way toward legalizing netting. Interestingly, 
Title IV of FDICIA covers multilateral as well as bilateral situations. The 
impetus for this legislation was the Herstatt Bank case and what it did to 
the foreign exchange transactions of the Clearing House Interbank 
Payments System (CHIPS) .  There was no netting in place at the time. 
Herstatt closed when the American markets were still open, and it had 
not yet made its payments even though counterparties overseas had made 
payments. This incident caused a major problem for CHIPS and raised 
the concern of the U.S. central bank. 

When considering situations such as the Herstatt case, the following 
question should be raised: If a foreign bank fails, will a receiver in that 
country honor CHIPS's contractual arrangements? Some may, but some 
may not. Because OTC and foreign exchange markets are international 
markets ( they are not exclusively U.S.  or U.K markets),  the international 
dimension looms large . The fact that market participants and regulators 
should be concerned about the actions of receivers on the other side of 
the border shows how fundamental bilateral netting efforts are. 

Advantages of Multilateral Clearinghouses 

A basic question about the architecture of the derivatives market is why 
roughly half of all derivatives activities are carried on in the OTC market 
and half on the futures exchanges. The usual answer given is the need to 
customize derivatives transactions. However, this answer is wrong; an 
examination of the swap book-and swaps account for close to 60 per­
cent of all transactions-reveals that in excess of 75 percent of all swap 
deals are standard deals with maturities of l ,  2, 5 ,  1 0, and 1 5  years. Also, 
despite the large volumes, there are only about a dozen dealers. Their 
staffs cannot possibly customize the $ 1 .5 trillion in documents underly­
ing the swaps. Therefore, even without looking at the books, one knows 
that a tremendous amount of standardization must be taking place . 

Why is a particular contract not traded on the exchange as a swap con­
tract? What are the advantages offered by a multilateral clearinghouse 
structure? Two advantages are ( i )  liquidity and (ii) the lack of credit risk. 
With respect to the first advantage, the exchange can become, in effect, 
the counterparty to contract trades on the exchange if the primary party 
fails to perform. The contract is thus fully fungible; it is no longer merely 
an unsupported bilateral contract between the dealer and its counter­
party. The contract becomes liquid, like a futures contract. Second, with 
respect to credit risk, an exchange requires a mark to market on a peri-
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odic basis, traditionally at the end of the day, through its automatic and 
explicit margining requirements. 

The current market structure has functioned well through times of 
tremendous stress, growth, and diversity. Why is there so much activity 
in a market that has significant faults and is subject to significant risks? 
Part of the answer is resistance from the industry, particularly those deal­
ers that have an AAA rating. If they participate in a clearinghouse, they 
will lose the comparative advantage derived from their rating. The clear­
inghouse itself would, in effect, be rated; presumably, because of its risk­
management features, it \vould receive an AAA rating. One reason why, 
despite the objections of the dealers, the OTC market or a large portion 
of it continues to exist can be found in the current structure of capital 
requirements for banking institutions. The associated costs of replacing a 
defaulted transaction may approximate the amount of margin money that 
would have to be paid if these contracts were traded on an exchange. 
Those costs, which would be funded by banks and would show up on 
their balance sheets, must reflect an 8 percent capital requirement. 
Effectively, then, participants avoid a capital charge by using an OTC 
market. 

Pressure is now building from several sources to move toward a clear­
inghouse approach. First, pressure comes from the industry itself, because 
several large players have found that their exposure to the dealers is full .  
Essentially, they are running out of counterparties with the dealers and, 
therefore, pushing for multilateral clearing arrangements with or without 
counterpart)' teatures. Second, pressure is coming from the exchanges 
themselves, which are introducing products to allow tlex options and 
other features that resemble those in the OTC market. Some of the li­
quidity element may be lost as flexible features are introduced, because 
the product will be more fimgible; this problem will have to be addressed. 
Third, in the foreign exchange market, very serious efforts are under way to 
create multilateral clearinghouses-the European Clearing House 
Organization's Exchange Clearing House Limited and the North American 
Clearing House Organization. Such efforts are growing, and a structure is 
emerging. 

The derivatives industry has been immensely beneficial to the world at 
large . The efficiency gains, the pricing gains, and the liquidity gains have 
been incomparable .  The importance of derivatives in this century is 
equivalent to the establishment of limited liability in the nineteenth cen­
tury. That is why trying to make changes at the margin to deal with risks 
is probably not very satisfactory. That is why the multilateral clearing­
house approach should be encouraged. The efforts that must be made for 
this approach to work are enormous. By way of example, the legal aspects 
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of multilateral clearing and the status of clearinghouses are several times 
more complex than those involved in bilateral netting. 

In thinking about the supervisory and regulatory aspects of derivatives 
markets and their architectural design, one should take a close look at the 
advantages offered by a multilateral clearinghouse structure. Such a struc­
ture would take the activity that can be standardized out of the banking 
system and relieve banking supervisors of the burden of having to watch 
over it. 
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24 Securitization: Has It Matured? 

MARK J. WELSHIMER 

Introduction 

Securitization has become an endeavor dependent upon acronyms 
and technology. There are MBSs, ABSs, CMOs, REMICs, lOs, POs, 
PACs, 1 and a host of others-all acronyms for various kinds of securities, 
many of which would be difficult if not impossible to create, describe, 
evaluate, and understand without the increasingly sophisticated modeling 
capabilities made possible by computers. Accordingly, securitization is a 
financial and securities product that the computer age has made possible. 

The focus of this chapter is on the general concepts underlying secu­
ritization, the factors that have impacted on its growth and development 
and may impact on its future growth and development, and the benefits 
and risks to financial institutions and other parties that participate in var­
ious parts of the securitization process ( as well as the marketplace gen­
erally) .  This chapter will not dwell on the more exotic products ( some 
of which create a variety of significant benefits, and some of which cre­
ate significant risks) that the market wizards have created. It also avoids 
overconcentration on the technicalities of the U.S.  legal and regulatory 
framework affecting securitizations. However, that framework, particu­
larly insofar as banking regulation and tax and securities laws are con­
cerned, has had a significant impact on the pace of development of the 
securitization markets in the United States and the direction that they 
have taken. Moreover, the U .S .  legal and regulatory scheme has analo­
gies in other countries. Accordingly, securitization-in the United States 
and elsewhere-cannot be understood without some reference to that 
framework. 

This chapter has five basic themes: ( i )  securitization is a significant 
activity in the United States with important consequences for the health 
of the financial system, as well as for the liquidity of banks; ( i i )  securiti­
zation generally has been a positive development; ( ii i )  commercial banks, 
because they are the major originators of securitized assets, have been and 
will probably continue to be at the center of developments in the area; 
(iv) as an activity, securitization has for the most part matured in the 
United States; and (v) in the short term, there is likely to be some 
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retrenchment in securitization, as the instruments offered to investors are 
likely to become more rather than less standard. 

What is securitization? The basic concept is simple. Securitization fun­
damentally involves the process of taking relatively illiquid assets origi­
nated by financial institutions and repackaging them into securities that 
can be sold to capital markets investors; hence the term "securitization. "  
The objective customarily is to create a security that capital markets 
investors can analyze and invest in by focusing only on the risk charac­
teristics of the underlying assets and the structural implications, both 
legal-taxes, for example-and purely financial-prepayment risk, for 
example-of the transaction. Generally, there must be no material risk 
that, if the seller of the underlying assets has financial difficulties, the 
securities purchased by investors will be adversely affected. Accordingly, 
it is important to be able to conclude that, if the seller of the underlying 
assets ultimately does become bankrupt or get into financial trouble, the 
securities sold to investors and the investors' indirect interest in the 
underlying assets will not be affected under applicable bankruptcy and 
insolvency laws. 

Mortgage-backed securities (MBSs) are securities supported by mort­
gage loans ( generally residential mortgage loans) .  The term "asset­
backed securities" (ABSs) is sometimes used by practitioners to mean 
securities supported by assets other than mortgages, and it is sometimes 
used to encompass the entire world of securitization-both securities 
backed by mortgages and securities backed by other assets. 

Although precursors to securitization date back to the nineteenth cen­
tury, the modern day market in MBSs and ABSs in the United States is 
not really that old. MBSs began in the early 1970s when the Government 
National Mortgage Association, a government-sponsored entity, issued 
the first pool of residential mortgage loans, in which the pass-through 
certificates purchased by investors benefited from a U .S .  government 
guarantee .  The first private MBS offering ( in the form of a single class of 
pass-through certificates) backed by residential mortgage loans involved 
the Bank of America as seller-sponsor in 1978 .  The world of non-MBS 
ABSs began in 1 984 with the first two public offerings of ABSs backed 
by automobile loan receivables, one by Marine Midland Bank as seller­
sponsor (with Salomon Brothers as underwriter), and the other by Valley 
National Bank as seller-sponsor (with First Boston as underwriter) . Both 
offerings took the form of pass-through certificates, identical in structure 
in all material respects to the mortgage pass-through certificates issued to 
date. 

Since 1 984, securitizations have been accomplished using a variety of 
other types of underlying assets and receivables, including credit card 
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receivables, first securitized by Republic Bank Delaware in 1987; boat 
loans, first securitized by Chemical Bank in 1988;  recreational vehicle 
loans, first securitized by Fleetwood Enterprises in 1988;  equipment 
leases, first securitized by Sperry Lease Finance Corporation (using leases 
on data processing equipment) in 1 985 ;  and nonperforming loans and 
other real estate loans, first securitized by Mellon �ational Bank through 
Grant Street �ational Bank in 1988.  In addition, junk bonds, highly 
leveraged transaction or HLT loans, and tax-exempt bonds have been 
used in securitizations. 

As the scope of securitization expanded, the development ultimately 
having the greatest impact was the first securitization of credit card 
receivables. This development was important because credit card receiv­
ables, given their revolving nature, could not simply be securitized in the 
normal form, namely, by placing a pool of identified receivables in a trust 
and passing through payments on the receivables to the investors when 
received. If that form were used, the trust would liquidate in very short 
order (six months or less) .  

MBSs and ABSs, taken together and based on new issuances, are much 
larger than the corporate equity market. MBSs and ABSs are closing in 
on the overall corporate market (corporate bond and stock offerings 
lumped together) as the second-largest securities market in the United 
States after government securities. Approximately $4 1 8  billion of MBSs 
(by principal amount) were issued in 1 993 alone, and nearly S 1 .3 trillion 
in the five years ended December 3 1 ,  1993. At the end of 1993, well 
more than S 1 . 5 trillion in MBSs were outstanding. With respect to ABSs, 
approximately $59.5 billion were issued in 1993, and more than $225 
billion in the five years ended December 3 1 ,  1993.  By comparison, cor­
porate equity and bond offerings in 1992 totaled approximately $560 bil­
lion ($472 billion of bonds and $88 billion of stocks) .  

The securitization market in the United States i s  more developed than 
elsewhere, although the markets in a number of other jurisdictions arc 
developing quickly. The U.S.  head start is largely the result of two factors: 
U .S.  government policies favoring the development of a secondary mar­
ket for residential mortgages; and the deregulation of interest rates 
payable by U.S.  banks and savings associations in the early 1980s. 
However, securitization as a financial activity is already quite significant 
in the Euromarkets and in several other countries' domestic markets. 
Standard & Poor's reported in April 1991 that, since 1987 (when it rated 
its first non-U.S.  structured financing), it had rated over I 00 non-U .S. 
issues, totaling approximately $28 billion and involving assets originated 
in seven countries. Anecdotal evidence indicates that securitization has 
grown exponentially in Europe over the past several years. The Bank of 
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England's 1 989 notice on "Loan Transfers and Securitization" removed 
some of the uncertainties surrounding the treatment of securitized assets 
for U.K. banking regulatory purposes. France has promulgated a legal 
and regulatory framework targeted specifically to securitizations.2 
Sweden, given the important role of its Government in supporting and 
assisting the construction of new housing, seems to be the birthplace for 
mortgage securitizations in continental Europe, and Japan has devoted a 
number of research committees, both in and out of its Government, to 
studying securitizations for a number of years. 

Banks and Their Objectives 

Commercial banks and thrifts ( including their mortgage banking sub­
sidiaries) tend to be the largest sponsors of securitizations, followed by 
the large, captive finance subsidiaries of the automobile manufacturers. 
The reason is self-evident: these entities are the originators of the assets, 
and, particularly in the case of banks, they are under intense competitive 
pressure to generate predictable earnings streams while limiting risks. 
Their interests and needs have been and will continue to be the principal 
determinants of developments in the U.S .  securitization markets. 

Securitization is essentially a large-scale disintermediation, in which tra­
ditional bank lending funded by deposits is replaced by the funding of the 
same assets directly by the capital markets. There are six principal incen­
tives and objectives that have pushed seller-sponsors to securitize. 

• Credit risk with respect to the underlying assets can be transferred 
to third parties (whether the MBS or ABS investors or credit 
enhancers) .  

• Capital markets can be accessed as a source of liquidity. 

• As part of its task of managing assets and liabilities, a seller-sponsor 
can reduce maturity risk, the risk that a financial institution will not 
be able to match perfectly the funding of assets and liabilities on its 
balance sheet. In a securitization, there is no maturity "gap." 
Additionally, prepayment risk is  transferred to investors (except to 
the extent of the servicing fee income that the seller-sponsor, in its 
separate capacity as servicer, may expect to receive) .  

• Like maturity risk, any interest rate basis risk for the seller-sponsor 
can be eliminated and transferred (collectively) to the investors in 
the securitization. 

• Cost savings can be generated by a securitization, as the securities can 
be structured ( including through "overcollateralization," extrinsic 
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credit enhancement, or both) to obtain a higher credit rating for the 
MBSs or ABSs than the originating entity itself would obtain, effec­
tively resulting in a lower cost of funds. 

• Seller-sponsors can produce fee income without having to fund the 
related assets and bear the risks of ownership and funding described 
above. The seller-sponsor of the securitization customarily will act 
also as servicer and will receive, as servicing compensation, a desig­
nated percentage of the balance of the underlying assets from time 
to time outstanding. The servicing fee is funded from the excess of 
the interest rate received on the underlying assets over the interest 
rate paid on the securities being issued. 

Critical Developmental Factors 

Undoubtedly, a variety of direct and secondary pressures, including the 
factors referenced above, have borne on the development and growth of 
securitizations, particularly the dramatic growth that began in the late 
1970s. Banks were under pressure to reduce assets; accordingly, they 
required capital that generally (even before risk-based capital require­
ments were introduced) was determined in connection with some mea­
sure of assets. Banks were also under pressure to generate fee income and 
manage risk generally. 

As indicated above, two factors were particularly important in the 
growth of securitizations in the United States: ( i) U .S .  government poli­
cies favoring the development of a secondary market for residential mort­
gages, reflecting to some extent the importance traditionally assigned to 
home ownership in the United States; and ( i i )  pressures resulting from 
the deregulation of interest rates payable by U .S. banks and savings and 
loan associations in the early 1 980s ( as mandated by the Depository 
Institutions Deregulation Act of 1980) .3  

U.S. Policies Supporting the Residential Mortgage Market 

Government support for the residential mortgage market is manifest in 
a host of ways. Perhaps the most important and fundamental was the cre­
ation by statute of the Government National Mortgage Association ( a  
wholly owned corporate instrumentality of  the U .S .  Department of 
Housing and Urban Development), the Federal National Mortgage 
Association ( a  federally chartered and privately owned corporation first 
established in 1938),  and the Federal Home Loan Mortgage Corporation 
(a federally chartered corporation created in 1 970, the stock of which is 
owned by the Federal Home Loan banks) .  These agencies were charged 
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with developing a secondary market for mortgage loans and given the 
power to issue their own MBSs. It has been estimated that today approx­
imately 40 percent of new originations of residential mortgage loans are 
eventually packaged into MBSs issued or guaranteed by these three 
agencies.4 

Beyond the creation of these agencies, government policies have been 
supportive of mortgage credit in many other ways. First, in 1984, 
Congress passed the Secondary Mortgage Market Enhancement Act,5 
which relaxed, among other things, usury limits, state "blue sky" and 
securities regulations, and legal investment limitations on mortgage­
related securities applicable to a variety of financial institutions ( including 
banks, savings and loan associations, and insurance companies ) .  
Mortgage-related securities, for this purpose, are essentially MBSs sup­
ported by residential mortgage loans and issued by banks, savings and 
loan associations, insurance companies, and other institutions that ( i )  are 
rated in one of the two highest categories by a nationally recognized rat­
ing agency and ( i i )  are supported by first liens on the underlying real 
property. 

Second, the real estate mortgage investment conduit (REMIC) provi­
sions6 were added to the Internal Revenue Code in 1986 to permit the 
issuance of multiclass mortgage-backed securities in qualifying transac­
tions without treating the issuer (whether a trust or some other vehicle) 
as an association taxable as a corporation ( that is, without imposing fed­
eral income tax on the issuer).7 As will be addressed later, this action 
removed a major impediment to improving the economic efficiency of 
MBSs; the seller-sponsors had been unable under applicable U.S.  federal 
tax law prior to 1986 to issue in securitizations multiple classes or tranch­
es of securities. Although comparable relief has been discussed for some 
years for non-mortgage-backed ABSs, legislation has not yet been en­
acted and does not appear imminent. 

Third, Federal Reserve regulations support the development of a sec­
ondary market for residential mortgages.  The Federal Reserve Board's 
Regulation D requires that reserves be maintained against certain kinds 
of "deposits" (defined broadly under this regulation to include most lia­
bilities) of depository institutions.8 Prior to December 1 990, Regulation 
D included a 3 percent reserve requirement on time deposits having 
maturities of less than 1 8  months. Accordingly, MBSs issued by a trust 
sponsored by a bank that retained a subordinate interest or otherwise 
provided credit enhancement generally would have been treated as a 
"deposit" of the bank, subject to reserve requirements. However, the 
current ( 1995 ) version of Section 204.2(a) (2 ) ( ix)  of Regulation D 
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includes an express exception for a retained interest not exceeding I 0 per­
cent in pools of conventional residential mortgage loans.9 

Finally, the risk-based capital requirements of the U .S .  banking regula­
tory agencies favor mortgage loans and MBSs in a variety of respects. 
Most important is the 50 percent risk weighting available for high­
quality residential and multifamily mortgage loans ( as well as for MBSs 
backed by such loans) .  

Deregulation of Interest Rates 

Depository institutions in the United States had been subject prior to 
the 1980s to limits on the interest rates that they could pay on various 
kinds of deposits. These limits were implemented through the Federal 
Reserve Board's Regulation Q. lo  In the early 1980s, the interest rate ceil­
ings were effectively eliminated, introducing for the first time real com­
petition for deposits and creating the specter of significant mismatches 
between interest earned on long-term, fixed-rate assets ( the largest single 
component of which were residential mortgage loans) and interest paid 
on deposits at competitive rates. The incentive to manage interest rate 
risk by intermediating between capital markets as a long-term funding 
source and mortgage borrowers was a very important component in the 
push by banks, commencing with Bank of America in 1978, to develop 
the private ( that is, nonagency) MBS market. 

Characteristics of Assets Mfecting Securitizations 

Although any kind of loan, receivable , or other asset that generates a 
cash flow stream can, in theory, be repackaged into a security, as a prac­
tical matter it is much easier to securitize assets that are more ( rather than 
less) homogeneous, and to securitize when each asset is only a small part 
of the entire pool of assets that supports an MBS or ABS .  Legal and reg­
ulatory factors, which will be addressed below, are likely (at least in the 
near term) to constrain the expansion of ABSs into new types of assets. 
However, equally important is the practical difficulty of the marketplace 
in coming to grips with less homogeneous assets ( commercial mortgage 
loans, for example, and, to an even greater degree, commercial and indus­
trial loans) that, because of their lack of homogeneity (and often this less 
predictable loss and delinquency experience ) ,  produce less predictable 
cash flows. The less predictable are the cash flows generated by the 
underlying assets, the more protection against loss is required by 
investors in the securitizations. For example, the Resolution Trust 
Corporation, the U.S .  government agency created to administer the 
resolution of failed savings and loan associations, was by far the largest 
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seller-sponsor for secunttzations of performing commercial mortgage 
loans during 1993. The transactions succeeded because the Resolution 
Trust Corporation provided recourse, in the form of liquidity reserves, in 
amounts of between 30 percent and 40 percent of the securities sold. The 
need for substantial credit enhancement that cannot be satisfied by excess 
servicing ( the difference between the interest rate demanded by investors 
and the interest rate borne by the underlying assets) precludes as a prac­
tical matter commercial banks from participating as seller-sponsors in 
similar transactions, at least if the selling bank proposes to get sale treat­
ment for regulatory accounting and capital purposes. 

To summarize, a number of characteristics facilitate securitizations : 

• Predictable cash flows, which are partly a function of the nature of the 
underlying assets and partly a function of their contractual terms, 
facilitate securitizations. For example, residential mortgage loans in 
the U nited States generally must be prepayable at the borrower's 
election (subject to limited exceptions) .  A large amount of data is 
available with respect to prepayment experience on fixed-rate resi­
dential mortgage loans. An extraordinary amount of effort and 
expense (and technology) is devoted to trying to predict the likely 
prepayment experience on mortgage pools and related MBSs in dif­
ferent interest rate scenarios. There is significantly more basis for 
analyzing and extrapolating likely prepayment experience on fixed­
rate residential mortgage loans than on many other kinds of assets 
that might be securitized (commercial loans, for example) .  As to the 
contractual terms, fully amortizing, level-payment obligations are 
the most easily securitized. "Balloon payments" ( that is, large, 
unamortized balances due at maturity) and other nonlevel payments 
lead to nonuniform cash flows to investors. Furthermore, obliga­
tions with balloon payments are thought to be more likely to default 
(because of the uncertainty as to whether the borrower will be able 
to refinance at maturity) .  Similarly, assets bearing a fixed interest rate 
are generally easier to securitize than variable-rate instruments. 

• A history of consistently l01v delinquency, default, and loss levels facil­
itates securitization. The level of credit enhancement required is 
generally based on an estimate of the performance of the asset pool 
under "worst-case" scenarios or stressful economic conditions. 
Although the performance of a pool will be impacted by a variety of 
factors that may have nothing to do with the historical performance 
of similar pools originated or serviced by the same seller-sponsor, the 
level of uncertainty is reduced if the seller-sponsor of the assets has 
originated and serviced similar obligations in a consistent manner 
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over a long period of time and has maintained accurate records or 
payment histories and loss experience on such obligations. 

• Demographic and geographic diversity of obligors on the assets facili­
tates securitization. Demographic diversity is particularly important 
in the case of consumer receivables, in order to mitigate the effects 
of regional economic downturns; geographic diversity is important 
in the case of mortgage loan securitizations, in order to mitigate the 
risk of natural disasters ( for example, earthquake risk in California or 
hurricane risk in Florida) .  

• A greater seasoning of assets facilitates securitization. Experience has 
shown that delinquency and loss levels are generally highest during 
the early years, particularly for installment obligations. The greater 
the "seasoning," or average age, of the obligations, the lower is the 
expected delinquency rate. 

• High liquidation value and utility to the obligor of the underlying col­
lateral facilitate securitization. This is a particularly important posi­
tive factor for MBSs, for which ultimate losses on foreclosure have 
historically been relatively small, and on which obligors have a great 
incenti\'e to avoid defaults (and keep their homes) .  Credit card secu­
ritizations are at the opposite end of the spectrum; they are gener­
ally unsecured. The risks for credit card securitizations are offset by 
the small proportion of the total pool accounted for by each receiv­
able and by the well-developed databases for delinquency and loss 
experience of the major originators. 

• Standardized, high-quality underwriting and collection policies by the 
seller-sponsor and servicer facilitate securitization. 

Conversely, a number of asset characteristics make securitizations 
difficult: 

• A small number of assets in the collateral pool and a high ratio ofthe 
lar;gest asset to the average asset make securitization difficult. The 
more "large" assets in the pool, the more concentrated is the risk to 
investors from particular assets, and perhaps the greater the need for 
asset-specific disclosure. 

• A lack of standardized documentation for the assets makes securitiza­
tion difficult. Less standardized documentation is likely to be 
accompanied by less standard ( and predictable payment) terms, as 
well as by less certainty as to the servicer's rights and remedies upon 
default. 
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• Infrequent payment dates increase the difficulty of securitization. 
The capital markets generally require payments on a quarterly or 
monthly basis. 

• The ability of asset obligors to modifY payment terms (interest rate for­
mula elections, for example) makes securitization difficult. This con­
tributes to greater uncertainty about the cash flow available to 
service securities. 

• The absence of sufficient historical loss and delinquency experience for 
the asset type or for the seller-sponsor increases the difficulty of 
securitization. 

• An inexperienced or undercapitalized servicer makes securitization 
difficult. 

These characteristics make it much more difficult to analyze the ex­
pected cash flow stream from the asset pool on an actuarial basis and are 
likely to engender a need for substantially greater credit enhancement or 
recourse on the part of the seller-sponsor. 

The Securitization Process 

Elaborating on the definition proposed at the outset of this chapter, 
securitization can be described as a process whereby a pool of assets with 
similar characteristics is "packaged" into securities that either pass 
through or pay principal and interest to security holders, based on and 
derived from the principal and interest (and sometimes disposition pro­
ceeds) from and on the underlying assets. Generally, the monies received 
from payments on the assets in the pool are the source of funds to pay 
interest on ( and retire) the securities. The product of the securitization 
might be a pass-through interest in a pool of assets, which is a beneficial 
ownership interest-not necessarily pro rata with every other beneficial 
ownership interest-in the pool entitling the holder to periodic distribu­
tions of available funds up to specified amounts. Traditional mortgage 
pass-throughs, for example, are in this category. Alternatively, the prod­
uct of the securitization might be an actual debt security issued by a legal 
entity (a special-purpose corporation or an owner trust, for example ) .  

�otwithstanding its young age, the market for MBSs and ABSs in the 
United States is relatively mature. Most assets that are material assets for 
financial institutions and that, given their characteristics, can be securi­
tized are in fact being securitized in significant volume in a market­
efficient way. These assets include mainly residential mortgage loans, 
home equity loans ( including both term loans and revolving credits ) ,  
credit card receivables, and automobile receivables. These assets generally 
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have characteristics that facilitate securitization, as explained above: pre­
dictable cash flows, standardized documentation, low weights in the col­
lective assets pool, and valuable collateral (except for credit card loans) .  
Additionally, except for residential mortgage loans, these assets are essen­
tially consumer loans, on which the interest paid by consumers exceeds 
significantly the interest rate that will be payable on ABSs resulting from 
a repackaging of the assets into a security. 

Basic Structure 

Because securitization is simply the repackaging of loans and other 
receivables into securities, the scope of what falls under this term-the 
types of issuing vehicles and the types of securities issued, for example­
is quite broad. It is not particularly useful to spend much time exploring 
the intricacies of alternative structures of securitization. ! !  Instead, this 
chapter focuses specifically on the most common structure used in the 
United States (a "grantor" or "pass-through" trust) as a way of illustrat­
ing the impact of the U .S .  legal scheme on the development of securiti­
zation and the risks and benefits to the parties involved. 

In a typical pass-through trust l2  transaction, the relevant parties are ( i )  
the seller-sponsor, the customary originator of  the assets; ( i i )  the servicer, 
(often but not necessarily the same party as the seller-sponsor);  ( ii i )  the 
trustee (generally a bank) that holds the assets and issues pass-through 
certificates evidencing interests in them; ( iv) one or more underwriters or 
placement agents distributing the ABSs; (v)  in many cases, a "credit 
enhancer," charged with issuing a letter of credit or surety bond or fund­
ing a cash collateral account to protect investors against some multiple of 
the expected risks; and (vi )  the investors themselves. 

Typically, the following basic steps occur at about the same time in the 
securitization process: the seller-sponsor will convey the assets to the trustee 
in return for pass-through certificates (which may or may not be in multi­
ple classes), evidencing 1 00 percent of the ownership interests in the trust 
that holds the assets; the credit enhancer (if any) will issue its letter of 
credit, surety bond, or other similar instrument to the trustee (or fund a 
cash collateral account held by the trustee) for the benefit of certificate 
holders; the seller-sponsor will sell some or all of the certificates to the 
underwriters, pursuant to an underwriting or purchase agreement; and the 
underwriters will resell certificates purchased by them to ultimate investors. 

Responsibilities of Parties to the Securitization 

The operative agreement under which the assets are transferred to the 
trustee, the trust is created, the servicer is retained to service the assets, 
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and the pass-through certificates are issued is customarily called a pool­
ing and servicing agreement. Under the agreement, the seller-sponsor, 
servicer, and trustee take on a number of obligations. The seller-sponsor, 
in connection with its conveyance of the assets to the trust under the 
pooling and servicing agreement, typically makes a variety of representa­
tions and warranties as to the characteristics of the assets, their enforce­
ability, and their compliance with law, but not as to their collectibility or 
value. If it turns out that those representations and warranties are 
breached with respect to one or more of the assets, the seller-sponsor cus­
tomarily will be obligated to repurchase the assets to which a representa­
tion or warranty was breached. 

The pooling and servicing agreement will generally spell out the duties 
of the servicer with respect to collecting payments of principal and inter­
est on the assets, the standard of care that it should apply, and the flexi­
bility given to it to deal with assets that ultimately become troubled or go 
into default. Moreover, in order to "smooth out" the cash flow going to 
investors in the pass-through certificates, the servicer will normally be 
obligated to make out of its own funds "servicer advances" on payment 
dates for the pass-through certificates to cover delinquencies in payments 
of principal or interest scheduled on the underlying assets, but only to the 
extent that the servicer determines that the delinquent payments will ulti­
mately be recovered. The servicer undertakes this obligation because, for 
a variety of innocuous reasons (borrowers may be on vacation or forget 
to pay their bills for a week, for example ), payments by the obligors (gen­
erally individuals) on the underlying assets may not come in exactly when 
they are supposed to; in these circumstances, the late payments do not 
reflect credit concerns. If, however, the servicer ultimately concludes that 
a delinquent payment is not recoverable, the servicer will be entitled to 
reimburse itself for servicer advances out of the next available cash flow 
from all the assets. 

The pass-through certificates issued by the trust evidence beneficial 
ownership interests in the underlying assets and an entitlement to speci­
fied cash flows from those assets. The terms of the pass-through certifi­
cates can be simple or complicated. At the simple end of the spectrum i s  
a transaction in  which a single class of  pass-through certificates i s  issued, 
with each certificate representing an undivided pro rata interest in, and 
entitlement to, principal and interest payments received on the underly­
ing assets in each period. At the complicated end of the spectrum, 
generally represented by multiclass MBSs, a large number of separate cer­
tificate classes (sometimes as many as 1 5  or 20)  may be issued by a single 
trust, with each class having different payment entitlements. These might 
include, for example, sequential pay classes ( in which principal payments 
on the underlying mortgages are applied in sequence to classes until one 
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class after another is retired, with the consequence that the later classes 
are riskier), as well as interest-only classes ( lOs), principal-only classes 
( POs), planned amortization classes (PACs), and a host of others. Clearly, 
computer technology plays a critical role in orchestrating these payments. 

The trustee's role in pooling and servicing agreements is customarily 
fairly limited. The trustee ( i) holds record title to the assets, ( ii) receives 
from the servicer collections of principal and interest on the assets, and 
( ii i) pays to the appropriate classes of investors their respective entitle­
ments to the cash flow received from the assets. If the servicer defaults in 
performing its obligations ( for example, fails to remit to the trustee on 
behalf of certificate holders in a timely manner payments on the underly­
ing assets), the trustee customarily would have the right (and under some 
circumstances the obligation )  to dismiss the servicer and itself act as a 
backup servicer until a replacement is found. 

Role of Law and Regulation 

Securitization in the United States is a legally intensive exercise . The 
principal legal and regulatory areas involved are tax, banking, securities, 
and bankruptcy and insolvency. The legal and regulatory framework in 
the United States has had a critical impact on the pace with which secu­
ritizations have developed because of certain tax, banking regulation, and 
securities matters. The legal and regulatory environment in the United 
States today is quite different from the circumstances as recent as the 
mid- 1 980s, which was the major developmental period for securitiza­
tions. Specifically, in each of the three critical areas, legal and regulatory 
changes have been or are being made to accommodate securitizations, 
which underlies the view that securitization as a financing activity is rela­
tively mature in the United States. 

It is instructive to touch upon the three most important legal and 
regulatory changes: ( i )  the 1 986 REMIC tax legislation permitting mul­
titranche MBSs;I 3  (i i) the treatment by the federal banking regulatory 
agencies for capital and regulatory accounting purposes of asset sales with 
recourse;I4 and (iii ) the adoption by the Securities and Exchange 
Commission in 1 992 of Rule 3a-7, providing relief for certain qualifYing 
transactions from the Investment Company Act of 1940. 15  The legal and 
regulatory changes have been largely reactive : laws and regulations have 
changed after market participants have managed to do most (but not all ) 
of what they wanted to do under the existing legal and regulatory frame­
work, generally with some inefficiencies because the framework did not 
take account of securitizations. 
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Tax 

Generally, for a securitization to make sense it is essential that the issuer 
( the trust, for example) not itself be subject to income tax ( technically, 
under the U .S .  Internal Revenue Code, that it not be treated as an asso­
ciation taxable as a corporation) .  If the issuing trust were taxed as a cor­
poration, the trust would be deemed to have substantial taxable income. 
In the worst-case scenario, the income would be equivalent to the differ­
ence between the interest received on the assets, without any offsetting 
interest expense, as the pass-through certificates would likely be treated 
as equity interests instead of debt obligations on which interest is paid. 
Accordingly, a substantial portion of the cash flow generated by the 
trust's assets would be paid as taxes to the Federal Government instead 
of being available for distribution to investors . 

In the early days of securitizations (before the 1 986 REMIC legisla­
tion ), a trust could be "tax passive" (that is, not give rise to income tax 
at the trust level ) only if it issued a single class of pass-through certificates. 
As an exception, certificates could be issued in two classes if one class 
were subordinated to provide default protection to holders of the senior 
class and, absent defaults, received payments pro rata with the senior 
class. Accordingly, tax passivity and the complicated tranching and cash 
flow allocations that are characteristic of today's MESs generally were not 
achievable. 

Through the mid- 1 980s, the early MESs, as well as ABSs backed by 
nonrevolving consumer loans ( automobile receivables, for example ), 
were grantor trusts, as described above. In terms of market efficiency, 
grantor trusts issuing a single class of certificates were not optimum, par­
ticularly when the underlying assets had long final maturities and would 
generate cash flow over an extended period. For example, if the underly­
ing assets were 30-year mortgages, investors would receive some cash 
flow throughout the 30-year term of the instruments, even though the 
average life of the mortgages might be 12  years. Seller-sponsors, under­
writers, and other market participants realized that it would be much 
more efficient to tranche the cash flow from the underlying assets to cre­
ate multiple classes of securities when such tranching might generate 
more predictable cash flows ( for example, by creating sequential pay 
classes and PACs, in which the cash flow for a particular class is paid with­
in a narrower time band or pursuant to a specific schedule) .  Alternatively, 
the market participants could create "hedge" instruments, the value of 
which would respond in predictable ways to movements in interest rates 
( lOs and POs, for example) .  
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The 1 986 restatement of  the U .S .  Internal Revenue Code provided 
real estate mortgage securitizations (both residential and commercial ) 
with substantially more flexibility, including, among other things, the 
ability to issue multiple classes of securities. The REMIC provisions 
added to the Code in 1 986 provide tax passivity for a pool of assets that 
meets the requirements for a REMIC, irrespective of the form of owner­
ship-whether partnership, corporation, trust, or some other entity-of 
the pool . l 6  Although most REMICs are, in fact, trusts-largely because 
the marketplace's familiarity with trusts dates back to when MBSs were 
issued without REMICs-there is no requirement that the issuer be a 
trust. The flexibility afforded to REMICs is not available in other con­
texts ( that is, the REMIC provisions of the Internal Revenue Code apply 
only to mortgage assets ) .  The REMIC provisions allow for the issuance 
of multiple classes of "regular interests" (each having defined payment 
entitlements) and a single class of "residual interests" (which entitles 
investors to whatever residual cash flow is left ) .  These provisions permit 
very limited substitution of assets and are available only where the under­
lying assets are mortgages. They give the flexibility, at least in connection 
with MBSs, to model the cash flow from the underlying mortgages in 
increasingly complex ways, thus creating increasingly complex and eso­
teric securities. 

The major deficiency in the REMIC legislation is that it covers only 
mortgage securitizations. If there is a tax frontier yet to be crossed in the 
United States, it is to provide similar relief for nonmortgage securitiza­
tions. An industry group has been working to develop REMIC-type leg­
islation that would cover such securitizations. Because the nonmortgage 
assets that have supported ABS securitizations to date have largely been 
shorter-term consumer receivables, there has been less pressure to resolve 
the market inefficiency of creating from a nonmortgage asset pool differ­
ent tranches of securities for which prices and yields can be calculated 
based on more precisely identified segments of the yield curve. 

Banking Regulations and Related Capital Treatment 

Commercial banks are the largest securitizers in the United States. The 
regulatory accounting and related capital treatment of securitizations is 
critical for banks. Although a number of factors create incentives for 
banks to intermediate between the capital markets and borrowers by 
securitizing assets, one of the most important is to reduce the assets 
against which capital must be maintained. 

The appropriate treatment for capital and regulatory reporting pur­
poses of asset sales with recourse admittedly presents a number of prob­
lematic issues. Bankers generally would say that the current treatment is 
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too restrictive. However, the industry recognizes that there are no easy 
and definitive solutions to the banking regulatory agencies' concerns. 

RAP and GAAP 

An understanding of the basics of treating securitizations for capital 
purposes by U .S .  banks is useful. As a first step, whether a purported sale 
will be recognized as a sale for capital purposes depends upon its treat­
ment under so-called regulatory accounting principles ( RAP), which are 
the accounting principles that apply to the statements of condition (call 
reports) filed by banks with their regulators. If a bank's purported sale of 
a pool of assets in a securitization is not recognized as a sale under RAP, 
the underlying assets will remain on the bank's balance sheet for RAP 
purposes ( irrespective of the treatment of the transaction for purposes of 
generally accepted accounting principles ( GAAP) ) . If these assets remain 
on the selling bank's balance sheet for purposes of its call reports, capital 
must be maintained against them. Consistent with the Basle Committee 
on Banking Supervision's 1988 Capital Accord, l7  each of the federal 
banking regulatory agencies' risk-based capital regulations impose an 8 
percent capital requirement against risk-adjusted assets. 

As to what is a sale under RAP, these principles essentially divide the 
world into two parts: pools of residential mortgage loans and other assets. 
With respect to residential mortgage loans, RAP will permit banks to 
treat a transaction as a sale provided that the selling bank does not retain 
"significant risk of loss." Significant risk of loss means, essentially, 
retained risk of loss (either through direct support, such as a guarantee or 
a letter of credit, or indirect support, through retention of a subordinate 
interest) that exceeds historically expected losses on the pool. (These 
principles are embodied in the definition of "participations in pools of 
residential mortgages" in the glossary to the call reports . )  

The RAP treatment of sales of assets other than residential mortgages 
is embodied in the definition of "sales of assets" in the glossary to the call 
reports. For receivables other than residential mortgage loans, retention 
of any risk of loss from the transferred assets resulting from any cause 
essentially precludes sale treatment. This definition can lead to some 
untoward results. For example, if a bank transferred a $ 1  OOx (where x is 
a fixed number-for example, x = $ 1 ,000,000) pool of receivables to a 
pass-through trust in a typical securitization and provided $ 1  x in recourse 
(through a $ 1x guarantee or a retention of a $ l x  subordinate interest), 
the transaction would be treated as a financing instead of a sale for RAP 
purposes, and the selling bank would have to maintain 8 percent capital 
(or $8x) against the sold pool of receivables, even though the maximum 
exposure was only $ 1  x. 
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Regulatory accounting principles, obviously, do not follow GAAP. The 
basic tests for a sale under U.S.  GAAP are set forth in the Financial 
Accounting Standards Board's Statement of Financial Accounting 
Standards No. 77. 18 This statement specifies three conditions needed for 
a transfer of receivables to be recognized as a sale: 

a.  The transferor surrenders control of the future economic benefits embod­
ied in the receivables . . . .  

b .  The transferor's obligation under any recourse provisions can be reason­
ably estimated . . . .  [ and] 

c .  The transferee cannot require the transferor to repurchase the receivables 
except pursuant to the recourse provisions. 19 

Although there has been a great deal of discussion in the United States 
as to whether RAP should simply follow GMP, the U .S .  banking regu­
lators have declined to do so, principally based on the argument-which 
may not be entirely correct-that GMP emphasizes the degree to which 
benefits have been transferred while RAP is more properly concerned 
with the degree to which risks have been retained. 

Excess Spread 

In order to create a security attractive to investors, the process of pack­
aging bank loans and receivables into marketable securities normally 
requires that the seller directly or indirectly provide some sort of credit 
enhancement.20 How then can securitizations be accomplished at all with 
banks as sellers? 

In theory, a bank could simply sell the assets underlying a securitization 
at a discount so that investors are effectively overcollateralized. This 
approach would be highly inefficient for the bank, however, because ( i )  
the selling bank's own estimate of the amount of losses expected and, 
accordingly, the size of the discount are likely to be substantially less than 
what investors (or rating agencies, as their proxy) would require and ( ii) 
selling at a steep discount has the consequence of creating a windfall for 
investors if the selling bank's expectations of anticipated losses are borne 
out. 

The solution to date has largely been to take advantage of an off-bal­
ance-sheet contingent asset that reverts to the seller, as servicer, over 
time, namely, "excess spread."  Excess spread is the excess of the interest 
rate borne by the receivables being securitized over the interest rate 
demanded by investors on the securities issued in the securitization, plus 
the customary servicing fees. Suppose, for example, that each receivable 
in a pool of automobile loans bears interest at 1 0  percent but that, in the 
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current interest rate environment, the marketplace for the desired rating 
level and the expected weighted-average maturity require that the securi­
ties issued in the securitization bear interest only at 6 percent. If the cus­
tomary servicing fee to be paid to the seller-servicer is 0.25 percent, a 
pool of $ 1  OOx in receivables can be sold for $ 1  OOx in cash, and the excess 
spread of3.75 percent received over time can first be applied to cover any 
losses on underlying receivables. To the extent that it is not necessary to 
cover losses (because they do not occur), the excess spread can be remit­
ted to the servicer as "excess servicing." Provided that the seller-servicer 
does not treat the excess servicing as an asset (or take it into income) until 
it has irrevocably reverted to the seller-servicer and is no longer available 
to cover losses, that contingent asset may be used to enhance the credit 
of the securities. From a regulatory perspective, the theory is that the 
RAP balance sheet at all times reflects the worst-case scenario because the 
contingent asset inherent in excess servicing has not yet been recognized 
as an asset on the balance sheet. Accordingly, no asset on the call report 
balance sheet, which, if its value goes to zero could reduce the equity of 
the bank's shareholders, is at risk. 

One problem with the use of excess spread to facilitate securitizations 
is that many assets on a bank's balance sheet do not bear interest at rates 
sufficiently above the interest rates demanded by the capital markets to 
create an excess spread sufficient to enhance the credit of a securitization .  
Arguably, this constraint has hampered some securitizations, for example, 
of commercial and industrial loans. However, the major constraint is the 
lack of homogeneity-as well as the predictability-oflosses and payment 
streams. 

Notice of Proposed Rulemaking 

In these circumstances, the federal banking regulatory agencies, acting 
through an interagency council known as the Federal Financial 
Institutions Examination Council, have proposed far-reaching changes in 
the current rules (some good and some bad, from the industry's per­
spective) .2 1  One set of proposals, included in a Notice of Proposed 
Rulemaking that has been made public by the Federal Reserve and the 
Federal Deposit Insurance Corporation, would require credit enhancers 
(in the same manner as sellers providing recourse) to maintain capital 
against the entire asset pool undergoing credit enhancement instead of 
against only the amount of the credit enhancement.22 

The regulations described above, under which a purported sale would 
be recharacterized as a financing, apply only to sellers. They do not apply 
to third-party credit enhancers. Instead, a credit enhancer writing a letter 
of credit or funding a cash collateral account to support some other 
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bank's securitization is required under the existing rules to maintain cap­
ital only against the amount of its credit enhancement. The proposed 
change would implement the regulator's principal of "equal capital for 
equal risk." That is, if credit could be enhanced for a $ 1  OOx pool of assets 
underlying a securitization by either a $6x subordinate interest retained 
by a seller or a $6x letter of credit provided by another bank, the amount 
of capital required by the seller on the transaction (if the first alternative 
were chosen) or the unaffiliated credit enhancer (if the second alternative 
were chosen) should be the same. Under the existing system, the credit 
enhancer has to maintain 8 percent capital against $6x, or $ .48 in capital; 
under the Notice of Proposed Rulemaking, the credit enhancer ( like a 
seller) would be required to maintain 8 percent capital against the entire 
S I OOx pool, or $8 in capital. Both sellers and credit enhancers would be 
subject to a capital charge capped at the amount of the recourse . 

Advance Notice oj"P1·oposed Rulemaking 

An Advance Notice of Proposed Rulemaking was published on this 
matter in 1994.23 It implements a ratings-based, multilevel approach, 
under which a bank's risk-based capital charge for certain asset securiti ­
zations would depend on its relative risk of loss.24 Although credit 
enhancers view the equal capital for equal risk principle embodied in the 
Notice of Proposed Rulcmaking as anathema, the Advance Notice of 
Proposed Rulemaking would provide some relief. Industry participants 
commenting on the Advance Notice of Proposed Rulemaking strongly 
argue that the portion of the Advance Notice of Proposed Rulemaking 
addressing credit enhancers should be implemented only ifrelief for qual ­
ifying transactions is simultaneously provided for in the Advance Notice 
of Proposed Rulemaking. 

The Advance Notice of Proposed Rulemaking is based upon a hypo­
thetical, simplified transaction that assumes ( i) a senior, highly rated secu­
rity; ( ii )  a "middle-level," subordinated security or interest that is in a 
second-dollar loss position and enhances the credit of the senior security; 
and ( iii ) a subordinated security in a first-dollar loss position that 
enhances the credit of the two more senior tranches. 

The Advance Notice of Proposed Rulemaking would make three pro­
visions. First, if a middle-level, subordinated security or a second-dollar 
loss enhancement (whether in the form of recourse or a direct credit sub­
stitute) is rated at least investment grade by a nationally recognized sta­
tistical rating agency, the seller providing recourse or the third-party 
providing the direct credit substitute by writing or holding such position 
would be assessed capital only against the face amount of the recourse or 
credit enhancement. Second-dollar loss positions that do not qualify for 
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this approach ( including purchased subordinated securities and letters or 
credit)  would be charged capital, based on the bank's exposure and the 
more senior portions of the pool. 

Second, the Advance Notice of Proposed Rulemaking would provide 
that the most senior class of a qualifying securitization transaction would 
be risk weighted at 20 percent ( regardless of the underlying asset type) if 
this class received the highest credit rating from the same rating agency 
that rated the second-dollar loss position. However, senior positions that 
are supported by prior credit enhancements carrying third-party perfor­
mance risk (for example, standby letters of credit) would not qualify for 
this treatment. 

Third, with respect to recourse arrangements or direct credit substi­
tutes in a first-dollar loss position, the low-level recourse rule (capping 
the capital charge at the amount of the recourse) included in the Notice 
of Proposed Rulemaking would apply. That is, capital would be charged 
dollar-for-dollar against the bank's exposure up to the full risk-based cap­
ital charge for the assets. 

Rule 3a-7 Under the Investment Company Act 

The Investment Company Act25 provides a comprehensive regulatory 
scheme for managed investment funds. Although the perceived need to 
regulate managed investment funds gave rise to the enactment of the 
statute in 1940, its actual reach is much broader. The Investment 
Company Act by its terms imposes its regulatory scheme on any entity 
whose assets are primarily "investment securities. "26 Accordingly, for pur­
poses of the statute, almost any obligation to pay ( including all kinds of 
bank loans) is an investment security, with limited exceptions made for 
government securities and stock of operating subsidiaries. Therefore, 
most trusts and other securitization vehicles, absent an exemption, are 
by definition "investment companies." The Investment Company Act 
imposes a series of substantive restrictions on investment companies 
(including with respect to capital structure and dealings with affiliates) 
that would make it impossible to conduct the normal securitization of 
assets as a registered investment company. 

The Investment Company Act has included since its adoption excep­
tions from investment company status for companies that are primarily 
engaged, among other things, in ( i )  purchasing or otherwise acquiring 
notes, drafts, acceptances, open accounts receivable, and other obliga­
tions representing part or all of the sales price of merchandise, insurance, 
and services; and (i i) purchasing or otherwise acquiring mortgages and 
other liens on, and interest in, real estate.27 Subject to sometimes arcane 
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interpretations by the staff of the Securities and Exchange Commission as 
to the availability of these exemptions, most securitization vehicles for the 
assets traditionally securitized in great volume ( residential mortgage loans 
and various kinds of consumer receivables) have been able to rely on one 
or another of these exemptions. 

In 1992, however, the Securities and Exchange Commission adopted a 
new rule, Rule 3a-7,28 intended to permit, subject to the rule's specific 
requirements, securitizations free of regulation under the Investment 
Company Act, irrespective of the type of loan or receivable being securi­
tized ( including any collateral for, or the use of proceeds of, the loan or 
receivable ) .  Rule 3a-7 exempts from status as an investment company a 
vehicle in which the assets are ( i) "eligible" financial assets that by their 
terms convert into cash within finite time periods and (i i) "fixed-income" 
securities issued to public investors that have stated interest or principal 
amounts, or both, and are rated in one of the four highest categories by 
at least one nationally recognized statistical rating organization .29 (The 
foregoing describes only the essence of the rule, which includes a num­
ber of other detailed requirements . )  

Rule 3a-7 reflects a major regulatory step by the Securities and 
Exchange Commission to remove an artificial limitation on securitiza­
tions. At the margin, Rule 3a-7 will make a difference because it  will per­
mit securitization of a variety of receivables that would not otherwise 
have fit under the existing exemptions. However, it is not likely to 
contribute to a fundamental growth or change in direction in the U .S .  
securitization market (particularly where banks are the seller-sponsors) 
because the types of assets that most lend themselves to securitizations, 
given their characteristics, could be fit within the existing exemptions, as 
described above. 

Risk 

The track record for securitizations in the United States is remarkably 
good for investors and seller-sponsors. Apparently, a rated public securi­
tization with a commercial bank as seller-sponsor has never gotten into 
trouble or incurred a loss for its public investors. 

The analysis of risk for commercial bank seller-sponsors must be a bit 
more subtle because, as described above, they are constrained in provid­
ing credit enhancement but allowed to treat transactions as sales for 
regulatory accounting and capital purposes. The federal banking regula­
tory agencies, through the examination process, look very closely at the 
exposure of banks that are major securitizers. These agencies focus pri­
marily on three areas. First, in light of the overall securitization activities 
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of a particular bank, has that bank sold its better assets and retained its 

weaker assets ("adverse selection," insofar as the bank is concerned)? 
Second, does a bank have an incentive to lower its loan underwriting cri­
teria for asset types that it securitizes in order to generate assets to sup­
port its securitizations ( and, in turn, generate fee income)? Third, does a 
bank that acts as a seller-sponsor, irrespective of its contractual obliga­
tions, feel compelled to provide "moral recourse" ( that is, to reimburse 
investors for losses even when it is not contractually obligated to do so) ,  
in order to support the market for its future securitizations? 

The concerns cited above are appropriate focal points for bank exam­
iners. Each of the federal banking regulatory agencies is well attuned to 
these risks and has developed specific guidelines to assist its examiners in 
their evaluation. However, there has not apparently been a case in which 
a bank has been deemed to raise supervisory concerns as a result of its 
securitization activities. 

Conclusion 

Securitization, as a process of intermediating between capital markets 
and borrowers (largely individuals) ,  has been a great success in the 
United States. It has contributed significantly to the availability of con­
sumer credit at attractive rates while enabling banks and other financial 
institutions (which, absent securitization, would themselves be funding 
these loans) to pass a variety of risks on to the marketplace . 

As is almost inevitable when new frontiers are being probed, changes 
in the U .S .  legal and regulatory framework concerning securitizations 
have largely been reactive . This is certainly true of ( i )  the REMIC tax leg­
islation,30 which permits substantially greater flexibility for multitranche 
MBSs than the old-style, sequential-pay collateralized mortgage obliga­
tions (CMOs) issued by owner trusts; ( i i)  the "with recourse" bank cap­
ital proposals currently being considered by the federal banking 
regulatory agencies;31 and ( iii) the adoption by the Securities and 
Exchange Commission of a structured finance rule (Rule 3a-7) ,  which 
provides an exemption from the Investment Company Act for qualifYing 
transactions. 32 

Securitization in the United States is a relatively mature activity that has 
reached a plateau. In other words, those kinds of assets that represent a 
material portion of financial institutions' balance sheets and are likely can­
didates for securitization (given their homogeneity and other terms) are 
already being securitized in a significant way. 
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The principal developments in securitization in the United States over 
the next couple of years will principally be around the edges, that is, the 
changes will increase the efficiency of transactions that are already oc­
curring. These developments may include tax legislation permitting 
REM IC-like flexibility for non-MBS ABSs, as well as more favorable cap­
ital treatment for bank investors in MBSs, along the lines proposed in the 
Advance Notice of Proposed Rulemaking under consideration by the fed­
eral banking regulatory agencies. 



COMMENT 

SANDRA M. ROCKS 

Securitization, of course, predates computer technology. One could 
say that nonrecourse financing techniques-such as the sale of participa­
tions in loans and the factoring of accounts-are early forms of "securiti­
zation."  These types of transactions, which admittedly do not always 
achieve the objective of protecting purchasers from sellers' insolvencies, 
have been conducted for many years. One of the burdens faced by par­
ticipants in the more modern U.S. securitization process and one that will 
be a theme in nearly every other jurisdiction in which this type of securi­
tization is implemented is that the analysis of these modern transactions 
is based on precedent, if any, that addressed the more primitive type. In 
the system based on common law, a sedimentary buildup of case law 
addressing financing techniques of the adding machine age is being used 
for guidance in the computer age. The cases do not address anything 
nearly as sophisticated as what the new securitization transactions have 
created. ( In civil law jurisdictions, the problem may even be worse as, in 
some countries with such a tradition, it is unlikely that statutes address­
ing these concerns have been written . )  

Insolvency Risks 

Some understanding of U.S. law issues is helpful in thinking about 
international securitization. This thinking by analogy becomes very obvi­
ous when it comes to one of the underlying premises of securitization: 
"insulation." One of the primary objectives of participants in this area is 
to insulate the assets supporting the securitization from any adverse con­
sequences that might flow from the seller's insolvency. Rating agencies, 
referred to by some as "gatekeepers," and sophisticated investors alike are 
well versed in the risks associated with insolvency proceedings under U.S. 
law and have developed structures and credit-enhancement features to 
mitigate these risks and ensure that the investors' interest in the assets will 
not be affected adversely by a deterioration in the seller's financial 
condition. 

The question that may come to mind at this point is, How does one 
know whether the assets need insulation? In the United States, several 
aspects of insolvency law can create delay, lead to the termination of con­
tractual relationships, or even result in disregarding the investors' inter­
est and the recapturing of assets ( including cash flow) by the bankruptcy 
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trustee, all of which would present barriers to a successful securitization. 
With respect to international securitizations, the gatekeepers typically ask 
whether these risks are present; they expect to be told not only about the 
risks of which they have become aware under U .S .  law, but also about 
anything else that should concern them. The following is a brief descrip­
tion of the major U .S .  insolvency risks. 

Automatic Stay 

The commencement of a bankruptcy proceeding under the U.S .  
Bankruptcy Code operates as  an automatic prohibition against the taking 
of action against the debtor or against property owned or controlled by 
it. I Thus, if the issuer of the securities became subject to a bankruptcy 
proceeding, investors could not gain access to the underlying assets, and 
the cash flow would be held up until bankruptcy court approval for con­
tinued payments could be obtained. Termination of the seller's role as 
servicer would also be prevented. The need for such approval would, at 
the very least, entail temporary delay and under certain circumstances 
might not be obtainable until the bankruptcy proceeding was concluded. 

Avoidance Power 

A bankruptcy trustee has the power to "avoid"-that is, to set aside­
unperfected interests in the debtor's property (often referred to as the 
"strong-arm" power) and to avoid perfected interests that are considered 
to constitute "preferential transfers" or "fraudulent conveyances. "2 

Strong-Arm Power 

Under U.S.  law, most interests of investors in securitizations can be 
perfected without undue effort or expense. Interests in receivables, for 
example, can be perfected by a fairly simple filing in one jurisdiction. 
Interests in securities and other instruments can be perfected by delivery 
or another method of transfer to the trustee acting on behalf of security 
holders. Interests in mortgage loans typically require delivery of the 
mortgage notes and recordation of assignments of mortgages to the 
trustee (recordation does, in a few jurisdictions, require payment of a 
recording tax) .  

One type of securitization in which all steps necessary to perfect the 
investors' interests are sometimes not taken is the securitization of auto­
mobile receivables. The need in some cases to make a notation of the 
trustee's interest on the certificate of title has been thought to be too 
cumbersome, given the number of automobiles involved and the effects 
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of local ( state) variation in these requirements. Moreover, the payment 
obligation of the automobile purchaser or lessee is considered the pri­
mary source of payment to investor; foreclosure on the automobile itself 
would be troublesome and possibly costly. 

In the vast majority of cases, however, U .S .  law provides a relatively 
painless and inexpensive method of ensuring that the investors' interests 
will have priority over competing claimants and will be respected in the 
event of an insolvency proceeding. This legal situation may constitute 
another factor that has given the United States a head start in the securi­
tization business. 

Preferential Transfers 

Under the U .S .  Bankruptcy Code, the trustee can avoid interests 
created in favor of lenders to, and purchasers from, the debtor if ( i )  the 
interest conveyed were "on account of an antecedent debt"; (ii) the trans­
fer occurred within the "preference period" (generally 90 days before the 
bankruptcy proceeding, but one year before if the transfer were to an 
"insider," including an affiliate) ;  and ( iii ) it enabled the transferee to 
receive more than would have been received if the debtor were liqui­
dated.3 This description of preferential transfers avoids many technical 
issues and other nuances that may or may not be significant in any par­
ticular deal. Several exceptions to this avoidance power exist, most 
notably for transfers in which the debtor contemporaneously receives 
"new value" for the interest conveyed.4 This would occur if the assets 
were purchased for cash but not if the assets were conveyed to meet col­
lateralization requirements. (Thus, additions of collateral would not be 
available until they were "seasoned," that is, until the expiration of the 
preference period following the transfer. ) 

Fraudulent Conveyances 

A related concern under the U .S .  Bankruptcy Code is the trustee's 
power to avoid transfers of property ( and incurrence of debt) when the 
debtor is insolvent and receives less than "reasonably equivalent value" in 
exchange. s In contrast to the preference provisions, transfers of collateral 
to secure existing indebtedness are not avoidable because antecedent 
debt constitutes "value" under the fraudulent conveyance provisions. 
Sales of assets would also be immune from avoidance as a fraudulent con­
veyance as long as the purchaser paid "reasonably equivalent value" for 
them. 
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Recapture 

The result of any avoidance of preferential transfers or fraudulent con­
veyances is an ability on the part of the bankruptcy trustee to recapture 
the assets or their value from the immediate or subsequent transferees 
(with certain limited exceptions) .  Thus, the value of cash flow received or 
additional collateral posted within the preference period or the applicable 
limitations period for fraudulent conveyances (one year under the 
Bankruptcy Code6 and up to six years under relevant state law) could be 
required to be returned. The presence of serious risk on this front would 
obviously make the securitization unworkable. 

Not surprisingly, investors worry-and the rating agencies assume­
that the originator-seller of the assets will become insolvent and that one 
or more of the foregoing principles will be applied to disrupt payments 
to investors ( temporarily or permanently) . Consequently, a fairly com­
mon structure has been developed in the United States involving a "true 
sale" to a separate, "bankruptcy-remote" entity (which investors and the 
rating agencies assume will not become insolvent ) ,  in order to insulate 
investors from these risks. 

Establishment of Bankruptcy-Remote Issuer 

Use of such special-purpose vehicles as bankruptcy-remote issuers has 
been a part of securitization almost since the beginning. Typically, a new 
corporation, partnership, or business trust is created under organizational 
documents that restrict the activities of the entity to those necessary to 
the securitization, most notably acquiring and caring for the assets and 
dealing with the cash flows. Other indebtedness is typically prohibited. 

In addition to limiting the activities of the entity to prevent a direct 
bankruptcy filing, other steps are taken to ensure that the entity will be 
respected as a separate entity, notwithstanding the bankruptcy of its affil­
iates. U.S. bankruptcy trustees have the equitable power to order the 
"substantive consolidation" of the assets and liabilities of more than one 
entity. This power has typically been exercised when affiliates conduct 
themselves in a manner that shows disregard for their own separateness 
and is misleading to creditors. 

Accordingly, in order to make it unlikely that the new entity will be 
substantively consolidated with its affiliates (whose bankruptcy is not 
"remote"),  a number of actions are frequently taken. First, a separate 
office can be established for the new entity. Second, the new entity can 
be required to observe the necessary corporate formalities and to have at 
least one officer and director that is "independent" from all affiliates. 
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Third, the entity can be prohibited from dealing with affiliates on other 
than arm's-length terms, and generally prohibited from giving or receiv­
ing guarantees to or from affiliates. Fourth, the entity can be prohibited 
from having its assets commingled with those of, or otherwise held by, 
affiliates. Fifth, separate ( typically audited) financial statements can be 
produced. Finally, the new entity can be "held out" as separate from the 
affiliates and its assets made unavailable to creditors of those affiliates. 

When partnerships, rather than corporations, are used as the new en­
tity, the general partner must ordinarily qualify as a bankruptcy-remote 
entity itself (meeting the criteria just mentioned).  Obviously, when a 
business trust is used, a certain amount of adjustment must be made to 
satisfy these criteria-in spirit, if not in letter. 

Absolute Conveyance of Assets to Special-Purpose Vehicle 

The establishment of a separate, bankruptcy-remote entity does not of 
itself result in the requisite insulation . Once the appropriate type of en­
tity is established, the assets to be securitized must be conveyed to that 
entity in such a way that they will not-for reasons other than "substan­
tive consolidation"-be considered or become part of the seller's prop­
erty in the event of the seller's insolvency. The assets must, therefore, 
have been "truly sold," rather than pledged, to the new entity. If they 
have merely been pledged, they will remain property of the seller's estate, 
and the automatic stay provision would prevent the special-purpose vehi­
cle or anyone acting on behalf of investors from exercising control over 
the assets without court approval , as discussed above. There is some dif­
ference of opinion among U .S. law firms on the factors that would pro­
vide a basis for "recharacterizing" a sale as a secured borrowing. It is fair 
to say, in general, that the presence of direct or indirect recourse against 
the seller is often at the center of this debate. 

In addition, the initial and any subsequent conveyances must not be 
avoidable as preferential transfers or fraudulent conveyances. For this rea­
son, the seller cannot be obligated to convey additional assets except for 
"new" and "reasonably equivalent" value. In many securitizations, the 
initial conveyance of assets involves both a purchase by the new entity­
using the proceeds of the securitization-and a capital contribution by 
the seller ( assuming, as is usually the case, that the seller is the parent) .  
Normally, capital i s  contributed to  give the new entity sufficient "excess 
coverage" to make the securitization viable from the point of view of 
investors and rating agencies. 

Financial guaranty insurance is also used fairly commonly in U.S. secu­
ritizations. Such insurance can be used to protect investors with respect 
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to debt and pass-throughs, as the highly rated insurer takes the risk that 
the seller's insolvency will prevent full and timely access to the underly­
ing assets. These insurers are typically risk averse (and have their own rat­
ings to keep)  and, therefore, seek comfort on the very issues that would 
otherwise concern rating agencies and investors. 

The law remains unsettled concerning the claims that holders of secu­
ritization may bring against the institution responsible for the securitiza­
tion. Assuming that the holders of the securitized claims retain some 
residual claim against the bank that managed the securitization, the issue 
arises whether, in the event of the bank's insolvency, its receiver has the 
power to stay and avoid claims that the holders of the securitization may 
have against the bank. State banks governed by state law in this regard 
may be subject to different rules. National bank insolvencies are governed 
by the National Bank Act? in the first instance but become subject to the 
provisions of the Federal Deposit Insurance Corporation Act8 (insofar as 
the law requires the Federal Deposit Insurance Corporation to be 
appointed as the receiver of such banks if they are declared insolvent by 
the Office of the Comptroller of the Currency; the Federal Deposit 
Insurance Corporation may also become the receiver for state-chartered 
banks). Insurance companies are governed by the laws of the states in 
which they are chartered, and it is to these laws that reference must be 
made on these issues if an insurance company is responsible for the 
securitization. 

International Structured Finance 

International structured finance has been examined elsewhere .9 One of 
the earliest securitizations originated in Latin America (namely, the secu­
ritization of the receivables of Mexico's national telephone company from 
AT&T). Bancomer has securitized certain MasterCard and Visa credit 
card receivables, and Mexico's national petroleum company has securi­
tized its oil receivables. In addition, the securitizations of various Mexican 
toll roads have been successfully marketed. 

A certain impetus toward securitization in the international arena, as 
well as in the United States, has been generated by the Basle Capital 
Accord. I O  In fact, some commentators expected even more of a surge in 
international securitization after it came into effect, but the path to secu­
ritization outside the United States has not been without stumbling 
blocks. For instance, to the extent that hedging against interest rate and 
currency risk is involved, the counterparties must be sufficiently credit­
worthy for investor and rating agency confidence. Sovereign risk may also 
come into play. More fundamental, however, is the need to analyze asset 
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and seller risks under the laws of the relevant jurisdictions. The U.S .  law 
analysis set forth above is a starting point in many cases, and it certainly 
informs the thinking of the rating agencies worldwide . The initial ques­
tions posed by rating agencies and investors often focus on whether the 
U.S.  legal risks are present in the country in question. Sometimes, even 
the disclosure included in international securitizations reads very much 
like that included in U.S . -based transactions. 

As briefly noted, the steps required to insure that the investors' inter­
ests are insulated from claims of other creditors of the seller are often 
more cumbersome in other jurisdictions. In some countries, for example, 
the account debtor must apparently be notified for receivables to be sold. 
Failure to do so renders the investors' interest at most one of an "equi­
table" nature, easily displaced by subsequent claimants. This has been the 
case in Japan, although the Ministry of lnternational Trade and Industry 
has been instrumental in passing a new statute to create a public notice 
system for perfection without notification of account debtors. I I  Wholly 
aside from the practical burden imposed by a notification system, an issue 
of psychology has historically generated resistance to the securitization of 
receivables in Japan, where the selling of a customer relationship has been 
viewed as an act of desperation by a failing company. Such a situation 
would, of course, not bode well for collecting on existing receivables, let 
alone generating new ones. 

Worse, perhaps, than the burdensomeness of the steps required to be 
taken in some jurisdictions is the lack of certainty as to how the con­
veyance of the assets can be legally accomplished at all .  However, the 
combination of pressures favoring securitization and the investment 
appetite for the products that securitization produces will continue to 
create an incentive for finding or creating greater certainty in an ever­
increasing number of jurisdictions. 
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The Concept of Netting 

In recent years, netting has attracted much attention in the financial 
world. This seems at first sight quite surprising, as the concept and the 
underlying factual situation are by no means new. Netting, which has no 
precise legal definition, has been described as 

an agreed offSetting of positions or obligations by trading partners or par­

ticipants in a system. The netting reduces a large number of individual posi­

tions or obligations to a smaller number of positions. Netting may take 

several forms which have varying degrees of legal enforceability in the event 

of default of one of the parties.2 

Interest in netting schemes and arrangements has recently been focused 
on two areas of financial operations: payment systems and contractual 
commitments-mainly in connection with derivatives and foreign 
exchange transactions. In the field of payments, bilateral or multilateral 
netting schemes can, if properly managed and enforceable in law, ensure a 
significant saving of routine liquidity and contribute to risk reduction; 
however, following technological developments, real-time gross settle­
ment (RTGS) systems are now considered by many to be more appropri­
ate for large-value payments. In the field of contractual commitments, 
especially in connection with derivatives, where netting is essentially bilat­
eral, a netting arrangement allows parties to reduce own funds require­
ments, to the extent that these arrangements are enforceable in all relevant 
jurisdictions and recognized by the relevant supervisory authorities. 

The main purpose of this chapter is to give a general overview of the 
legal issues raised by payment and netting systems, particularly from an 
international perspective. It does not attempt to provide an in-depth 
analysis of specific questions, which have to be studied on the basis of the 
national law or laws applicable in each case. 

5 1 7  
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Origin and Scope of Netting in Payment Systems 

Predominance of Cashless over Cash Payments 

In modern, developed societies, the bulk of the monetary assets avail­
able for discharging monetary obligations is composed of liquid deposits 
in the banking system,3 rather than coins and banknotes. Legally speak­
ing, these assets are claims against the depositary banks and thus subject 
to the individual credit (insolvency) risk of the depositary banks con­
cerned, save for balances held at the central bank, which are as risk free 
as banknotes issued by that central bank.4 This chapter does not examine 
the legal concept of moneys or the circumstances in which monetary 
obligations may be-and sometimes even have to be-discharged by 
cashless "payments" in the banking system, rather than in banknotes and 
coins issued by the central bank or by an official mint and that are legal 
tender.6 In the modern, cashless society, despite differences in the pay­
ment practices of various countries,? cashless payments represent the vast 
majority of payments in value and sometimes even in number. 
Consequently, the expression "payment" is not used here in its traditional 
meaning of cash payment (that is, the transfer of possession and owner­
ship of coins or banknotes, or both), but to describe cashless paymentS or 
credit transfer.9 

Payment Transactions and Payment Systems 

Except for in-house transfers, a single payment transaction involves two 
or more banks (see Figure 1 ), 1 0  and, in the case of credit transfers in for­
eign currencies, the settlement is normally effected through correspon­
dent banks in the country of the currency concerned (the so-called 
U -turn in the country of the currency, which is illustrated in Figure 2 ) .  
In  any event, for the completion of  the payment process, it i s  essential to 
use channels made up of a continuous chain of account relationships, I I in 
which each account relationship may be governed by a different substan­
tive law and subject to a different jurisdiction, as well as to specific con­
tractual arrangements. The chain of account relationships through which 
a credit transfer is channeledl2 must be carefully distinguished from 
the underlying obligation between the originator and the beneficiary of 
the payment : 1 3  the underlying obligation may well be subject to a differ­
ent governing law, and the forum for resolving any dispute may also be 
different . 1 4  

In parallel with the impressive growth of credit transfers, the related 
payment procedures in the banking systems of most countries have 
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Figure l .  Payment by Credit Transfer: Chain of Transfers 
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Figure 2. International Credit Transfers: The "U-Turn" in Eurodollars 
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evolved into more or less institutionalized payment systems, with specific 
operating, regulatory, financial, and legal arrangements. The develop­
ment of these payment systems, some of which-in particular multilater­
al net payment systems-already existed as early as the Middle Ages, 1 5 has 
been considerably stimulated in recent decades by the explosion in finan­
cial activities, the globalization of financial markets, and the introduction 
of information and telecommunications technology. l 6 The structure, 1 i 
characteristics, and legal basis of payment systems vary widely. 

Origin of Payments Netting 

l\'ettingl8  is not a recent phenomenon. Bilateral netting, which largely 
but not exclusively relies on the well-known legal mechanism of setoff, 
was certainly known in Roman law and perhaps even by the Babylonians, 
who apparently practiced the current account technique. Multilateral net­
ting appeared in the late Middle Ages and was used in the thirteenth cen­
tury at the trade fairs in the French region of Champagne. To alleviate 
the lack or relative scarcity of cash, merchants used to meet during the 
last days of the fair, first, to set off their mutual claims bilaterally, thus 
obtaining a net position, and second, under the supervision of the mer­
chants' provost, to calculate their multilateral "net-net" position. Each 
merchant had to announce that position to the provost, who then 
checked the accuracy and consistency of the underlying calculations by 
adding all the net-net positions, which should produce a zero result. 
Finally, these net-net balances were settled, either in cash or by drawing 
bills of exchange. Such multilateral netting and settlement arrangements, 
known under the names "skontration" or "riscontro," were widely prac­
ticed at trade fairs and financial centers in France, Germany, and Italy in 
the following centuries . I  9 The first known statutory regulations applica­
ble to multilateral netting seem to date from 1 597 and were drafted in 
the ( now French) city of Besanr;on. These early examples of multilateral 
netting have some features that are well -known to the lawyer of today: for 
instance, in some places merchants wishing to participate in the netting 
scheme had to provide collateral before being admitted to do so.20 

About 1 775, the modern tradition of clearing started when the clerks 
of the main London City banks, rather than making many trips every day 
to all the other banks, decided to meet daily in the backroom of a coffee 
house on Lombard Street, with a view to clearing more conveniently the 
checks drawn on their respective banks. 2 1  The advantages of this practice 
were rapidly recognized by the banks, which arranged to rent for this pur­
pose a "clearing room" in Lombard Street. From 1 864, when the settle­
ment of the net-net positions in cash was replaced by credit transfers 
through accounts held by the clearing banks with the Bank of England, 
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the clearinghouse took its modern form as a national clearing system.22 
The Lombard Street clearinghouse quickly became the model for similar 
institutions elsewhere in England, the United States (where the New 
York clearinghouse was established in 1 853) ,  and various European coun­
tries. The scheme was also adapted for other types of transactions, includ­
ing forward transactions on commodities, such as cotton.23 Later, the 
range of applications of netting schemes was extended to include swap 
transactions and futures, as well as book-entry securities. The infrastruc­
ture has now been taken over by sophisticated computer technology that 
makes it possible to process a huge volume of transactions at great speed, 
but the new technology has not significantly altered the fundamental fea­
tures of netting. 

Central Banks' and Supervisors' Concerns About Payment Systems 

Although the actual degree of involvement of central banks in the 
operation of payment systems varies considerably from country to coun­
try, there is a wide consensus that there is a need for central banks to 
oversee payment systems in order to ensure their smooth and efficient 
fimctioning, as well as their integrity and stability. Many laws on central 
banks expressly mention, among other essential functions, the central 
banks' role regarding payment systems, which is linked to the task of pro­
viding sufficient liquidity to the banking system, particularly in cases of 
emergency. This is the central bank's lender-of-last-resort function. Most 
interbank payments are ultimately settled over accounts in central bank 
books,24 either individually, in gross settlement systems, or in aggregate 
net amounts, in net payment systems. In any case, most of the monetary 
aggregates monitored by the central banks in implementing monetary 
policy are based on credit balances within the banking system. It follows 
naturally that, to a large extent, " [a ]  country's payment system is the 
channel through which the central bank passes on its monetary policy. "25 

Whether such functions are concentrated in the central bank or vested 
in separate authorities, regulators and supervisors of the banking system 
( and, more generally, of the whole financial system) are concerned with 
potential risks in connection with payment systems.26 As the discharge of 
monetary obligations of any origin (whether resulting from commercial 
or financial transactions) relies heavily on the smooth functioning and 
efficiency of payment systems, any disruption or dysfunction may have 
highly detrimental consequences for the economy as a whole. Moreover, 
payment systems could, if poorly managed, propagate financial distur­
bances and possibly even amplify such disturbances by inducing chain 
reactions through the "domino effect" that might, in a worst-case sce­
nario, contaminate the whole financial system (so-called systemic risks) .  
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While, under the capital standards presently in force for credit institu­
tions, there appear to be no capital requirements directly related to risks 
arising from payment systems, such requirements may arise indirectly, 

especially in connection with certain risk-reduction schemes comprising 
liquidity facilities or loss-sharing formulas. 

The allocation of supervisory responsibilities with regard to cross­
border payment schemes gives rise to particular problems. The main con­
cerns in this area are establishing which single supervisory authority has 
the primary responsibility for overseeing the system as a whole, deter­
mining where the responsibility for settlements in domestic currency lies, 
and ensuring satisfactory cooperation among the various supervisory 
authorities concerned.27 

Types of Payment and Settlement Systems 

Gross Settlement Systems 

There are fundamentally two types of payment and settlement systems: 
gross settlement systems and net settlement systems.28 

The structure of gross settlement systems (see Figure 3, top panel) is 
relatively simple, as each individual payment is processed separately and 
(unless explicit credit is granted within the system) effected as soon as 
cover is available on the account of the clearing bank. Thus, the settle­
ment does not rely on any setoff mechanism between participants (except 
in connection with the normal operation of bank accounts) or on any 
intraday credit implicitly granted by other participants in the system. 
Furthermore, each settlement is finaJ,29 and there is no unwinding mech­
anism: modern information technology has practically eliminated any 
time lag between the entry of the transfer order and the settlement, 
putting into place RTGS systems. Queuing arrangements (usually on the 
principle of "first in, first out") are normally provided for in situations 
where neither cover nor explicit credit is available for payment orders. 
However, gross settlement systems do not present the advantages of con­
serving explicit routine liquidity and reducing the number of settlement 
operations. In addition, if certain banks delay the entry of orders for 
transfers or are unable to effect them as expected (because they are them­
selves expecting first to receive payments from other participants in order 
to have the required cover), gridlock may result unless appropriate li­
quidity facilities are available .30 
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Figure 3. Gross Payment Systems and Bilateral Netting 
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Net Settlement Systems 

Net settlement systems are much more complicated with respect to 
their basic legal structure. In a multilateral net settlement system, the pay­
ment process3 1 can typically be divided into two phases: netting (Figure 
4 )32 and settlement (Figure 5 ). During the netting phase, the various 
payment orders given by the participating clearing banks in favor of other 
participants (or for their customers) are transmitted to a netting agent, 
who calculates the net overall position (credit, debit, or nil ) of each par­
ticipant at an agreed cutoff time. Unless special contractual arrangements 
provide for novation (or other mechanisms with a comparable effect), 
such net positions are usually not considered to be legally binding in 
themselves, as they are merely the result of an accounting exercise ( "advi ­
sory or position netting") .  During the second phase, participants with net 
debit positions must effect settlements in favor of participants with net 
credit positions. 

Once all settlements have been effected in the system, the individual 
payment orders33 included in the netting process of the day are deemed 
to be carried out.34 If any participant were unable to settle its net debit 
position at the end of the day, the typical solution would be to unwind 
that day's netting, which could then be repeated after excluding the 
defaulting participant.35 

The main advantages of net payment systems are a substantial reduc­
tion in the number and value of interbank settlement operations and the 
consequent significant conservation of explicit routine liquidity, which 
can be estimated at an average of some 80 percent in multilateral payment 
systems.36 Furthermore, provided that the final settlements are com­
pleted, the liquidity risk (and arguably the credit risk) involved in pay­
ment systems, as well as the exposure to settlement risks arising from 
foreign exchange ("Herstatt risk" ) or securities transactions, can be con­
siderably reduced. However, unless appropriate safeguards are applied, 
multilateral net payment schemes carry the risk that participants rely on 
their anticipated net positions, although these positions are usually not 
legally binding and remain subject to the successful settlement of the net 
positions of all participants at the end of the day. In other words, during 
the time lag between the netting phase and the final settlement, partici­
pants with net credit positions effectively grant implicit credit to partici­
pants with net debit positions. 

Netting of Contractual Commitments 

The expression "netting," which has recently become widely used, has 
no precise or single meaning in law. Therefore, different factual and legal 
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Figure 4. Multilateral Netting: Netting Phase with Direct and 
Indirect Multilateral Netting 
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Figure 5. Multilateral Netting: Settlement Phase 

Bank A Bank B 

[ o ]  
Bank D Bank C 

Note: Number of payments - 3; total \'olume of payments = 1 30. 

situations involving netting should be carefully distinguished, in particu­
lar, the netting of contractual commitments as opposed to the netting of 
payments, and bilateral, as opposed to multilateral, netting arrangements. 

Netting of contractual commitments is carried out in respect of a vari­
ety of contracts, such as foreign exchange contracts, repurchase agree­
ments, securities trades, and derivatives (swaps, options, and forward 
transactions). Such netting of obligations is always bilateral in essence .37 
Indeed, the so-called multilateral netting of contractual commitments is 
a shorthand expression for multiple bilateral netting. In these systems 
(practiced by a number of clearinghouses), a central counterparty is 
always involved as principaJ,38 and, therefore, every contractual relation­
ship (and, consequently, netting) is strictly bilateral between each indi­
vidual participant and the central counterparty. However, loss-sharing 
formulas in favor of the central counterparty in the event of the default 
of a participant are typically established on a multilateral basis. 

Netting of contractual commitments reflects the complexity of the 
underlying (bilateral) contractual relationship. This netting is normally 
based on master agreements39 providing for a combination of various 
legal mechanisms, such as setoff, acceleration, novation, and close-out 
provisions, the purpose of which is to ensure that in the event of a default 
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by one party the various bilateral transactions between that party and the 
same counterparty are liquidated in one net close-out amount. One of 
the main difficulties to be overcome in this regard is the so-called cher­
ry-picking provision contained in certain statutes. This provision permits 
the receiver of an insolvent bank to select from among the various pend­
ing bilateral transactions those that are to the advantage of the insolvent 
bank and to require the counterparty to carry them out, while leaving the 
counterpart)' as an unsecured creditor for any profits accrued on other 
transactions with the insolvent bank. Additional problems arise in con­
nection with multiproduct and multibranch netting, especially when con­
flict of laws issues are involved. 

Ultimately, the determining criterion is whether such netting arrange­
ments are enforceable in the event of insolvency of the counterparty. This 
is also the criterion establishing whether net exposure (rather than the 
much higher gross exposure ) may be taken as a basis for calculating cap­
ital requirements. On the basis of this criterion, the Basle Committee on 
Banking Supervision recognized certain forms of bilateral netting 
arrangements for capital adequacy purposes, thus allowing banks to cal­
culate the capital required with respect to swap and similar contracts on 
the basis of the net exposure rather than on the total gross claims with 
the same counterparty.40 

Netting ofPa_ymcnts 

:1\'etting of payments is overall somewhat simpler, as it relates to liqui­
dated amounts4 1 and can be either bilateral (see Figure 3,  bottom panel )  
or  multilateral (Figures 4 and 5 ) .42 The mechanism used in bilateral net 
payment systems is similar to the current (or running) account technique 
and is essentially based on setoff or novation, or both. Legal problems 
may, however, arise with some statutes, in particular those requiring con­
nexity between the claims concerned as a precondition for the enforce­
ability of setoff in insolvency procedures and those applying the so-called 
zero-hour rule, which provides for a retroactive effect of the initiation of 
bankruptcy proceedings.43 

There is some difficulty in satisfactorily explaining the underlying legal 
mechanism44 of multilateral net payment systems, and many of the vari­
ous attempts made in this regard are not very convincing. Explanations 
based on assumed assignments or transfers of claims with a view to ensur­
ing bilateral setoff in a multilateral payment system are doomed to fail 
because the participants in a multilateral payment system usually have no 
intention of assigning claims (indeed, the formal requirements for valid 
assignments are often not fulfilled), and because the reduction of multi­
lateral netting to successive pairs of bilateral claims is both impractical and 
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totally artificial. Furthermore, the idea of a multilateral setoff of nonmu­
tual claims is difficult to reconcile with the classical idea of setoff, which 
is based on reciprocal claims. A more convincing analysis is based on the 
concept that there is a multilateral, conditional debt remission among 
participants, which becomes effective only upon settlement of all net bal­
ances; however, such an analysis is arguably not very different from the 
idea of a sort of "multilateral setoff," which has been rejected by legal 
purists. In any event, the recognition and enforceability of the result ( that 
is, the net position) in case of bankruptcy or similar collective procedures 
are more important thatn the precise analysis on the basis of legal theory. 

Risks and Risk Reduction 

Risks Involved in Payment Systems 

The extraordinary growth in volume of international payments over 
the past few decades has prompted a number of studies on the risks 
involved in payment systems. These studies have significantly increased 
awareness of the various risks involved in these systems and have led to 
risk-reduction programs, domestic legislative measures in several coun­
tries, and international initiatives aimed at improving the reliability and 
safety of payment systems. 

Besides possible concerns about the technical reliability of payment sys­
tems, potential risks are also linked to the lack of transparency resulting 
from the implicit credit built into many multilateral payment systems, 
which could induce participants to become overexposed. Furthermore, a 
concentration and/ or shifting of risks (either among participants or even 
to the central bank concerned) might have a detrimental effect. Finally, 
the most important issues relate to the consequences for other partici­
pants of any failure to settle by a participating bank (liquidity risk and 
credit risk) and even for the whole system (systemic risk). 

Cross-border payment schemes involve additional problems arising 
from the continuing fragmentation among national legal systems (and 
their potential disharmonies), as well as among currencies and supervi­
sory authorities. This fragmentation contrasts with the clear trend toward 
globalizing financial activities. In the case of foreign exchange or securi­
ties transactions, the lack of simultaneity in the performance of bilateral 
obligations (either "payment versus payment" or "delivery versus pay­
ment" (DVP)) gives rise to currency settlement risk ( Herstatt risk) and to 
the comparable risk attending the delivery of securities in advance of pay­
ment (or, in the reverse case, payment in advance of delivery). 
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There are six main categories of risk involved in payment and settle­
ment systems: 

• Liquidity risk is the risk arising from a participant's failure to settle a 
net debit position when due because the participant does not have 
enough liquid assets. 

• Credit risk (exposure) is the risk arising from a participant's failure to 
settle an obligation for full value, either when due or later (for exam­
ple, as a result of insolvency) .  

• Systemic risk is the risk that the failure of one participant to settle will 
cause other participants (or financial firms) to be unable to meet 
their obligations when due, giving rise to a chain reaction. 

• Gridlock risk is the risk in a gross settlement or payment system that 
one or more participants defer the performance of their settlements 
until they have received sufficient credits from other participants, 
thereby preventing the system from starting to work because "the 
pump is not primed." 

• Herstatt risk (cross-currency settlement risk) is the risk relating to 
the settlement of foreign exchange contracts that arises when one of 
the parties to a contract pays out one currency prior to receiving 
payment from the counterparty. ( In other words, there is a cross­
currency settlement risk arising from a lack of simultaneity in per­
forming bilateral contracts. )  

• Securities settlement risk i s  the risk relating to the settlement of  secu­
rities transactions that arises when a party either delivers securities 
prior to receiving payment or effects payment before taking delivery 
of the securities, resulting in a lack of simultaneity in performing a 
bilateral contract. The DVP mechanism aims to eliminate this risk. 

Risk Reduction in Net Payment Systems 

The best illustration of various measures that can and should be taken 
to reduce the risks inherent in payment systems is the risk-reduction 
program applied by the Clearing House Interbank Payments System 
(CHIPS), which is a multilateral net payment system:45 

• In 198 1 ,  same-day settlement replaced next-day settlement. 

• In 1984, bilateral caps on net debit positions were introduced. 

• In 1986, multilateral caps were implemented. 

• In 1 990, settlement finality was introduced through loss-sharing. 
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Other possible measures that could be implemented to reduce risk 
include setting appropriate membership criteria ( for example, limiting 
membership to credit institutions and imposing capital and technical 
requirements),  monitoring net balances on a real-time basis, and estab­
lishing emergency credit facilities ( in general, against preposted collateral 
provided by each participant) .  

In net payment systems, the most problematic feature is  the lapse of 
time between the opening of the system, when payment messages begin 
to be exchanged (and, more noticeably, after the determination of the net 
balances), and the finality of payments within the system, which occurs 
only upon settlement of all net positions at the end of the day. Any fail­
ure of a participant during this time lapse could create liquidity problems 
for other participants, in particular those who, relying on announced pay­
ments and on net positions that are not certain to be settled, may have 
passed on amounts to their customers as beneficiaries of the anticipated 
payments. These circumstances may even give rise to a credit risk and, if 
they trigger a chain reaction, could disrupt the whole system. For that 
reason, central banks and supervisory authorities are urging the intro­
duction of various schemes to ensure the completion of the daily settle­
ment process, even if the participant with the largest net debit position is 
unable to settle. Such schemes are based on a "defaulter pays" formula 
(with each participant preposting collateral ) ,  or on a "survivors pay" loss­
sharing formula, or on a combination of these two formulas. 

There are five main categories of risk-reduction measures relevant to 
net payment systems: 

• Admission criteria, which include restricting membership to credit 
(or financial ) institutions and setting minimum capital requirements 
and organizational and technological requirements; 

• Monitoring of positions, for example, by implementing individual and 
multi lateral debit and/or credit caps and by introducing or using 
real-time monitoring; 

• Exposure reduction, by instituting same-day settlement ( thus reduc­
ing the duration of any implicit credit), pricing daylight overdraft 
facilities, holding more than one netting session per day, and pro­
ceeding to bilateral setoff prior to netting; 

• Protecting or ensuring liquidity, including, for example, by establish­
ing mutual credit facilities and a central bank credit facility; and 

• «Guaranteeing» of settlement, for example, by implementing 
"defaulter pays" schemes (using pre posted collateral) and "survivors 
pay" schemes (using loss-sharing arrangements) .  
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Risk Reduction in Gross Payment Systems 

While gross payment systems ensure the immediate finality of each 
individual payment within the system, they do not save routine liquidity 
and may, in certain situations, run the risk of gridlock.46 The modern 
technology of RTGS systems may reduce the impact of that risk by mak­
ing settlement almost immediate. Furthermore, the provision of adequate 
intraday liquidity through overdraft facilities (against collateral) or repur­
chase agreements would to a large extent enable payment queues and 
gridlock situations to be avoided. Finally, some elements of netting are 
introduced in "optimized" gross settlement systems, which try to effect, 
at predetermined times of the day, certain groups of payments that can 
thus be "prenetted. "47 In fact, such systems are hybrid systems, with ele­
ments of both net and gross settlement systems. In a number of coun­
tries, net and gross settlement systems coexist and supplement each other 
in a very useful way: it appears that net settlement systems are particularly 
appropriate for channeling large numbers of small payments (which are 
thus rationalized), while RTGS systems minimize risks for large-value 
interbank payments. 

Three main categories of risk-reduction measures are relevant to RTGS 
systems: 

• Admission criteria, which restrict admission to credit (or financial ) 
institutions, or set minimum capital requirements or organizational 
and technological requirements; 

• Time ofsettlement, including real-time settlements, queuing arrange­
ments, or the pricing of late settlements; and 

• Liquidity protection measures, such as retrieving chains of payments, 
prenetting groups of payments at specific times, or establishing li­
quidity facilities (granting explicit credit). 

Domestic Legislative Developments 
and International Initiatives 

Legislative Developments in Various Countries 

In various countries, legislation-often inspired by the central bank or 
regulatory agencies-has been or is being introduced to establish full 
enforceability of netting arrangements in insolvency proceedings. 
Depending on the legislation, these provisions apply to bilateral netting, 
multilateral netting, netting of payments, and/or netting of contractual 
commitments. 
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In this connection, for example the United States has implemented 
provisions related to netting in the Financial Institutions Reform, 
Recovery, and Enforcement Act of 1989 ; the Bankruptcy: Swap 
Agreements and Forward Contracts Act of 1990; and the Federal 
Deposit Insurance Corporation Improvement Act of 199 1 .48 Moreover, 
amendments were made to the New York State Banking Law in 1993 .49 
In  the United Kingdom, the Companies Act, 1989, Chapter 40, §§ 1 59, 
1 70, and Schedule 21 ( Parts II and I I I ) ,  refer to netting. Belgium enact­
ed Loi du 22 mars 1 993, Art. 1 5 7. France passed Loi no. 93-1444 du 
3 1  decembre 1993, Art. 4 (Art. 93-l , Loi no. 84-46 du 24 janvier 1984 
relative a l'activite et au contr6le des etablissements de credit), and Art. 8 
(Art. 2, Loi du 28 mars 1 885  sur les marches a terme) .  Germany enact­
ed Insolvenzordnung vom 5. Oktober 1994, § 1 04, Bundesgesetzblatt 
I S . 2866. SJ!'eden passed Law 1995: 3 1 8  amending Law 199 1 :  980 on 
Trade with Financial Instruments, which entered into force on April I ,  
1995 .  Sll'itzerland enacted Bundesgesetz i.iber Schuldbetreibung und 
Konkurs, Art. 21 1 bis. It  should be emphasized that some of these texts 
are of general application, while others only apply in the financial sector 
or to specific types of transactions. so 

International Initiatives Under the Auspices of the Group of Ten 
Central Banks and the Basle Committee on Banking Supervision 

Some of the domestic legislative measures were encouraged, if not pro­
voked, by a number of international studies on payment and settlement 
systems and netting. These studies, which have themselves benefited from 
the experience acquired in various countries, were essentially prepared by 
committees meeting at the Bank for International Settlements in Basle 
under the auspices of the central banks of the Group of Ten countries, 
including the Committee on Payment and Settlement Systems and the 
Basle Committee on Banking Supervision, as well as by working parties 
set up by the central banks of the member states of the European 
Community (EC), which is now the European Union (EU) .5 1  

Group of Ten Studies 

The Report on Netting Schemes ( the Angell Report), published in 1989, 
was the first of the Group ofTen studies devoted to these topics. It  exam­
ined the efficiency of netting systems and the risks involved and raised the 
question of whether netting arrangements were in all cases legally bind­
ing and enforceable. 

The Report of the Committee on Interbank Netting Schemes of the 
Central Banks of the Group of Ten Countries ( the Lamfalussy Report), 
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published in November 1990, concluded that effective reductions in 
exposures depended upon the ability of netting arrangements to produce 
legally binding net exposures that could withstand challenge. A set of six 
minimum standards was set out in this report for the design and opera­
tion of cross-border and multicurrency netting schemes as a first step 
toward ensuring adequate risk-management practices: 

• well -founded legal basis; 

• clear understanding by participants of impact of the scheme on 
financial risks; 

• clearly defined procedures for the management of credit and liquid­
ity risks in multilateral netting systems; 

• ensuring the timely completion of daily settlement in the event of 
inability to settle by the participant with the largest net debit 
position; 

• suitable criteria for admission; and 

• operational reliability of technical systems and backup facilities. 

A further important report published in September 1992 under the 
title Delivery versus Payment in Securities Settlement Systems is essentially 
concerned with risks involved in securities clearance and settlement 
between direct participants in a single settlement system. This report \\'as 
supplemented in March 1 995 by a detailed study entitled Cross-Bo1·der 
Securities Settlements. The latter settlements often involve additional 
intermediaries, such as local or international central securities deposito­
ries (for example, Euroclear and Cedel ). 

A report published in September 1 993 under the title Central Bank 
Payment and Settlement Sen,ices ll'ith Respect to Cross-border and 
Multicurrency Transacti01lS ( the Noel Report) examined a range of 
options that central banks might consider in an effort to reduce risk and 
increase efficiency in the settlement of cross-border and multicurrency 
interbank transactions. The options considered include modifying or 
making available certain home-currency payment and settlement services; 
extending the operating hours of home-currency large-value funds trans­
fer systems; establishing cross-border operational links between these 
payment systems; and developing multicurrency payment and settlement 
services. 

Baste Committee Studies 

The Basic Committee on Banking Supervision (which comprises rep­
resentatives of the central banks and supervisory authorities of the Group 
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of Ten countries and Luxembourg) has considered on various occasions 

recognizing netting arrangements in the calculation of capital require­

ments with regard to forward transactions, swaps, options, and similar 

derivatives contracts. To the extent that certain forms of bilateral netting 

of contractual commitments are recognized, the capital required in this 

regard can be calculated on the basis of the net exposure, rather than on 

the much larger total amount of the gross claims against the same 

coun terparty. 

The initial version of the Basle Capital Accord, published in July 1988, 

restricted the recognition of netting arrangements to "netting by nova­

tion. "52 This form of netting is defined for the purposes of the accord as 

a bilateral contract under which any obligation between a bank and its 

counterparty "to deliver a given currency on a given [ value ] date is auto­

matically amalgamated with all other obligations for the same currency 

and value date, legally substituting one single net amount for the previ­
ous gross obligations. "53 

In April 1993, the Basle Committee published the consultative pro­

posal, 'D1e Supe1·Pisor_v Recog11ition of Netting for Capital Adequacy 

Pm·poscs. Following positive reactions to this proposal ,  the Basle 

Committee issued in July 1994 and April 1995 an amendment to the 

Basle Capital Accord of 1988 extending the recognition of bilateral net­

ting of (forward) contractual commitments for capital adequacy pur­

poses. 54 As a result, besides netting by novation, other legally valid forms 

of bilateral netting are now recognized, provided that the bank has either 

a claim to receive or an obligation to pay only the net sum of the positive 
and negative mark-to-market values of individual transactions if a coun­

terparty fails to perform because of default, bankruptcy, liquidation, or 

similar circumstances. This amendment excludes all netting arrangements 
allowing any possibility of cherry-picking, as well as those containing a 

"walkaway clause" (that is, a provision that permits a non-defaulting 
counterparty to make only limited payments, or no payment at all, to the 

estate of the det:u!lter, even if the defaulter is a net creditor) .  All banking 
supervisory authorities concerned must be satisfied (after receiving 
appropriate legal opinions) that the netting arrangement is enforceable 
under the laws of each of the relevant jurisdictions. It should be noted 

that these provisions apply only to netting of (forward) contractual com­
mitments and not to the netting of payments, which is not "recognized 

in the capital framework since the counterparty's gross obligations arc 

not in any way affected. "55 
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International Initiatives Under the Auspices of the EU 
Central Banks 

In the field of payment systems, the central banks of the EU have con­
centrated specifically on systemic issues, in particular in connection with 
the implementation of the European Monetary Union (EMU). A num­
ber of reports were published by the Working Group on EU Payment 
Systems, established by the EU central banks. This group, now known as 
the Working Group on EU Payment Systems, continued its studies from 
the beginning of 1994 under the auspices of the European Monetary 
Institute ( EMI ) .  

A seminal report was published by the Working Group in September 
1992 under the title Issues of Common Concern to E U  Central Banks in 
the Field of Payment Systems ( the Padoa-Schioppa Report) .  This report 
analyzes the main features of payment systems in the EU countries, the 
impact of the single market on EU payment systems, and the possible 
consequences of EMU for payment systems. On this basis, four lines of 
action were suggested, namely, ( i )  the definition of principles for the 
cooperative oversight of payment systems in EU countries; ( i i) the estab­
lishment and implementation of minimum common features for domes­
tic systems; (iii) preparatory work in the area of large-value cross-border 
payments in anticipation of EMU; and (iv) continuation of oversight of 
the ECU Clearing and Settlement System. 

As a follow-up to the second line of action, a further report was pub­
lished by the Working Group in November 1993 under the title 
Minimum Common Features for Domestic Payment Systems. This docu­
ment concludes with ten principles that should serve as guidelines to 
establish minimum common features of payment systems within the EU: 

• limitation of access to interbank funds transfer systems to credit 
institutions and other properly supervised bodies; 

• no discrimination in access; 

• transparency of access criteria; 

• introduction of RTGS systems; 

• enhancement of large-value net settlement systems; 

• flexible approach with regard to other interbank funds transfer 
systems; 

• sound and enforceable legal basis; 

• technical compatibility and efficiency; 



Mario Giovanoli • 537 

• new, consistent pricing policies of EU central banks; and 

• overlap between operating hours. 56 

It was agreed that progress made in implementing these principles 
should be evaluated once a year by EU central banks. The first annual 
report in this respect was addressed to the EMI Council in February 
1995 under the title Developments in E U  Payment Systems in 1 994. 

On November 1 5 ,  1994, the EMI released a note on The EMI's 
Intentions with Regard to Cross-Border Payments in Stage III, which 
describes why EU central banks intend to link the RTGS systems that 
operate in their respective countries. In May 1995, the Working Group 
on EU Payment Systems published a Report to the Council of the EM! on 
the TARGET System, which had been adopted by the EMI Council in 
March 1995 . The TARGET system (an acronym for Trans-European 
Automated Real-Time Gross Settlement Express Transfer system) is a 
payment system that will link the national RTGS systems. Within 
TARGET, the infrastructure and procedures used to process cross-border 
payments will be called the Interlinking system. The two objectives of the 
TARGET system will be to serve the needs of the single monetary policy 
in the third stage of EMU and to improve the soundness of EU payment 
systems through "a wider use of RTGS procedures which are the safest 
payment mechanism to process large-value payments. "57 Only payments 
related to the implementation of the single monetary policy in the third 
stage must be processed through TARGET, while alternative routes, such 
as correspondent banking and netting systems, will continue to be avail­
able for other payments. 

Other EU Initiatives 

Although the European Commission is particularly concerned with 
consumer protection in the field of international ( and intra-European ) 
payments,58 it has also caused several draft directives to be prepared that 
are related to, or have some bearing on, risk reduction in payment sys­
tems or netting arrangements. 

Mention should first be made in this connection of the Draft Articles 
on Settlement Finality in EU Payment Systems,59 which are intended to 
be proposed as a directive in the future. The draft articles contain a pro­
vision giving binding effect to bilateral and multilateral netting in pay­
ment systems, provided that payment orders included in the netting are 
transmitted to the system before opening any insolvency procedure. 
Another provision ensures that, with respect to conflict of laws issues in 
the case of a participant's insolvency, the law of the member state where 
the payment system is located would govern the effects of insolvency 
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upon the rights and duties relating to the payments included in a gross or 
net payment system.  A further provision would abolish the zero-hour 
rule, which gives retroactive effect to insolvency procedures. 

The amended proposal for a Council directive concerning the reorga­
nization and winding-up of credit institutions60 is also relevant in this 
connection. While it envisages that the winding-up of an EU credit insti­
tution would normally be entirely governed by the law of its home coun­
try, the proposal provides for a number of exceptions in favor of the law 
chosen by the parties ( for example, in netting agreements) or of the local 
law (for example, for payment systems and regulated markets). It would 
be desirable for the final text also to provide expressly for the enforce­
ability of bilateral and multilateral netting in the winding-up of credit 
institutions. 

As regards the netting of contractual commitments, a specific Council 
directive is being prepared amending an earlier directive with respect to 
the supervisory recognition of "contractual netting" by the competent 
authorities.61 The proposal would make member states in which the 
validity of contractual netting is not yet legally recognized introduce the 
appropriate legislation to this effect; this would be achieved through 
Annex II to Directive 89/647 /EEC (on a solvency ratio for credit insti­
tutions), which provides for the recognition of contracts for novation and 
other netting agreements under conditions similar to those contained in 
the amended Baste Capital Accord. Finally, it should be noted that the 
EU Draft Bankruptcy Convention of 1982, as revised in 1994, also has 
implications for the validity of netting arrangements.62 

International Harmonization of Legislation on Netting 
and Payment Systems 

The various international initiatives undertaken so far with regard to 
netting arrangements and payment systems, in particular under the aus­
pices of the Group of Ten central banks, the EU central banks, and the 
Basic Committee on Banking Supervision, have already made a very valu­
able contribution toward international financial stability. In particular, 
significant progress has been made in identifYing risks, with a view to 
enhancing the efficiency and security of payment systems and netting 
arrangements. 

Following on these initiatives, many countries in which important 
financial centers are located have enacted either specific or general legis­
lation improving the legal enforceability of netting arrangements in gen­
eral and bankruptcy or similar proceedings in particular. From a formal 
point of view, the legislative approaches followed in various countries dif-
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fer somewhat: some countries amended general legislation, while others 
amended or supplemented bankruptcy laws, regulations relating to bank­
ing and banking supervision, or legal rules relating to specific banking or 
market transactions. Furthermore, there are some substantive differences 
among countries as to the scope of application and the prerequisites for 
the enforceability of netting arrangements. Nevertheless, despite this lack 
of harmonization in the specific rules, the domestic legislative develop­
ments to date show a remarkable trend of convergence toward their over­
all objective. 

Notwithstanding these significant achievements, there are still a num­
ber of outstanding issues (in particular relating to cross-border and mul­
ticurrency payment systems and netting arrangements), that result from 
the existing fragmentation and disharmony among national legal systems 
and on which there is still room for progress to be made. Indeed, to assess 
the legal validity of cross-border netting arrangements, it is necessary to 
examine the precise scope and contents not only of the laws governing 
the netting system or arrangements in question, but also of the laws 
applicable to the insolvency of any participant in the system. 63 For these 
reasons, it would be in the interests of international financial stability if 
the rules establishing the enforceability of netting were to be adopted 
generally and the various domestic laws harmonized, at least in certain 
essential aspects. Such harmonized provisions should cover all financial 
transactions, including multibranch and multicurrency netting, as well as 
cross-border payment and settlement systems, and they should apply to 
all participants in such transactions or systems. 

The international cooperation resulting from these initiatives must, 
therefore, continue and should be intensified. International harmoniza­
tion of the law of payments could be pursued, perhaps by taking account 
of the model law of the United Nations Commission on International 
Trade Law and the International Law Association model rules on the 
time of payment of monetary obligations, or through other initiatives 
focusing on specific issues, including finality of payment.64 In order to 
overcome the remaining uncertainties and disparities among various 
domestic law rules applicable to netting and payment systems, an inter­
national consensus-if not a fully fledged international convention­
should be reached, setting out minimum standards for rules of law 
ensuring full enforceability of net positions under insolvency law, as well 
as mutual recognition of the effectiveness of payment systems, in partic­
ular arrangements for the multilateral netting of payments.65 The draft 
EU directive regarding recognition of contractual netting66 paves the way 
in this direction. In any event, pending broad-based international har­
monization of domestic law rules in this field, it is clearly desirable to 
encourage full use of private contract law mechanisms that could ensure 
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enforceability of netting arrangements and protect against liquidity and 
credit risks for payment systems resulting from any failure by a member 
to settle its obligations. However, this approach cannot substitute in all 
respects for international harmonization of applicable domestic law rules, 
because mandatory provisions of insolvency law might impair the effec­
tiveness of such mechanisms. 



25B. Risks in the Large-Value Payment System 
and the Role of Netting 

H. RODGIN COHEN 

Real-Time Gross Settlement 

The principal systemic risk that preoccupies central banks today is set­
tlement risk in respect of large-value payments. The collapse of a major 
bank that is active in large-value payments could cause a chain reaction 
among other major banks, particularly if nations adopt local depositor 
preference or similar rules. I A possibly even greater concern is that such 
a collapse could slow and ultimately freeze large-value payments, which 
would have reverberations throughout the entire international economy. 

At its heart, settlement risk is a form of credit risk. A loss will occur 
only if the credit of a bank deteriorates to the point where it is no longer 
able to make the payments that it is obligated or instructed to make. 
However, settlement risk is a unique type of credit risk. It is limited in 
duration but constantly repetitive. Moreover, depending upon the rele­
vant legal regime, the liabilities in respect of failed settlement may far 
exceed the bank's net worth. 

A number of central bankers and others have proposed an answer to 
the settlement risk problem: all large-value payments should be made on 
a real- time gross settlement basis. However, a real-time gross settlement 
solution can be implemented only at a substantial cost to the private 
banking system. Such a settlement requires the intermediation of a cen­
tral bank, which alone can provide certainty of payment. In addition, cen­
tral banks tend to be notoriously, albeit quite properly, conservative in 
their lending standards. As a general matter, they may not be prepared to 
make large payments on behalf of a bank unless those payments are sub­
stantially, if not totally, secured. The collateral required to cover a major 
bank's large-value payments on a gross basis could amount to billions of 
dollars. Moreover, because the amount of payments on a given day and 
at a given time is largely beyond the control of a bank, significant over­
collateralization may well be necessary. 

The billions of dollars of collateral represent millions of dollars of for­
gone earnings that would otherwise accrue to the banks if the collateral 
were not immobilized with the central bank. In part, this loss will occur 
because a central bank is likely to limit acceptable collateral to low-risk 
assets that will produce yields below what a bank could attain if it were 
investing without constraint. Moreover, this collateral could otherwise be 

541 
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used in a variety of ways to enhance income, such as in the form of repur­
chase agreements or securities loans, or to reduce borrowing costs. 
Moreover, the central banks will almost certainly charge for daylight 
overdrafts, and these charges are unlikely to be subsidized. The potential 
for daylight overdrafts will inevitably increase for banks active in large­
value payments. 

There is a less tangible but potentially even greater loss for the private 
banking system if large-value payments become the province of the cen­
tral banks. At some point in time-and, in the United States, it may come 
sooner rather than later-the question will be raised why the central 
bank's large-value payment services should be limited to banks. Why 
should not major securities and insurance firms and other makers of large 
payments have direct access to those accounts? Why should they not 
enjoy the same privilege as banks of opening accounts with the central 
bank and routing large-value payments through them? Even if the central 
bank itself desires to restrict its payment services to banks, legislative 
forces, prompted by nonbank financial service companies, may compel a 
different outcome. 

Such a result, in which nonbanks could receive access to a central 
bank's large-value payment services, would contribute to the continuing 
deterioration of the banking franchise . Whatever one concludes about the 
health or the market share of the banking system, it cannot be gainsaid 
that the special franchise long enjoyed by banks for banking services has 
been deeply eroded by economic, legislative, and regulatory develop­
ments. Indeed, the one area in which banks have been able to enjoy a 
continued special position, relatively free from nonbank competitors, is 
the payment system.  The loss of this position would not only reduce the 
income earned from payment services but also undermine entire banking 
relationships that are built around those services. Moreover, the addition 
of scores of participants into the large-value payments process is not 
effective risk reduction. 

Another concern with respect to the impact of central bank real-time 
gross settlement on private banks is apparently so sensitive that it  is rarely 
discussed. Arguably, regulation works best when there is a balance of 
power between the regulator and the regulated, that is, when the regula­
tor has power over but cannot totally dominate the regulated. That bal­
ance of power can become destabilized if the regulator has not only 
regulatory authority but also commercial control. The regulator can then 
enforce its authority not only through the normal regulatory process but 
also through its total control of access to the large-value payment system.  

There is a another potential defect of real-time gross settlement that 
rarely seems to be mentioned. Real-time settlement may be real within a 
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single country, but it is not necessarily real on a multinational basis. 
Assume, for example, that the First National Bank of Fredonia has made 
a $500 million payment to Morgan Guaranty Trust through the Central 
Bank of Fredonia. If, before the end of the day, Fredonia's Government 
is overthrown by a coup and all payments by the Central Bank are dis­
avowed by the new Government, has Morgan Guaranty Trust received 
payment? Perhaps Morgan will get paid if the Central Bank of Fredonia 
has sufficient collateral with the Federal Reserve Bank of New York, and 
if the Federal Reserve Bank has no claims against the Central Bank. 
Otherwise, Morgan Guaranty Trust has only a claim and not a payment. 
In addition, disavowal may occur as a result of something less radical than 
revolution, war, or natural catastrophe. Disavowal may be occasioned by 
a commercial judgment, although that is unlikely to be exercised except 
in extreme circumstances. 

At this point, one could ask whether central banks should be deterred 
from engaging in real-time gross settlement by its possible negative 
impact on the private banking sector. Central banks should at least take 
this possibility into consideration. Given the symbiotic relationship 
between central banks and private sector banks, diminishing the impor­
tance of the private banking sector could likewise diminish the influence 
of central banks and their ability to function. 

More generally, if one truly believes in a private sector economy, one 
should conclude that a governmental agency should regulate risk rather 
than absorb it. This principle is particularly relevant in this situation, in 
which the discipline of large-value payment systems both discourages 
excessive risk and serves as a valuable early-warning system if serious 
problems emerge. 

Notwithstanding the flaws of real-time gross settlement, the systemic 
concerns over settlement risk are so great that they are likely to prompt 
comprehensive real-time gross settlement unless that risk can otherwise 
be reduced to an acceptable level. The principal means to reduce settle­
ment risk is legally binding netting on an international basis, and the 
remainder of the chapter focuses on netting. 

Netting 

Central banks' concerns about settlement risk are not misplaced. 
During the past few years, the financial services industry generally-and 
the banking industry specifically-has experienced severe problems, 
including failures and near failures of significant institutions. Although no 
major systemic problems have resulted, there is no guarantee that this 
record can be continued. To a large extent, the absence of a "falling 
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domino" failure in recent years can be attributed to prompt and effective 
central bank action and sound private sector practices. However, to some 
extent, this situation reflects an element of luck. In the event of a future 
liquidity or solvency crisis at a large financial institution, the luck may not 
hold. In the United States, the congressional override of the "too-big-to­
fail" doctrine could compromise the ability and flexibility of regulators to 
deal with a crisis at a large U.S. bank. In another country, the government 
in power may not have the will or the ability to save a seriously troubled 
bank. Another concern is that the crisis could occur at a financial institu­
tion that is largely outside the regulatory scheme. 

If a large financial institution suddenly collapses, the absence of legally 
binding netting arrangements could send shock waves throughout the 
financial world. Other financial institutions are likely to hold billions of 
dollars of gross claims against the failed institution. If these claims are not 
netted down to a small fraction of the gross amount, the other financial 
institutions will face major claims against them, with uncertain prospects 
for their recovery of offsetting amounts. Depositor preference and simi­
lar priority statutes seriously compound the potential loss. 

A 1990 Bank for International Settlements report concluded that net­
ting reduced systemic risk, provided that the netting scheme was legally 
binding in all relevant jurisdictions.2 This conclusion is the inescapable 
function of the high volume and velocity of financial transactions, which 
mandate large gross exposures. Even if it can be assumed that these expo­
sures would not be as large if netting were unavailable,  the remaining 
exposures would still be so high that the sudden collapse of a large finan­
cial institution not supported by its government would likely create sig­
nificant systemic problems. 

Accordingly, the key question is whether it is possible to construct a 
legally binding netting scheme. A "perhaps" or even a "probably" is not 
a satisfactory answer. A netting scheme that has any meaningful element 
of legal uncertainty may well be worse than no netting scheme. 

The only way to achieve the necessary level of certainty is a legislative 
solution. That legislative solution might be taken on an international 
level, whether under the auspices of the Bank for I nternational 
Settlements or the United Nations, or through multiple bilateral efforts. 
The legislation could take the form of either a model code enacted in  
each country or  a treaty. Absent specific legislation in the relevant coun­
tries, there can be no certainty that netting will be legally cognizable. 
This uncertainty increases if the focus is multilateral netting, which, 
unlike bilateral netting, lacks common or civil law underpinnings. 
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The U .S .  experience illustrates the need for multijurisdictional and uni­
form legislation that is carefully crafted to meet the demands of the mod­
ern financial system. Even with a common approach to legal issues that is 
facilitated by a common law heritage, pre-emptive federal legislation was 
necessary to ensure a high degree of certainty as to the legal validity of 
netting in the United States. 

Two significant U.S. legislative steps toward creating legal certainty 
with respect to netting were the enactment of the Financial Institutions 
Reform, Recovery, and Enforcement Act of 1 989 (FIRREA)3 and the 
enactment of amendments to the U.S. Bankruptcy Code in 1990.4 Both 
provided greater certainty as to the enforceability of netting arrange­
ments in the insolvency of entities covered by their provisions-banks in 
the case of FIRREA, and general corporations in the case of the 
Bankruptcy Code amendments. 

These legislative initiatives were limited, however, in a number of 
important respects. Accordingly, Congress adopted broad federal netting 
legislation in Subtitle A of Title IV of the Federal Deposit Insurance 
Corporation Improvement Act of 1991 (hereinafter Title IV ofFDICIA).5 
The genesis of this legislation was the New York Clearing House 
Interbank Payments System ( CHIPS) .  From its inception in the early 
1970s, the rules of CHIPS provided that the system would be settled on 
a multilateral netting basis. Following the collapse of the Herstatt Bank,6 
which almost paralyzed CHIPS although Herstatt was not a CHIPS par­
ticipant, concern was increasingly expressed that the CHIPS netting pro­
visions might not work if challenged in a court of law. This concern was 
heightened by the exponential growth in the volume of payments over 
CHIPS .  Consequently, counsel to CHIPS was asked to issue an opinion 
on the validity of its multi lateral netting rules. The resulting opinion 
strongly suggested that there was a significant element of uncertainty that 
could be resolved only by federal legislation. In very large part due to the 
Federal Reserve's skillful advocacy, Congress then enacted legislation to 
validate large-value payment netting. The Federal Reserve also deserves 
credit for substantially expanding the original legislative proposal to cover 
a wide range of netting arrangements. 

Counsel to CHIPS thought that only federal law could provide the 
necessary certainty because, in the United States, different insolvency 
laws are applicable to banks, insurance companies, broker-dealers, and 
other business corporations. Indeed, owing to differences in state law, 
there is not even complete uniformity in the insolvency laws applicable to 
banks or insurance companies. 

The analogy to cross-border insolvency and netting issues is appropri­
ate. Participants in CHIPS are based in a variety of states and countries 
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and are bound by a number of legal schemes. In some cases (such as a 
branch of a bank operating outside the bank's home jurisdiction), more 
than one set of insolvency laws may arguably be applicable. Uniformity 
across states can be achieved by national legislation. Likewise, in the 
modern financial markets, transactions frequently involve participants 
from more than one nation, and uniformity can best be achieved by inter­
national legislation. 

Even with all the effort that went into its preparation and adoption, 
Title IV ofFDICIN did not achieve total legal certainty for netting. The 
pre-emption of any contrary federal or state law in the United States 
seems clear. Title IV provides that, "notwithstanding any other provision 
oflaw," netting arrangements made with respect to rights and obligations 
among financial institutions in the United States will be respected.s 

However, if a foreign bank fails, will a receiver in that foreign nation 
honor the CHIPS contractual arrangements and the choice of U.S. law? 
Or will that receiver say that the netting so clearly violates the foreign 
nation's public policy that it must be disallowed? This is not merely a the­
oretical concern. If netting can be upset, local depositors will gain at the 
expense of foreign banks. 

From the perspective of a central bank, a slight increase in depositor 
payout is not worth the risk of serious disruption of the international 
financial system. Central bankers, however, will not necessarily make that 
decision; it may well be made by a judicial or political authority in the 
country of the failed bank that is more responsive to the claims of local 
depositors than to the needs of the international financial system .  
Accordingly, true legal certainty can be attained only i f  each relevant 
country enacts legislation or assumes a treaty obligation that recognizes 
the legal effectiveness of netting. 

Admittedly, a risk remains that a country will choose to ignore or repu­
diate its own laws. However, the effectiveness of repudiation may be lim­
ited as a practical matter because of the threat of retaliatory repudiation, 
given that most major financial institutions have assets located in various 
jurisdictions. Moreover, the realistic objective of legally binding netting 
is not the elimination of risk, any more than it is the objective of real-time 
gross settlement; rather, it is the minimization of risk. 

Legal Issues Arising from Netting Arrangements 

Several legal issues arise in the context of the legislated validation of 
netting arrangements. The first legal issue is the scope of netting legisla­
tion in terms of the institutions covered. The legal validation of netting 
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in Title IV of FDICIA is limited to netting arrangements among finan­
cial institutions. The statute does not deal with netting arrangements 
involving nonfinancial institutions, apparently on the theory that they do 
not create a significant systemic risk. This approach reflected a political 
compromise. Congress did not wish to engage in a broad rewriting of the 
U.S. bankruptcy laws. Thus, it adopted a more narrow focus, addressing 
only obligations among market professionals. However, a number of 
nonfinancial end users of financial products have large payment and other 
exposures, and the failure of one of these end users could create systemic 
problems. 

That approach of limiting netting to market professionals is likely to 
improve prospects for legislative action in other countries because it will 
infringe to a lesser extent on general insolvency schemes. However, given 
the magnitude of the positions that are maintained by some nonfinancial 
end users, an international solution should, if politically feasible, encom­
pass them. 

A second and related legal issue is the degree of flexibility accorded to 
the central bank in administering netting legislation. A critical feature of 
Title IV of FDICIA is the flexibility that it affords the Federal Reserve 
Board to extend FDIC !A coverage to address the evolving needs of the 
marketplace. In the statute itself, Congress defined "financial institution" 
as "a broker or dealer, a depository institution, a futures commission 
merchant . . . .  "9 However, it also gave the Federal Reserve Board the 
authority to expand the coverage of the FDICIA by expanding the defi­
nition of "financial institution. " 10  The wisdom of this delegation of 
authority was immediately proven in the application of the FDICIA to 
CHIPS. 

As mentioned, the FDICIA had originally been intended in large part 
to address the need for certainty in the CHIPS net settlement proce­
dures. After the legislation was passed, however, a question arose whether 
three institutions that were CHIPS participants fell within the definition 
of financial institution in Title IV of FDICIA. The Federal Reserve's first 
use of the authority delegated to it under the FDICIA was to define in a 
private letter ruling those CHIPS participants as financial institutions for 
purposes of their participation in CHIPS. In February 1 994, the Federal 
Reserve took a more generalized approach by adopting a regulation 
expanding the definition of financial institution to include all market par­
ticipants, irrespective of the nature of their charter or their place of orga­
nization. l l  These institutions must meet certain quantitative thresholds 
and hold themselves out as making a two-way market in some financial 
contract. 
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A third legal issue is the scope of netting legislation in terms of both 
bilateral and multilateral situations. Title IV of FDICIA recognizes the 
validity of multilateral, as well as bilateral, netting, provided that all the 
participants in the multilateral agreement are financial institutions. In  
view of  the increasing complexity and velocity of  international payments 
and other financial transactions, the validation of multilateral netting is 
essential to reduce systemic risk. 

A fourth legal issue is the degree of specificity of the structural require­
ments for valid netting. Title IV ofFDICIA does not attempt to prescribe 
rules for multilateral netting, such as a central counterparty or specific 
collateral. This decision seems right because the flexibility necessary to 
deal with a variety of extensive and intricate problems and situations 
should not be circumscribed in advance. Nonetheless, collateral require­
ments will be necessary in any large payment system to deal with liquid­
ity and credit risk. 

A fifth legal issue relates to the scope of netting legislation in terms of 
obligations covered. This issue is not directly relevant to payment sys­
tems, but it indirectly relates to the level of shock that a payment system 
may be forced to withstand. Title IV of FDICIA broadly covers all enti­
tlements or obligations of a financial institution to make or receive a pay­
ment, including those arising as a result of closeout or liquidation of 
a counterparty position. This approach seems far superior to any attempt 
to define with precision the types of obligations covered. Any attempt to 
provide specific definitions of the obligations covered will likely lead 
to ambiguities that will limit the utility of netting legislation at the time 
of a financial crisis. 

The sixth legal issue relates to the scope of netting legislation in terms 
of the same or different currencies. Title IV of FDICIA permits netting 
of obligations with different currencies. Again,  this provision seems cor­
rect. A netting scheme that accommodates different currencies maximizes 
liquidity and minimizes systemic risk. This issue is of particular relevance 
to the payment systems of the future, which might well evolve into mul­
ticurrency systems. Such legislation should preferably not attempt to 
establish valuation standards but require only that the valuation proce­
dures be established by contract. 

A seventh legal issue is the scope of netting legislation in terms of obli­
gations of different maturities. Again, the goals of liquidity and flexibility 
argue for breadth, and Title IV of FDICIA permits netting of different 
maturities. 

An eighth legal issue is conflict of law. Title IV ofFDICIA applies only 
if U .S. law is chosen. As discussed above, however, there is a risk that, 
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even if U .S. law is chosen, a court outside the United States might hold 
that the law of the failed institution's jurisdiction should be applied. In 
that event, even if both relevant jurisdictions have enacted netting legis­
lation, there may be some differences in the statutes. In addition, in the 
absence of a legally recognized contractual choice of law, the number of 
legal theories as to the proper choice of law is a function of the number 
of possible laws multiplied by the creativity and imagination of the 
lawyers involved. Accordingly, the netting statutes should recognize a 
contractual choice of law. 

The ninth and last legal issue is whether a netting contract should apply 
just to the local branch of an international bank operating outside its 
home country or to the entire bank. Although this issue raises significant 
supervisory issues, it could be argued that netting contracts should apply 
to the entire institution, in order to avoid substantial confusion and to 
make the netting scheme more effective. 

Additional Considerations 

Two points-one related to netting and one to payment systems gen­
erally-are suggested by the foregoing. First, if there is legally binding 
netting, it should be treated as such for purposes of the Basle capital 
guidelines. l 2  The sole question should be the legal effectiveness of the 
netting system.  If the system is legally effective, the only credit exposure 
is the net amount, and the type of netting should be irrelevant. 

Second, a significant issue for any payment system is legal finality. Can 
a payment, once released, be retracted or unwound? The focus of this 
issue appears to be CHIPS Rules 2 and l 3(k ) . l 3  These rules become rel­
evant only if the extensive CHIPS measures for dealing with one or more 
defaulting participants are unable to produce a settlement, which could 
occur only in the event of multiple large failures. In those circumstances, 
all payment messages sent during a day can, but not necessarily will be, 
returned to a storage mode, and any obligation of a sending participant 
is annulled. 

Central bankers are increasingly expressing concern about the absence 
of finality, presumably for two reasons. First, the absence of finality 
encourages banks to take excessive risk because of the safety valve of an 
unwind. Second, an unwind-a failure to settle-would cause chaos in 
the world's financial markets. 

Both of these concerns can easily be addressed. First, it is close to 
inconceivable that a bank would make payments of billions of dollars over 
CHIPS on the assumption that it would be bailed out of an unwise pay-
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ment by an unwind. The predicate of an unwind would occur only in a 
catastrophic situation, and there could be no assurance that the response, 
even then, would be an unwind. 

Second, while it is possible that an unwind might contribute to chaos 
in the financial markets, an existing state of chaos would have led to the 
unwind. An unwind could not occur unless there had been multiple large 
bank failures on the same day. 

Even if the risks of an unwind mechanism are lower than has been per­
ceived, the question is properly asked whether there are any offsetting 
benefits. The unwind mechanism was put in place to deal with an event 
that has never been experienced-an international financial catastrophe 
involving multiple banks occurring on a single day. It was designed to 
provide maximum flexibility at a time when flexibility should be at a pre­
mium and to avoid rigid rules that could further escalate the crisis. Such 
a benefit is admittedly intangible, but it could enable the public and pri­
vate sectors-as it did during the Herstatt collapse-to manage rather 
than be submerged by a financial crisis. 

Conclusion 

One prediction that can be made with virtual certainty is that major 
changes will occur in large-value payment systems. Whatever those 
changes may be, the development of a legally cognizable netting system 
on an international basis and at the earliest possible time would promote 
international financial stability. There are, admittedly, a number of diffi­
cult legal issues to be resolved in developing such a system. However, 
these issues should not discourage a concerted effort from being made; 
rather, they should demonstrate the pressing need to begin as soon as 
possible. 



COMMENT 

ANDREW T. HOOK 

Over the past 1 5-20 years, there has been a significant increase in 
interest in payment systems and their importance for a country's econ­
omy. This comment underlines and develops some points presented in 
the prior chapters. 

Netting Issues 

The issue of netting is the focus of much attention in the Group ofTen 
countries. I Debate continues among the central banks and commercial 
banks on a number of issues. One issue revolves around the advantages 
and disadvantages of gross or net settlement. To some extent, this issue 
is one of policy, involving the classic payment system trade-offs among 
efficiency, safety, and reliability. Another issue is whether the large-value 
transfer system that is essential to the functioning of market economies 
should be run and operated by the central bank or by the private sector. 
When this latter issue is debated in the abstract, it is doubtful that good 
decisions in practice can be reached. There are simply too many variables 
and too many unknowns. Progress toward legal certainty in payments 
must occur in the context of specific systems or arrangements. 

Recent legislative and legal developments in the United States in the 
area ofnetting2 illustrate the extent to which change can occur within the 
context of a specific payment system, the Clearing House for Interbank 
Payments System (CHIPS) .  While other institutions outside the mem­
bership of CHIPS were involved in different ways, the existence of sys­
temic risk within CHIPS was primarily responsible for driving the 
process. 

Systemic risk poses an acute problem for public policy and the law 
because time is of the essence in dealing with it. At the time of the risk -
for example, when a participant in a net settlement system is unable to 
cover a large debit-there is typically little time to act. I f  nothing is done 
to reduce or eliminate the systemic risk, the damages can be enormous, 
and they may be permanent. Many different individual interests may be 
at stake. If there is uncertainty about the outcome, panic reactions may 
occur. Attempting to balance judiciously and deliberately the public inter­
est, individual interests, and the possible outcomes (which will be very 
unpredictable )  at such a time is not realistic .  
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The trend in the United States is to treat payments that involve sys­
temic risks as special types of transactions that require a high degree of 
legal certainty. In a sense, these transactions are protected or insulated 
from some of the parties that would otherwise directly be involved as 
claimants. This approach leads to an assured settlement that rules out the 
risks that would be involved in an unwind. The legal framework is estab­
lished beforehand, precisely to address systemic risk and to assure a 
balance of interests if such a risk arises. 

Developing a legal framework in a country that supports special treat­
ment for payments involving systemic risks is a challenging endeavor. 
What must be addressed are complex financial, institutional, legal, and 
even psychological relationships among the major institutions in that 
country. Almost by definition, these are the institutions that could pose 
systemic risk and that are likely to be seeking ways to reduce or manage 
such risk. The central bank, large financial institutions, large users of pay­
ments, the courts, and the government must all be involved. 

Cross-Border Payments 

While progress is being made in some countries to address systemic 
risk, cross-border payments represent the last frontier, the last major pay­
ment area in which the practice basically has been "everyone for himself."  
Clearing and settlement are still, by and large, bilateral between banks in 
different countries; traditional credit appraisal and the two legs of foreign 
exchange transactions are handled separately in each bank. Some multi­
lateral netting arrangements are functioning for foreign exchange trans­
actions, but much remains to be done before systems such as Multinet or 
the European Clearing House Organization (multilateral, multicurrency 
netting arrangements that are being developed by groups of commercial 
banks) are fully operational . 

The magnitude of the task of obtaining a degree of legal certainty for 
cross-border payments will be very great, because the goal will be to give 
special treatment to certain transactions while limiting within each coun­
try the jurisdiction of the court and the powers of the government to 
intervene in the case of insolvent or bankrupt parties. 

There are a few questions concerning the way to increase legal certainty 
for cross-bank payments. Practically, should countries move toward the 
goal by making treaties or by enacting legislation? Should each case be 
considered separately in the context of a specific system or proposal? 
What are the precedents for such legislation or treaties governing a broad 
set of jurisdictions and commercial activities? Is it necessary to break new 
ground? 
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Legal aspects of netting mainly concern bankruptcy and insolvency, but 
a legal framework can influence incentives and behavior on the part of 
banks and other users of payments before these events occur. In each 
country, the large-value transfer system is at the heart of multiple and 
complex relationships among the various parties. In particular, the com­
mercial banks have specific expectations of what the central bank will or 
will not do in the event of a crisis. These expectations can influence sig­
nificantly their actions in regard to risk management: if assistance is 
expected, less attention may be paid to payment system risks. These 
expectations may be influenced by the pronouncements of the central 
bank and thus depend critically on its credibility. At the end of the day, 
experience has the most powerful impact. However, systemic crises are 
rare, so that it is only infrequently that the central bank will be able to 
demonstrate its resolve to act or not to act .  From country to country, 
central banks are likely to have different perceptions of the amount of sys­
temic risk present in a given crisis and even of the role that they should 
play. In moving toward a more homogeneous treatment of cross-border 
payments, such deeply rooted national differences will need to be taken 
into account. 
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26 Securities Transfers 

26A. Delivery Against Payment 

ERNEST PATRIKIS 

Introduction 

lf a person is going to give up something of value, what is to ensure 
that something of value will be received in return? This exchange occurs 
familiarly in trade transactions. A person giving up goods for money 
wants to make sure that the money will be received. A letter of credit, 
with documents attached, can be used to accomplish the transaction. In 
the past, the seller! in a securities transaction would give the securities 
with a demand draft attached to a messenger. The messenger would walk 
to the buyer's firm and present the demand draft with the attached secu­
rities for payment. The buyer would try to ascertain whether the securi­
ties were genuine; if they were, the buyer paid with a certified check ( a  
check that had been stamped a s  certified by  a bank, resulting in the deb­
iting of the buyer's account by the bank) .  Consequently, the seller had 
the bank's obligation, not the buyer's. If the buyer could not pay for the 
securities, the messenger would return with them. In those transactions, 
therefore, there would only be delivery against payment ( that is, the cer­
tified check). 

Frequently, when the buyer would go to the bank and ask for the check 
to be certified, there would be insufficient funds in the buyer's account. 
The bank would make a day loan to the buyer. The interest rate paid on 
the day loan was really more in the nature of a transaction fee, because the 
bank felt that the loan backed by the securities had a fairly low risk and was 
confident that it would be paid off later in the day. The transaction was 
booked as a loan and not handled as an overdraft in the account because 
an archaic U.S. law made it a crime for a bank to certify a check when there 
were insufficient funds in the customer's account. With the overdraft pro­
grams that exist today, however, the situation is quite different. 

This procedure worked fairly well until the securities market in the 
United States took off in the 1 960s. The back rooms of the securities 
firms were unable to process the securities transactions in a timely fash­
ion. This inability created "fails," that is, failures to deliver and failures to 
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receive. It also created risk. If customers of a buyer's firm paid their funds 
to the buyer but the securities were not delivered to the buyer and the 
buyer went bankrupt, the customers became unsecured creditors of a 
failed securities firm. The customers had made their payments but did not 
have delivery against payment. In the 1960s, a number of small firms that 
were unable or unwilling to make the investments in their backroom sys­
tems needed to keep current with the times did fail, and others were 
merged out of existence. 

This process is analogous to what is occurring today. The concern 
now, however, is not with the backroom processing of trades; it is with 
risk management. Today, the issue is derivatives. Are fi.mds being put into 
systems that manage risk? Those firms that do not invest in risk­
management controls will go the same way as those firms that did not 
invest in their back rooms in the 1960s. 

The problem that arose in the 1960s was addressed by changing from 
the old system of delivery against payment via messengers to delivery ver­
sus payment (DVP) systems. Also, the concepts of immobilized security 
( the security does not move; it stays in one place) and true book-entry 
security ( the uncertificated security) were introduced. In the United 
States, a large number of people invest in mutual funds, which, in turn, 
invest in stocks and bonds. In contrast, people in the 1960s more often 
invested directly in stocks. Investors in mutual funds send their payments 
to those funds and receive in return advices in the mail .  They do not get 
share certificates representing units in the mutual funds.  (A number of 
these mutual funds are corporations . )  The fact that there are no pieces of 
paper that investors can redeem by having the mutual funds, in effect, 
buy back their shares does not bother investors. Therefore, the question 
of whether individuals will be willing to forgo a physical piece of paper 
is answered by the broad acceptance today of this form of book-entry 
interest. This acceptance should help the transition to a full book-entry 
system. 

Types of Delivery Against Payment 

There are different types of DVP systems. A report on DVP in securi­
ties settlement systems prepared by the Committee on Payment and 
Settlement Systems of the Central Banks of the Group of Ten Countries 
concluded that the securities transfer systems in use or under develop­
ment in the Group of Ten countries could be classified as follows: 

Model 1 :  systems that settle transfer instructions for both securities and 
funds on a trade-by-trade (gross) basis, with final ( unconditional) 
transfer of securities from the seller to the buyer (delivery) occur-
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ring at  the same time as  final transfer of funds from the buyer to 
the seller (payment); 

Model 2: systems that settle securities transfer instructions on a gross basis 
with final transfer of securities from the seller to the buyer ( deliv­
ery) occurring throughout the processing cycle, but settle funds 
transfer instructions on a net basis, with final transfer of funds 
from the buyer to the seller (payment) occurring at the end of the 
processing cycle; 

Model 3: systems that settle transfer instructions for both securities and 
funds on a net basis, with final transfers of both securities and 
funds occurring at the end of the processing cyde .2 

However, I would like to suggest a more colloquial classification of DVP 
systems based on systems that are actually in use. 

First DVP System: Dummy Entry System 

The first system in my classification is the eo instanti or dummy entry 
system. In this system, messages requesting the transfer of securities 
against payment go back and forth over the telecommunications system 
between all the participants during the day. The central facility is a com­
puter that holds the securities in the funds accounts of the parties. The 
entries during the day are not real entries representing debits and credits 
to accounts. Although the entries may result at the end of the processing 
cycle in debits and credits to accounts, rights and obligations do not 
change hands between those parties during the day as the messages go 
back and forth . In the United States, the system ofThe Depository Trust 
Company handles the bulk of the equity securities transfers in this way. In 
Europe, sellers of Eurobonds may use Euroclear to transfer the securities 
to the buyer; although the Euroclear computer appears to be debiting 
and crediting, the actual debiting and crediting of accounts happens only 
after Euroclear closes for the day. A fail in these systems (which can occur 
if someone is unable to transfer securities or if there are insufficient funds) 
does not constitute a revocation of the transfer. There is thus no concern 
about parties having rights that may need to be revoked. 

A dummy entry system can, however, have other features built into it. 
Such a system can decide if the seller is short ( that is, does not have) the 
security. It may arrange to have the security lent to the seller, so that the 
seller will be able to transfer the security upon final settlement. Similarly, 
if its calculations suggest that the buyer will not have sufficient funds, the 
system can arrange a loan for the buyer, perhaps secured by the security 
to be delivered. Again, however, rights and duties are recorded only after 
the close of the cycle. 
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Second DVP System 

Operationally, the second DVP system looks almost the same as the 
first. The seller sends the security against payment across the system. The 
seller's securities account is debited; the seller's fi.mds account is credited. 
There is a question, however, of whether the buyer's funds account is 
debited. An intermediary (typically, a trust company in the United States, 
although it could also be an ordinary corporation) may hold the securi­
ties and funds accounts. However, in this second system (in contrast to 
the first system described above), the funds credits and securities debits 
to the seller, or transferor, are real credits and debits. The transferor no 
longer legally has the security, as of the moment that the security is sent 
against payment across the system. These debits and credits go back and 
forth in the system during the day. There may be a net settlement at the 
end of the cycle, which implies that the system is constantly netting the 
positions in funds and securities accounts. At the end of the day, parties 
come up as net debtors or net creditors. 

These two DVP systems are closed with respect to securities. I n  other 
words, securities overdrafts should not occur. Securities should be immo­
bilized, and book-entry security should be in place. The only overdrafts 
that ought to occur are in respect of funds. However, when both of these 
systems settle, some parties are net debtors, and some are net creditors. 
In these systems, how are payments made by net debtors to net creditors? 
In the United States, these payments are typically made through Fedwire 
transfers by the net debtors to the system's account at the Federal Reserve 
Bank of New York. Payments are then made back out to the net credi­
tors. One concern in this respect is that making settlement payments 
through a system that is itself a net settlement system could pose too 
much of a systemic risk. Should a system, such as the same-day settlement 
system of The Depository Trust Company or the Participants Trust 
Company system, be allowed to settle by having the funds transferred 
through a settlement system that is provisional? The simplistic answer is 
no, of course not; there are just too much provisionality and too much 
risk in these systems. Of course, the matter is not that simple. 

The Federal Reserve has some concerns about this second type of DVP 
system that are similar to the concerns that it expressed about the 
Clearing House I nterbank Payments System (CHIPS) .  Arguably, the sys­
tem must have arrangements in place to ensure settlement at the end of 
the day, in order to limit the systemic risk. If a large seller of securities 
(and a large net creditor) is told at 6 p.m. U .S .  eastern standard time that 
the system is not working well, its counterparty has collapsed, and it will 
not get its $ 1  billion, what will the seller do? Does the seller have an inter­
est in the securities? Can the seller pledge the securities? Can the seller 



Ernest Patrikis • 559 

raise $ 1  billion? If the seller is going to be $ 1  billion short someplace, will 
that start the falling domino effect that can give rise to systemic risk? It is 
thus the inability of participants to get liquidity in the market late in the 
day that generates the greatest concern. 

Consequently, the Federal Reserve insists that these systems have their 
own liquidity facilities. Sometimes the securities cannot be delivered 
because a party cannot pay. This outcome does not always result from a 
major failure; it may merely be a mistake-for example, if a party cannot 
get its funds in on time or the transfer is sent to the wrong place. A sys­
tem like that of the Participants Trust Company has the capability of tak­
ing the securities that it cannot deliver, pledging them overnight to a 
bank, and obtaining the necessary funds to allow settlement. I f  a partici­
pant were to fail, arrangements would be made the next day to unwind 
or liquidate the securities or otherwise deal with the problem. 

The Federal Reserve insists on the establishment of liquidity facilities 
partly because the world does not stop turning. If problems in the United 
States cannot be cured by nightfall, the situation could start to affect the 
markets in the Far East, as the same group of parties deal and settle with 
each other all over the world. The cost to these systems is that of set­
ting up the necessary controls and financing arrangements to ensure 
settlement. 

Third DVP System: Central Gilts Office Net Settlement System 

The third type of DVP system is the net settlement system of tl1e 
Central Gilts Office in the United Kingdom. This system seems to be 
based on the assumption that U.K. clearing banks never fail. The seller 
delivers the securities to the buyer, but the funds for every delivery are 
really owed by the buyer's bank. The buyer's bank takes a security interest 
in the securities, just as if the securities were delivered to the buyer's bank 
and held there in safekeeping during the day as collateral for the loan. 
There is an assured means of settlement in this system because the bank 
will always settle. When the buyer pays the bank by the end of the day, the 
bank gives up the interest in the securities. 

Fedwire: A Real-Time Gross Settlement System 

In the United States, the real-time gross settlement system is also used 
as a DVP system. Fedwire provides for securities against payment for fed­
eral government securities issued by the Treasury Department, as well as 
for Federal National Mortgage Association, Federal Home Loan 
Mortgage Corporation, and Government National Mortgage Association 
securities. Today, the Federal Reserve has as customers only depository 
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institutions, the Federal Government, international organizations, and 
foreign central banks and governments, but perhaps someday securities 
dealers will be added. In a transaction, the Federal Reserve Bank of New 
York, following the seller's instructions, debits its book-entry securities 
account and credits its funds account. The reverse is done to the buyer's 
accounts: a debit is made to the buyer's funds account and a credit is 
made to the securities account. These entries typically take about one sec­
ond to accomplish. 

As many as $500 billion transfers are recorded each day on the books 
of the Federal Reserve Bank of New York. The U .S. government securi­
ties market is the largest securities market in the world, dwarfing the New 
York Stock Exchange in terms ofvolume of financing activity. The debits 
and credits that are made by Fedwire transactions are final. Accordingly, 
the transfer is not revoked if the right security is sent to the wrong bank 
or the wrong security sent to the right bank, resulting in the return of the 
security. Corrections are made by separate transfers. 

Much credit is extended through daylight overdrafts in the working of 
the real-time gross settlement system. The Federal Reserve Bank does not 
insist that the buyer have funds in its account before the Reserve Bank 
delivers the security. Therefore, it is not uncommon for banks, especially 
the larger clearing banks, to have overdrafts with the Federal Reserve of 
S 1 billion-S 1 2  billion during the day. The banks' positions are supposed 
to be adjusted to zero by the end of the day because the system is 
intended to afford a daylight overdraft facility. Typically, peaks in buyers' 
overdrafts during the day will be reduced as the securities are retrans­
ferred to other buyers. 

Originally, the Federal Reserve Bank did not have a daylight overdraft 
program . However, the Bank of New York, one of the largest clearing 
banks, had a software problem one day. Participants could send securities 
to the Bank of "1\'ew York, but it could not send the securities out. When 
the system was shut down that night, the Bank of New York owed 
$23.4 million to the Federal Reserve Bank of New York. A security agree­
ment was prepared, in which the Bank of New York repledged those secu­
rities, plus the rest of its domestic bank assets (everything that the bank 
owned in the United States), to the Federal Reserve Bank of New York. 
The Bank of New York repaid the Federal Reserve Bank of New York the 
loan the next day with interest. 

This incident provided an impetus to the development of the daylight 
overdraft program. Changing its ways of operation, the Federal Reserve 
Bank of New York has entered into security agreements with the major 
clearing banks that typically occasion large daylight overdrafts. In accor­
dance with such agreements, the Federal Reserve Bank of New York takes 
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a security interest when government securities are delivered against an 
inadequate balance. If the financial condition of the bank involved is suf­
ficiently weak to arouse the concern of the Federal Reserve Bank of New 
York, it may reject a transaction that would otherwise give rise to a day­
light overdraft, and there will be no delivery. However, this happens only 
very rarely. 

Other DVP Systems: Trade Confirmation and 
Trade Netting Systems 

Two other DVP systems are also noteworthy. The first is the trade con­
firmation system.  One way of ensuring that the right security is delivered 
to the right party in a DVP is for the buyer and the seller each to send 
confirmations to a central computer that will match the terms and the 
securities. The parties will then know they have dealt with the right secu­
rity. This system helps eliminate the number of "don't know" transac­
tions, in which the wrong security is delivered to the right person or the 
right security to the wrong person. 

The second system, which can be a part of the trade matching system, 
is the trade netting system. This system can accommodate a market such 
as the government mortgage-backed security market, in which all trades 
in one security over a number of days may settle on the same forward 
date. If the bank keeps only the gross number of trades, it will look as if 
it has a huge exposure in its books; however, if the bank can set up a sys­
tem in which those trades are netted with its counterparties, its exposure 
will to be reduced to the net amount. 



26B. Legal Issues Regarding Payment and Settlement 

MARYSUE FISHER 

Central banks have a natural interest in understanding and improving 
existing mechanisms for completion of securities transfers. The Group of 
Ten central banks decided that a comparative study of these mechanisms 
would yield the greatest benefits and commissioned two separate studies 
of securities transfer systems. The first was the delivery versus payment 
study, which focused on direct participation in national settlement sys­
tems . '  The second study focused on cross-border security settlements 
and addressed some of the more basic issues that were put aside in look­
ing at the delivery versus payment issues, including the role of interme­
diaries in securities transfers and the legal relationships underlying the 
choices that people make when choosing a settlement mechanism.2 The 
conclusion reached by the cross-border study group in the legal area was 
that "[ t ]he most significant legal distinction between a domestic and a 
cross-border securities transaction is the potential for issues related to 
'choice of law' and 'conflicts of laws' ."3 Stated as a formula, a domestic 
settlement plus conflicts of laws equals a cross-border settlement. 

Domestic Settlement Issues 

Technology has taken control of electronic settlement systems and the 
linkages that now exist among national settlement systems. This develop­
ment has obscured some of the basic legal issues, which still deserve 
study. The investor is trying to acquire an interest in a security, which is 
a performance obligation of the issuer of the security; the object of the 
investor is to ensure that the performance is received. 

The problem today is that almost all securities transactions occur 
through intermediaries. As each intermediary is added to the process, 
new legal relationships are created. At each level, there are the same lay­
ers of risk, including insolvency, the possibility that the intermediary will 
act negligently, and the possibility that employees of the intermediary will 
commit fraud. The goals of these transactions for the issuer and the 
investor remain the same. The issuer seeks the discharge of its obligations 
on the security, whereas the investor seeks to receive the issuer's perfor­
mance. Through the use of these intermediaries, however, the issuer risks 
that, despite tl1e performance that it makes, its payment will somehow be 
diverted. The investor also risks that, somewhere along the way, the 
investment will be turned to other uses. 

562 
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It is easy to classify many of the layers of intermediaries as agents of the 

various parties. The issuers' agents include the registrars for transfer and 

the paying agents. Investors pick their money managers, brokers, and cus­

todians. However, at the heart of modern securities markets are mecha­

nisms that cannot easily be classified as acting for one or another of the 

parties. These are the exchanges, centralized market mechanisms for trad­

ing, clearing corporations, and central securities depositories. These 

mechanisms provide very specialized services for large groups of investors 

and market participants. In many respects, they resemble public utilities, 

as they provide services to these parties on a similar basis. However, if a 

problem develops in one of these mechanisms, it is not easy to say for 

which party the mechanism was acting in assigning risk of loss in individ­

ual transactions. 

The problem for issuers and investors is that they have no choice about 

the mechanisms that will be used. Often, the mechanisms are prescribed 

by regulatory bodies. Certainly, active market participants-brokers, 

dealers, and large banks-desire to use the most efficient and least costly 

means of providing settlements. Consequently, those who want the per­

formance to be complete-the issuers and the investors-have no control 

over the activities of the intermediaries ( the layers between the issuer and 
the investor) that affect their own legal relationships. In fact, the number 

of intermediaries involved can multiply without the knowledge of the 

people who are most directly affected. 

Although the legal relationships that arise can be unclear, these mod­

ern market mechanisms are essential. Paper-based settlements of securi­

ties are increasingly rare. Paper restricts the volume of transactions, causes 

delays, and increases the risk. It is very difficult to achieve a delivery ver­

sus payment with paper securities. The less time between the exchange of 
the security and the exchange of the payment, the less risk there is in the 

transaction. However, it is a real challenge to create book-entry securities 

that embody the rights that were previously embodied in pieces of paper 

without at the same time creating new risks. 

A Group of Thirty study on this issue4 has increased the pressure in 

world markets to eliminate paper securities. The shift to a uniform settle­

ment of "trade date plus three days" has spurred the development of new 

mechanisms that will avoid physical settlements of securities. Obviously, 

these electronic settlement systems are here to stay, and intermediaries 

will be involved in almost every aspect of securities transactions. 
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Cross-Border Settlement Issues 

In  a cross-border environment, the issues that arise in  securities systems 
are compounded by questions of choice and conflict of laws. It is very dif­
ficult for investors to protect themselves from risk when they do not 
know which intermediary is involved, where it is located, and what coun­
try may claim jurisdiction over the transaction. 

The Group of Ten central banks have done much to explain how 
payments can be processed efficiently with the lowest level of risk. The 
problem with applying these concepts to securities transactions is that the 
laws underlying securities tend to be more idiosyncratic. There are very 
large differences from country to country in schemes affecting the own­
ership, transfer, and pledging of securities. 

Countries have used various methods to ease the transition from paper­
based settlements to electronic-based settlements. Book-entry securities 
can be fitted into two different types of schemes. Under the first type of 
scheme, book entries are fitted into a country's existing legal regime for 
physical securities. Often, this is accomplished through legal fictions and 
the immobilization of physical securities, upon which book-entry systems 
are then imposed. 

Other countries have used the second type of scheme, which explicitly 
recognizes electronic securities. However, these schemes can take very 
different forms; even though systems may look the same, different legal 
relationships can arise. Some of these schemes attempt to preserve the 
individual identity of the security, while others specify that book-entry 
securities are essentially fungible and create new forms of property inter­
est in those securities. Securities may be owned by all of the holders in a 
single system on a co-ownership basis with a proportional property inter­
est, or there may be no specific property interest at all. Also, the rela­
tionship that arises may be a debtor-creditor relationship; if so, tl1e 
security may be analogous to a bank deposit with special performance 
characteristics. Under that kind of scheme, it may almost be fair to call 
the i nstruments derivatives rather than securities . 

The schemes can also be refined further. The interests in a debtor­
creditor system can be secured by the particular securities that tl1e 
investor is seeking to buy, or the scheme can create a preferred class of 
creditors secured by all of the securities that are held in the depository. 

There are probably 50 different securitization schemes in use today, 
but the variety of legal approaches to the same question is obscured by 
the trading and settlement mechanisms that are used to create the inter­
ests. For example, country A may still use a paper-based legal system 
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while country B has a dematerialized ( electronic-based) system of some 
sort. If the central securities depository holding the securities of country 
A and country B is located in country A, there is a serious question about 
what investors get when they acquire country B securities. If country A 
does not recognize the country B electronic securities as securities-even 
though they are maintained on the same system as paper securities rec­
ognized by country A-investors in the country B securities held in coun­
try A may get a very different package of  rights from investors in the same 
securities held in country B. This may sound like an issue that is not very 
common; in fact, however, as the linkages among national settlement sys­
tems become more common and the barriers to foreign participation in 
domestic markets become lower, as in the European Community, the 
risks of these problems will rise. One of the findings of the study of cross­
border securities settlement cited aboveS is that a large number of these 
linkages already exist. For example, there are more than 30 l inkages alone 
among the Group of Ten countries. Some of these mechanisms are, of 
course, more active than others. 

The shift from paper to book-entry securities has challenged those 
charged with overseeing domestic market activity. The goals were very 
simple in the past: count the securities and examine the vault procedures. 
The supervisor could be reasonably certain that the securities corre­
sponded to the accounts held by the bank. Now, the process is one of rec­
oncilement. The supervisor looks at the bank's electronic records and 
determines whether they correspond to the electronic records of the 
bank's intermediary. However, there is no way to verify independently 
that those electronic accounts anywhere equal the obligations issued by 
the issuer. 

This is an area in which supervisors and central banks will need to do 
additional work. Even in systems in which property interests still arise 
when securities are turned into electronic forms, the supervisors may not 
be equipped to monitor that activity differently from debtor-creditor 
relationships in bank accounts. 

Questions relating to the insolvency of intermediaries become more 
complex in the international environment. If an intermediary in country 
A becomes insolvent while holding securities for customers in different 
countries, there will be much dislocation as investors try to determine 
what law applies to their rights in the insolvency. 

A number of countries have in recent years enacted new laws to mini­
mize the complexities that arise in bankruptcy. In particular, all of the 
countries in the Group of Ten that had zero-hour bankruptcy rules have 
eliminated or narrowed the scope of them. These rules determined that 
a bankruptcy dated back to the beginning of the day of bankruptcy, so 
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that all activity happening on the day of the bankruptcy actually counted 
for nothing. For settlement systems, this was critical because an insolven­
cy occurring after the close of a settlement system but before midnight 
negated the activity of that day with respect to the insolvent participant. 

It is unlikely that all countries' laws on the transfer, pledging, and 
ownership of securities will be harmonized any time soon. However, 
predictability of outcome is still essential to make these markets work. 
Banks, investors, and supervisors must try to understand where the legal 
relationships arise and attempt to identifY what law governs those rela­
tionships. If parties to transactions can identifY all of the layers of inter­
mediaries that affect their rights, the risks can in theory be assigned and 
compensated. However, it is essential, as a starting point, to determine 
the laws that will govern the relationships that concern the parties. 

Most law that applies to these relationships is contractual, coming from 
agreements, market conventions, rules of self-regulatory organizations, 
and trade associations. However, the most complex form of agreement is 
the multilateral relationships that are created in the central market mech­
anisms, largely through those mechanisms' rules. Direct participation is 
often limited, and, even though the rules may affect the rights of parties 
who are not participants, such as issuers and investors, those rights are 
rarely acknowledged. Consequently, if there is one thing that must be 
done, it is to identifY-no matter how difficult the task-the intermedi­
aries involved in securities transactions, as well as the countries asserting 
jurisdiction over those intermediaries and the claims that arise from their 
activities. 



26C. Securities Clearance and Settlement 

SIMON M. LORNE 

The Importance of Securities Clearance and Settlement 

Two stories illustrate why securities clearance and settlement should 
be of interest to central banks, as well as to securities regulators. They 
demonstrate that problems in these areas, if not promptly and satisfacto­
rily resolved, may cause problems for a country's whole financial system.  

Hong Kong 

The first story is set in Hong Kong in October 1987. The Hong Kong 
stock market, like many others around the world, was booming. Trading 
was active not only in equities but also in a relatively new instrument, 
futures on the Hang Seng index. Many local individual investors were 
betting that the market would continue to rise and were thus long in 
futures. Foreign institutional investors were generally short in futures, 
hedging their stock portfolios. Trading in these futures contracts was so 
active that, in terms of the number of contracts traded, volume in Hong 
Kong was second only to volume in Chicago. 

On Monday, October 19 ,  the Hang Seng Index declined by 1 1  per­
cent. Later that day, the Dow Jones industrial average fell by an amazing 
22 percent. When this news reached Hong Kong, early in the morning of 
Tuesday, October 20, the Hong Kong Stock Exchange decided to close 
for the remainder of the week. One reason that the stock exchange cited 
for closing was the large backlog of unsettled share trades. (Settlement at 
that time was done trade by trade, between brokers, by delivery of a share 
certificate against a check. Delays and backlogs were common. )  Many 
believed, however, that the real reason that the stock exchange closed was 
to attempt to save the local Chinese investors from financial ruin in the 
futures exchange. 

Many of these Chinese investors, who were long in futures, did not pay 
the margin calls that they received on October 1 9-20 .  In turn, many of 
the futures brokerage firms, small firms without much capital, did not pay 
the margin that they owed to the futures clearinghouse. Thus, the clear­
inghouse could not pay what it owed to brokers, who were generally 
short in the futures market. The guarantee corporation set up to guaran­
tee futures contracts had less than $3 million in capital . This corporation 
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could not call upon the healthy firms for additional capital, just as they, 
apparently, could not call directly upon the guarantee. 

On the morning of October 2 1 ,  the Government, exchanges, major 
banks, and brokers met to discuss the problem. Some suggested that the 
problem could be solved by "closing out" all the outstanding futures 
contracts at the last price on October 19 .  Others pointed out that this 
action would force the foreign institutions to close out by sale their posi­
tions in the stock market, which would lead to a collapse in the stock 
market and probably to serious adverse effects for Hong Kong's currency 
and economy. 

After several days of discussion, a "rescue package" was agreed to late 
on Sunday, October 25 .  The package included a $250 million loan to the 
guarantee corporation: half of it from the Hong Kong Government's 
exchange fund and half of it from major banks and brokers. Although this 
was called a loan, to be repaid out of transaction fees and collections from 
defaulting brokers, it was not at all clear on October 25 that it would be 
repaid. 

It  was also not clear whether $250 million would be sufficient to sat­
isfY the guarantee corporation's obligations and to allow the futures mar­
ket to continue. Indeed the next day, October 26, the Hong Kong stock 
market declined by 33 percent, making it necessary to arrange another 
$250 million standby facility for the guarantee corporation. It was only 
on October 27 that the market "found its feet" and recovered by 7 per­
cent. It was many months, however, before there was any significant vol­
ume of trading in the futures contract. ! 

New York 

The second story is set in New York in February 1990. On February 
1 3, 1990, the Drexel Burnham Lambert Group ( Drexel ) announced that 
it would file a bankruptcy petition. The announcement emphasized, 
however, that the bankruptcy petition would not cover Drexel's broker­
dealer or government securities subsidiaries. Later in the day, the 
Securities and Exchange Commission (SEC) announced that, according 
to Drexel's books, the broker-dealer subsidiary still had a positive net 
worth and was still in compliance with the SEC's net capital rule . The 
Federal Reserve Bank of New York announced simultaneously that 
Drexel's government securities subsidiary remained a primary dealer in 
good standing in the government securities market. 

At this point, the SEC, the Federal Reserve, and Drexel all wanted to 
see an orderly liquidation of Drexel's securities portfolio and an orderly 
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transfer of its customer accounts to other firms. This process, however, 

was hindered by problems in the clearance and settlement system. 

Drexel had pledged much of its securities portfolio to its lender banks; 

accordingly, it needed to obtain releases of this collateral from its banks 

to deliver securities in settlement. Drexel's banks, however, were unwill­

ing to release the collateral. Indeed, in part because of legal uncertainty 

about the effect of a pledge on Drexel's books, many of Drexel's banks 

insisted that Drexel start to record pledges on the books of The 

Depository Trust Company. This demand made it essentially impossible 

for Drexel to settle its securities trades, many of which were liquidating 

trades, in the normal way. 

A similar problem occurred with Drexel's portfolio of mortgage­

backed securities. In 1990, trades in certain types of mortgage-backed 

securities settled only once a month, through delivery of a certificate in 

return for a wire transfer later in the day. However, on February 14,  

1990-the day after Drexel filed for bankruptcy-$3.3 billion worth of 

trades between Drexel and other government securities dealers did not 

settle. In part, this was because few firms had provided Drexel with the 
standard two-day notice as to what securities they would deliver to Drexel 
on February 14 .  Also, firms were unwilling to follow the standard prac­

tice of delivering a negotiable certificate to Drexel in return for a wire 

transfer later in the day. 

These problems created serious risks that Drexel's financial difficulties 

would cause financial difficulties for other securities firms. They also 

raised the prospect of "financial gridlock," with no bank or securities firm 

willing to extend customary credit to any other firm, for fear that it, like 
Drexel, was about to file for bankruptcy. 

Fortunately, Drexel, the banks, the brokers, the SEC, and the Federal 
Reserve were able to work out the problems. The problem of the pledged 
securities was solved by an agreement among Drexel and its banks on 
February 19 ,  1 990.  This agreement allowed for settlement of approxi­
mately $260 million in liquidation transactions, segregation of $40 mil­

lion in customers securities that were fully paid for, and reduction of the 
outstanding loans to the banks through the proceeds of these transac­

tions. The problem of the mortgage-backed securities was solved when 

Goldman Sachs purchased Drexel's entire mortgage-backed securities 

portfolio. Goldman Sachs then settled the failed settlements and liqui­

dated the portfolio.2 
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Reducing the Risks Involved in Securities Clearance 
and Settlement 

These stories illustrate that the legal and practical aspects of securities 
clearance and settlement are important. What, however, can be done to 
reduce the risks involved in the securities clearance and settlement sys­
tem? In  particular, what can be done to reduce the risk that problems in 
the securities clearance and settlement system will cause problems for a 
country's whole financial system? 

Unfortunately, there is no simple answer or set of answers. Perhaps the 
closest thing to an agreed agenda is the March 1989 report of the Group 
of Thirty, with its nine recommendations for strengthening securities 
clearance and settlement systems.3 Each of these recommendations, how­
ever, raises its own issues, many of which are specific to the practices or 
laws of a particular country. Rather than attempt a catalog of issues, one 
can focus on three issues that seem both significant and universal: short­
ening the settlement cycle, demobilizing or dematerializing securities, 
and creating or improving netting transactions. 

Shortening the Settlement Period 

One way to reduce the risk in the clearance and settlement system is to 
shorten the settlement period (the period between trade date and settle­
ment date) .  A shorter settlement cycle reduces the number of trades that, 
at any one time, are still outstanding and unsettled; it also tends to reduce 
the disparity between the trade price and the price on the settlement date, 
which, in turn, reduces market risk. The National Securities Clearing 
Corporation, the major clearinghouse for equity securities in the United 
States, estimated in 1 992 that moving from the then current five-day set­
tlement cycle to a three-day settlement cycle would reduce the National 
Securities Clearing Corporation's market risk by almost $200 million in 
the event of a failure of a major securities firm during a market crisis.4 

A shorter settlement cycle, however, has costs. In the United States, 
some securities firms fear that a shorter cycle would make it impossible 
for customers to buy securities in the way that many normally do: by plac­
ing their order by telephone, receiving a confirmation by mail, and then 
sending a check by mail. Meanwhile, some securities customers are con­
cerned that a shorter settlement cycle would make it impossible for them 
to hold securities in the way that they normally do, in physical certificates 
at their banks. Others point out, however, that there are ways around 
these problems. Customers could deposit funds with brokers before plac-
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ing buy orders or return the certificates to the broker before placing sell 
orders. 

The SEC resolved this issue through a compromise: it arranged for a 
long transition to a shorter settlement cycle. The SEC rule establishes 
three business days as the standard settlement cycle for equity securities 
transactions in the United States.s The rule , however, did not take effect 
until ] une 1995.6 The SEC explained that the long transition period 
would allow for both the development of new systems and, perhaps more 
important, for the education of participants and customers about the rule 
and systems.? 

Demobilizing or Dematerializing Securities 

A second way to strengthen the settlement system is to "demobilize" 
or dematerialize securities. The demobilization of securities is somewhat 
different from the demobilization of an army. In the case of an army, 
demobilization takes people who are organized in military units and 
sends them to their separate homes. In the case of securities, demobiliza­
tion takes securities certificates that are spread around the country and 
brings them into one home, a central securities depository. It is some­
times described, perhaps more aptly, as "immobilization ."  

Once securities are in a depository, they can be transferred or  pledged 
by entries on the books of the depository. This simplifies true delivery 
against payment, in which electronic payment and delivery occur simul­
taneously. Demobilization also reduces the risks involved in the physical 
transfer of securities certificates. If thousands of securities certificates are 
delivered or mailed every day, some of them will be lost or stolen. 
However, demobilization also creates some new issues. For example, it is 
often necessary to amend the relevant commercial code to address the 
transfer or pledge of securities that are on deposit and thus cannot be 
delivered in the traditional sense. In the United States, revisions to the 
Uniform Commercial Code have been drafted in order to accommodate 
the transferring or pledging of dematerialized securities.s 

"Dematerialization" is not confined to science fiction; in the securities 
markets, it is the process of moving from paper securities certificates to 
electronic records of securities ownership. Dematerialization allows secu­
rities to be transferred by electronic entries on the books of the issuer or 
its agent. In the United States, for example, most U .S .  treasury securities 
are issued only in "book-entry" form; there is no certificate, only a record 
of ownership on the books of the Federal Reserve Bank of New York. 
Mutual fund shares are also issued only in book-entry form; investors 
receive statements only, and not certificates. 



572 • Securities Transters 

Although many individual investors in the United States own one or 
more of these "uncertificated" securities, some individual investors still 
want the ability to obtain physical certificates for their common stock. In 
moving to a three-day settlement cycle, the SEC has reassured investors 
that three-day settlement will not make it impossible for them to obtain 
share certificates. One of the great strengths of the U .S .  equity market is 
the active participation of individuals-over 50 million at last count. The 
SEC wants to encourage individual participation in the market, but it also 
wants to create a settlement system that is safe for all participants. 

Netting Systems 

A third way to strengthen the clearance and settlement system is to cre­
ate or improve netting systems. The simplest form of netting is bilateral. 
Rather than settle each securities trade separately, two firms net all their 
trades in each security, so that one of them delivers to the other only the 
net position in the security. The firms also net their obligations to deliver 
funds, so that rather than exchanging large sums, one firm delivers a com­
paratively small net sum. 

Bilateral netting among firms reduces the number of securities and 
funds transfers, but it still requires daily transfers among all the active 
firms. Many securities markets now use continuous net settlement, 
through a central clearinghouse, to reduce the number and increase the 
security of transfers. In a continuous net settlement system, each firm's 
obligation to each other firm becomes, at some defined point, an obliga­
tion to the clearinghouse. The clearinghouse continuously nets all these 
obligations; each day, it transfers to, or receives from, each firm a net 
amount of each security. The clearinghouse also transfers to, or receives 
from, each firm the net amount of cash due daily or more frequently. 

Continuous net settlement solves many problems but raises others. For 
example, transforming obligations among firms to obligations between 
firms and a clearinghouse eliminates the need for firms to assess the credit 

of each of their counterparties. However, it makes it imperative, as the 
Hong Kong experience demonstrates, that the clearinghouse itself have 
unquestionable credit. It also becomes imperative that the clearinghouse 
have adequate information about the creditworthiness of its member 
firms. The proliferation of products, markets, and clearinghouses may 
make this difficult. The National Securities Clearing Corporation, for 
example, may have complete information about a member firm's posi­
tions in U.S. equity securities but little or no information about its posi­
tions in overseas equities or over-the-counter (OTC) derivatives . 
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Derivatives show why the task of strengthening the clearance and set­
dement system never ends. Although the instruments themselves are 
often quite complex, the sett1ement system for OTC derivative transac­
tions is quite primitive. Transactions sett1e firm by firm, often transaction 
by transaction, through fund and in some cases securities transfers. This 
means, as many have pointed out, that participants may use OTC deriva­
tives to reduce market risks, such as the risk of a shift in two interest rates; 
however, this benefit often comes at the cost of increased credit risk, 
namely, the risk that the counterparty will fail between the initiation and 
the end of the interest rate swap agreement. Clearly, as the OTC market 
continues to grow, participants and regulators need to focus on improv­
ing the clearance and sett1ement system for this market. Two areas to 
consider are the standardization of agreements and the creation of net­
ting arrangements. 

Conclusion 

The secunnes clearance and sett1ement system is important to both 
securities regulators and central bankers. The issues involved in improv­
ing the clearance and sett1ement system are not only practical but also 
legal. Lawyers are important in this process because good lawyers raise 
the unpleasant hypothetical questions that must be raised and answered 
to improve the clearance and sett1ement system. The issues involved also 
have a political dimension: the costs of improving the securities clearance 
and settlement system are often immediate and concentrated, while the 
benefits of such improvements may seem distant and diffuse . Securities 
regulators and central banks must be involved in these political issues. 
Without disregarding the costs involved in improving the clearance and 
settlement system and without overstating the risks, regulators and 
bankers must work together to improve the clearance and settlement sys­
tem and to educate the public and interested parties about it. 



COMMENT 

CHARLES W. MOONEY, JR. 

This comment addresses ( i )  the project in the United States for the 
reform of private law concerning the transfer of interests in investment 
property, such as securities, and ( ii )  how reform and harmonization of 
this area of the law might be addressed on the international level . 

U.S. Rules for Transferring Security Interests 
in Investment Securities 

The sponsors of the Uniform Commercial Code (UCC) promulgated 
a revised version of U CC Article 8 (Revised Article 8 )  in 1994, accom­
panied by related revisions of Article 9 . 1  Revised Article 8 and the related 
Article 9 revisions, dealing with security interests in investment securities, 
came before the membership of the American Law Institute at its annual 
meeting in May 1994; the revisions also came before the membership of 
the National Conference of Commissioners on Uniform State Laws in 
August 1994.2 

For several reasons, the drafting committee faced an enormous chal­
lenge in undertaking this private law reform project. Revised Article 8 
codifies the private law for a type of property that the current law ad­
dresses only obliquely--claims to securities controlled by an intermediary, 
such as a broker or bank. The principal goal of revised Article 8 is thus to 
provide a new legal framework for the indirect holding system that has 
developed in this country. 

In the United States today, most publicly traded shares on the 
exchanges and the over-the-counter market are held in a nominee name 
used by The Depository Trust Company. This company acts as a deposi­
tory, holding physical securities for the benefit of some 600 participating 
broker-dealers and banks. The use of this common depository eliminates 
the need for physical deliveries between these parties incident to their 
trading activities. Entries are made on the depository's books for net 
changes in the positions of each participant at the end of each day by the 
National Securities Clearing Corporation. The broker-dealers and banks 
that participate in this system provide, in turn, analogous clearance and 
settlement functions to their own customers. This system is called the 
indirect holding system because the corporate issuer's records do not 
show the identity of the beneficial owners of the securities. Instead, a sub-
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stantial part of the outstanding securities of a given issue are recorded by 
the issuer as belonging to a depository, the records of the depository 
show the identity of the banks and brokers, and the records of these secu­
rities intermediaries show the identity of their customers. The advantages 
of the system include the elimination of the need for physical deliveries of 
securities and, as a consequence of the netting of transactions between 
participants, a significant reduction in the number of entries that would 
have to be made on the depository's books if each transaction between 
the participants had to be recorded separately. 

The newly revised law deals with these complex, arcane, and constantly 
changing financial market systems and practices and financial assets. 
Moreover, these new rules, intended for enactment by the various states, 
are written in the presence of comprehensive federal regulatory schemes 
for securities intermediaries. Revised Article 8 will achieve its purposes 
only if it is clear and accessible both to business lawyers generally and to 
the experts on financial markets. 

International Harmonization of Rules for Transferring 
Security Interests in Investment Securities 

It may be suggested that rules of this sort might be appropriate for 
other countries that wish to improve the efficiency of their financial mar­
kets. Two general observations can be made about the prospects for the 
international harmonization of rules relating to investment securities. 
The first concerns the "who," and the second relates to the "how" and 
"what" of this harmonization. First, taking into account the highly spe­
cialized practices and ever-changing landscape of the financial markets, 
the more traditional sponsors of projects for harmonizing private inter­
national law-the United Nations Commission on International Trade 
Law, the International Institute for the Unification of Private Law, and 
the Hague Conference-are not likely candidates for sponsoring hanno­
nization in the area of securities transfers. It  was difficult enough to locate 
and involve the necessary expertise to pursue the Article 8 revisions in the 
United States. Organizations with no past involvement in the area of 
financial markets would probably not be up to the task. 

If international harmonization of rules relating to investment securities 
and other investment property is to occur, the governmental regulators 
of the banks and securities firms in the financial markets around the world 
are more appropriate sponsors for the project. I f  a useful product were to 
emerge, moreover, the regulators would be well situated to encourage 
adoption of that product (be it a regulation, model law, or even an inter­
national convention) .  In this regard, the process that led to the adoption 
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of more uniform capital adequacy rules for banking institutions may serve 
as a model. 

Second, as for the structure of the international harmonization of 
investment property rules, what product might emerge from a regulator­
sponsored program of harmonization? An international convention may 
not be feasible or wise. It would take too long, the issues are too arcane, 
and absolute uniformity among states is not necessary in any event. 
Model laws or regulations seem more appropriate, and they would be 
important only in the handful of states where major financial markets are 
located. 

As to the substance of model laws or rules, it might be appropriate to 
limit the scope to transactions and relationships at the "wholesale" level, 
that is, as among the financial intermediaries, such as banks and securities 
firms that deal with each other in many markets and across many borders. 
For example, it may not be as important to harmonize the law concern­
ing the rights of an investor as against its bank or broker. Perhaps the 
more important (and realistic) approach would be to develop rules that 
would apply only to the relationships among the intermediaries and to 
their rights as against clearinghouses and depositories. 
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International Banking Capital Standards 
for Market Risk: Recent Developments 
and Possible New Directions 

JAMES V. HOUPT 

This chapter addresses the emerging international capital standards, 
particularly the standards for market risks arising from the trading activi­
ties of banks. The basic framework under consideration for structuring 
new capital requirements is examined. The April 1 993 proposals of the 
Baste Committee on Banking Supervision and some of the thoughts of 
the Committee regarding new standards are reviewed. The Committee 
was considering two risk-measurement techniques: one based on a so­
called standard approach that applies risk weights to various trading posi­
tions, and another based on the results of a bank's own internal models. 

Basle Capital Accord 

The existing capital standard that applies to internationally active banks 
headquartered in many of the world's largest countries was created in late 
1988 under the auspices of the Bank for International Settlements, in 
Baste, Switzerland . •  That standard, known as the Baste Capital Accord, 
was deemed necessary by the Committee for several reasons: ( i) to make 
regulatory capital requirements more sensitive to differences in risk pro­
files among banks; ( i i)  to introduce off-balance-sheet exposures into the 
assessment of capital adequacy; ( iii) to minimize disincentives to holding 
liquid, low-risk assets; and ( iv) to achieve greater consistency in the eval­
uation of the capital adequacy of major banks throughout the world. 

In large part, the Baste Capital Accord has accomplished these goals. 
By design, however, it addressed only credit risk-the risk that a borrow­
er will default on its obligation and not repay the bank. The Baste Capital 
Accord did not address other important risks that banks face, particularly 
the risks that evolving market conditions, such as changing interest rates 
or changes in the prices of equity instruments that banks trade, will 
directly and adversely affect a bank's financial strength. Consequently, 
soon after the Baste Capital Accord was introduced, the Committee 
established several working subgroups to address these acknowledged 
shortcomings and to enhance the standard with capital requirements for 
interest rate risk and for risks in trading equities and foreign exchange. 
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Initially, these working subgroups worked independently in their 
respective efforts to develop adequate capital standards that could be 
used by bank regulators worldwide . Although the focus was only on 
activities of "internationally active banks," i t  was recognized that the 
standards would likely cover far more than just the world's largest finan­
cial institutions. In some countries, many relatively small banks are con­
sidered to be internationally active because they finance international 
commerce and trade foreign exchange. Competitive conditions within 
countries have also led some regulators to extend international standards 
to banks with little or no truly international operations. In the United 
States, for example, requirements of the Basle Capital Accord have been 
applied to all commercial banks. 

Such wide-ranging coverage and the diversity of banking industry 
structures among countries dissuaded the working subgroups from devel­
oping standards that only the largest and most sophisticated institutions 
could implement. Simple or "shorthand" rules were thought to be use­
ful, so that banks with limited internal modeling abilities could calculate 
their capital requirements without investing heavily in new computer sys­
tems and additional personnel. 

The first objective of the Interest Rate Risk Subgroup ( IRR Subgroup) 
was to develop a technique for measuring the exposure of a consolidated 
banking institution to interest rate risk, and the subgroup made some 
progress toward that end. Soon, however, the subgroup's priorities were 
changed because of events in the European Community ( EC).  In order 
to accommodate its planned economic integration, the EC needed com­
mon capital standards for banks and securities firms, so that those two 
industries could compete throughout the EC on an equitable and sound 
basis. This pressing need of the Europeans required the IRR Subgroup to 
shift its attention to the trading activities of banks. 

Consistent with that purpose, the work on traded equities and foreign 
exchange was transferred to the IRR Subgroup, which was also tem­
porarily expanded to include representatives of several securities regula­
tors. It was hoped that the Basle Committee on Banking Supervision 
would be able to agree with the International Organization of Securities 
Commissions on capital standards for trading activities of both the bank­
ing and securities industries. 

In 1992, the EC, facing its own time pressures, reviewed the work in 
progress of the IRR Subgroup, made slight revisions to those draft doc­
uments, and adopted as European law tentative unified standards for the 
two industries. The resulting Capital Adequacy Directive2 took effect at 
the beginning of 1996 and represents capital standards that EC banks and 
securities firms must meet. Subsequently, in April 1 993, the Committee 
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issued its own (and slightly different) proposal for a public comment pe­
riod that extended through the end of 1993.3 

Initial Market Risk Proposal 

The Committee's initial market risk proposal covered traded debt, 
equity, and foreign exchange, whether reported on or off the balance 
sheet.4 It also included an important provision to expand the netting of 
counterparty obligations beyond that originally permitted by the Basle 
Capital Accord, which recognized only netting by novation.s This latter 
procedure is typically limited to foreign exchange contracts under which 
obligations between banks and their counterparties to deliver a given cur­
rency on a given date are combined, thus legally substituting a single 
amount for the previous gross obligations. The proposal permitted other 
forms of legally enforceable bilateral netting under specified conditions. 

The consultative document of the Committee also discussed the IRR 
Subgroup's efforts to measure interest rate risk in  the nontrading activi­
ties of a bank. This part of the document, however, is more accurately 
described as a status report on the working subgroup's thinking, rather 
than as a specific proposal . It is also viewed only as a risk measure for 
supervisory use, rather than as a formal capital standard. 

Traded Debt 

The proposal dealing with traded debt is the most complex of the April 
1993 proposals. When developing this proposal, the Committee relied 
heavily on the concept of duration, which is a useful technique for esti­
mating an instrument's price sensitivity to changing interest rates. This 
measure is determined by the timing of an instrument's principal and 
interest cash flows, is relatively easily calculated, and is commonly used by 
financial institutions and investors. In effect, it represents the percent 
change in market price for a given percentage point change in market 
rates. Duration has several important limitations and is most accurate 
only when estimating the effect of small market rate shifts. However, as a 
simple and low-cost indicator of an instrument's price sensitivity, it has 
significant appeal. 

Using this duration technique, banks can distribute their trading assets, 
liabilities, and off-balance-sheet interest rate contracts ( for example, 
interest rate swaps, futures, and forward rate agreements) among a vari­
ety of time bands on the basis of the instrument's maturity or next repric­
ing period. The supervisor provides the duration risk weight for each time 
band by calculating the duration on a hypothetical instrument that has 
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cash flows presumably representative of the instruments that a bank will 
report in each time band and assuming a change in market interest rates 
for that band. By multiplying the amount in each time band by its risk 
weight, the institution can derive a total net weighted position for its 
entire trading account. 

Stopping there, however, ignores important risks. First, the actual shifts 
in the market yield curve will probably never be exactly those assumed by 
the risk measure, so the actual changes in the market value of the trading 
portfolios will be different from those that were estimated. This risk is 
called yield curve risk. Second, opposite positions within a given time 
band in different instruments (for example, a long position in U.S. trea­
sury bonds offset by a short position in corporate obligations) are not 
likely to respond to a given market rate change in exactly the same way. 
This risk is called basis risk. 

The range of time within each time band presents another source of pos­
sible measurement error. The risk weight is derived by assuming that the 
maturities or repricing periods of the bank's instruments are distributed 
evenly throughout a time band and that duration risk weights can be deter­
mined by using the midpoints. In practice, however, instruments that 
mature or reprice at opposite ends of a time band (which can range from 
one to three years) could have significantly different characteristics of inter­
est rate risk. If positions are not distributed evenly within the time band, 
the measure will overestimate or underestimate the risk. Finally, in the 
interest of minimizing the reporting burden,  the Committee proposed to 
collect no information about an instrument's coupon. Although that intor­
mation is typically less important than an instrument's maturity or next 
repricing period, the coupon rate affects the instrument's price sensitivity 
to changing market interest rates. 

To address these possible measurement errors, the Committee pro­
posed the imposition of a series ofadd-ons to the initial calculation of the 
net weighted position that have the effect of "disallowing" part of the ini­
tial netting. The details of calculating these add-ons are beyond the scope 
of this chapter and are somewhat complicated. They are, however, simi­
lar in concept to techniques used by some securities regulators outside 
the United States. 

Foreign Exchange 

Because some smaller institutions (especially in Europe) trade foreign 
exchange, the Committee developed both simple and sophisticated risk­
measurement approaches. The simple approach requires capital equal to 
8 percent of the sum of the larger figure of the institution's net longs or 
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net shorts in each currency. The sophisticated approach simulates poten­
tial losses to the institution's existing portfolio of foreign exchange posi­
tions by using the actual daily exchange rate movements experienced 
during the past five years (assuming a two-week holding period) .  The 
capital required should cover 95 percent of the simulated losses. It was 
expected that most large institutions and those with significant foreign 
exchange trading activities would use the sophisticated method. 

Equities 

The risk measure proposed by the Committee for equities addressed 
separately the two fundamental causes of movements in market prices: 
specific and general market risk. Specific risk refers to events that are rel­
evant only to an individual firm-in this case, the issuer of the equity 
shares. Market risk refers to adverse effects on a company's shares in 
response to developments in the general market. The total capital charge 
for equities is the sum of the amounts assessed for the two risks. 

A capital charge of 4 percent can be applied against the net position in 
any specific security (for example, IBM or Toyota) ,  whether that net posi­
tion is long or short. Capital is required against either net position 
because the trading institution can lose on both types of exposures at the 
same time: the share prices for which the trading institution has a net 
short position can rise in value, while those for which it has a net long 
position can decline. 

General market risk, meanwhile, relates to the overall position of the 
portfolio, which can be either net long or net short. For this risk, 
the Committee proposed a capital requirement equal to 8 percent of the 
bank's net equity trading position. 

Off-Balance-Sheet Contracts and Netting 

One of the more important features of the 1988 Basle Capital Accord 
was its recognition of counterparty credit risk arising from off-balance­
sheet transactions, such as those related to foreign exchange and interest 
rates. The level of credit risk arising from these types of transactions can 
change rapidly in response to market conditions, as a counterparty's obli­
gation increases or declines. 

In order to incorporate this fluctuating credit risk, the Basle Capital 
Accord requires institutions to hold capital against their current exposure 
arising from these transactions plus an add-on for their potential future 
exposure. The current exposure is equal to the market value of the con­
tract if it is a positive value or equal to zero if the market value is zero or 
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negative . Current exposure represents the replacement cost that an insti­
tution would incur if its counterparty were to default. The potential 
future exposure is estimated by multiplying the notional value of the con­
tract by a credit conversion factor ranging from zero to 5 percent, 
depending upon the type and remaining maturity of the contract; it mea­
sures the amount by which the current credit exposure may be expected 
to increase over the remaining life of the contract. 6 

When the original Basle Capital Accord was created, supervisors rec­
ognized that institutions, especially those actively involved in off-balance­
sheet transactions as dealers, would likely have multiple contracts with the 
same counterparty and that the positive values of some of these contracts 
could be partly or entirely offset by contracts having negative market val­
ues. When the two parties to the transactions have legally binding agree­
ments to settle their obligations on a net basis, the actual credit exposure 
of each institution becomes that net amount. However, because of their 
concerns about the legal enforceability of many netting agreements 
between and among counterparties, the Basle Committee recognized 
netting only under the limited case of novation. Institutions were encour­
aged to pursue other bilateral and multilateral netting agreements, but 
the benefits of these agreements were ignored for capital purposes. 

This issue of netting relates to credit risk and is not integral to mea­
suring market risk. The matter is, however, of substantial importance to 
those institutions most affected by any new market risk standards because 
off-balance-sheet transactions are significant to their trading activities. 

For this reason, and to acknowledge and further encourage the risk­
reducing use of netting agreements, the Committee addressed the issue 
of bilateral netting in its April 1 993 market risk proposals/ Nevertheless, 
the Committee remained concerned about the ability of institutions 
to enforce their bilateral netting agreements in many jurisdictions. 
Therefore, it proposed to recognize those agreements only when the fol­
lowing conditions have been met: 

• The bank has a legally enforceable netting agreement with its coun­
terparty that permits the bank to receive or pay only the net value of 
the sum of unrealized gains or losses on the included transactions if 
the counterparty defaults. 

• The bank has written and reasoned legal opinions stating that, in the 
event of a legal challenge, the courts and authorities in the relevant 
jurisdictions would support settlement on a net basis. In this con­
text, if a supervisor in the home or host country of either counter­
party is dissatisfied about enforceability, neither counterparty may 
calculate capital requirements on a net basis. 
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• The netting agreements do not contain so-called walkaway clauses, 
which permit non-defaulting parties to make only limited payments 
or no payment at all to the defaulter, even if the defaulter is a net 
creditor.s 

Recent legislation in the United States ( the Federal Deposit Insurance 
Corporation Improvement Act of 1 99 1 )  clarified the enforceability of 
netting agreements between financial institutions in that country; this 
legislation should provide a further boost to the use of these agreements.9 
Continuing growth in these markets and the recognition of netting con­
tracts for capital purposes may lead other countries to take similar steps 
in the future. 

In July 1994, the Committee adopted ( in substantially the same form) 
the April 1 993 proposal on bilateral netting for the purpose of calculat­
ing current credit exposure . I O At that time, it also issued for comment a 
proposal that would give limited recognition to the effects of netting 
agreements when calculating potential future exposure. ! I 

Public Comments on the Market Risk Proposal 

Although the proposal dealing with bilateral netting was strongly 
favored by respondents and adopted by the Committee, most other aspects 
of the April 1993 proposal were widely criticized. In the United States, 
especially, criticism was strong, as respondents urged greater use of their 
internal models for measuring risk. These models, they felt, offered many 
advantages over the proposed approach: ( i )  greater accuracy; ( i i )  greater 
consistency with existing risk-management techniques; and ( ii i )  more 
adaptability to new products. In contrast, the proposed method would, for 
many institutions, be only an additional regulatory burden. 

Although respondents in other countries also criticized the proposal 
and supported the use of the internal models, European banks, in partic­
ular, focused principally on the differences between the Committee's pro­
posal and the Capital Adequacy Directive . I 2  Nearly all of them called for 
standards the same as or similar to those in the directive, which-insofar 
as it differed from the Committee's proposal-would require less capital. 
This somewhat disparate response reflects the relevance of the Capital 
Adequacy Directive to European banks, but not to the others; it may also 
reflect different practices regarding internal models. 

Internal Models 

Beyond simply reflecting the preference of many international banks, 
the use of internal models has other benefits over the April 1993 
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proposals-not the least of which is an internal, theoretical consistency. 
Although the key elements of the 1993 proposal were based on empiri­
cal analysis, they also reflected multilateral compromises that were neces­
sary to achieve an international consensus among bank regulators and 
that also held promise for reaching an understanding with securities 
regulators. 

By relying heavily on historical price movements and measuring the risk 
in diversified portfolios consistently and systematically, internal models 
sidestep many of the problems created by the earlier proposals. 
Nevertheless, these models have their own limitations in the context of a 
capital standard, and supervisors need to learn more about them. In par­
ticular, the differences and similarities among the internal models need to 
be understood better, so that they can be incorporated into a capital 
measure. 

This task is made more difficult because banks have designed these 
models for another purpose. Supervisors seek to evaluate the adequacy of 
a bank's capital under highly stressful market conditions, but bank man­
agements typically use models to help them manage risks in normal times. 
When the risk measures show rising market volatility and, therefore, a 
greater likelihood for significant gains or losses, banks tend to advise their 
traders to reduce their open, proprietary positions. As markets calm and, 
especially, as trends emerge, positions are once again increased. 

This focus on normal conditions and the complexity of many market 
risk models present obstacles that bank supervisors must overcome if they 
are to usc models to evaluate the capital adequacy of banks. Securities 
regulators must also be convinced that these models can be used for cap­
ital purposes because development of a standard for both securities firms 
and banks remains an important objective of the Basic Committee. 

Fortunately, while understanding each model's assumptions and pecu­
liarities is important, the models of most major banks are structured in 
similar ways; they rely on historical price movements and usc similar, 
although not identical , risk-measurement techniques. These similarities 
range from methods for measuring present values of financial instruments 
to techniques for estimating the price volatility of instruments with 
option characteristics. The latter techniques are far from simple but rela­
tively few in number. Therefore, if supervisors can overcome these obsta­
cles, banks could build upon their existing procedures to evaluate capital 
adequacy rather than be required to design new risk measures that would 
serve only supervisory purposes. 

One of the most common practices ofbanks, for example, is to decom­
pose their trading positions into a variety of risk factors that influence an 
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instrument's price. For this purpose, each instrument is classified in sev­
eral or more ways, beginning with its major product group ( for example, 
interest rate, foreign exchange, equity, or commodity) .  Long-term rates 
move differently from short-term rates, and currencies constantly change 
in value relative to one another. Therefore, information is needed about 
the instrument's maturity, currency, and other relevant features. A single 
instrument may involve only a few risk factors; however, large banks may 
use hundreds of these factors to manage their entire trading portfolios, 
depending upon the level of detail that they believe is needed to identifY 
relevant variables and upon the nature and breadth of the instruments 
that they trade . By classifYing and aggregating their positions by risk fac­
tors, banks can evaluate risks without constantly processing tens or hun­
dreds of thousands of individual transactions. 

Nevertheless, the specific procedures of an individual model cannot be 
ignored, as they can lead to significant differences in measured risk 
among banks. As is often said, "The devil is in the details." Therefore, 
both bankers and bank supervisors should have knowledge of a model's 
key assumptions and measurement techniques in order to understand and 
appropriately use the model's results. These models must also reflect sim­
ilar levels of rigor if their results are to be relied upon in constructing an 
international capital standard. Therefore, regulators are likely to require 
that some elements of the risk-measuring process be standardized. The 
unresolved question is, What parts? 

Key Parameters 

Several factors, or "parameters," are especially important for the struc­
ture and output of models used by banks to measure their market risk. 
First, the historical obserMtion period is used to measure the price volatil ­
ity of traded products and to calculate the correlations of the price move­
ments of instruments within and among product groups ( for example, 
debt, equity, foreign exchange, or commodity contracts) .  Second, the 
confidmce interval is needed to evaluate the model 's results. Third, the 
assumed holding period (or "investment horizon") is relevant for each 
instrument. Other parameters that deal with risk-measurement tech­
niques include ( i )  the manner in which the model relies upon price cor­
relations between different product groups; ( ii )  the number and nature of 
risk factors that a model employs; and ( i i i )  specific modeling procedures 
for evaluating explicit or embedded options. 

One parameter that would almost surely be standardized in any super­
visory framework is the holding period that banks assume. In practice, 
most trading banks calculate daily volatilities and assume a one-day hold­
ing period in managing their trading risks. That approach may be ade-
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quate for management purposes, as the turnover of trading portfolios is 
typically fast-often minutes or hours, rather than days or weeks. That 
assumption may be too weak, however, for supervisors, who must con­
sider those periods of market turmoil when an instrument's liquidity can 
disappear. Reducing exposures at those times may require institutions to 
recognize large losses. The assumption of longer holding periods is par­
ticularly important for instruments that have explicit or embedded 
options because normal daily volatilities may be too low to "trigger" a 
price shift that can produce a significant change in market value. 

The confidence interval is another parameter that would likely require 
a standardized approach. Currently, when estimating the range of future 
price movements, each bank decides what confidence level its manage­
ment needs. Usually, an interval of 95-99 percent is chosen. At that 
interval, the coverage of possible losses (resulting from a "one-tail" 
test ) l 3  translates into roughly 1 .7 to 2 .3 standard deviations if the obser­
vations are distributed "normally," as many bank models assume. The 
vast majority of daily market movements, however, are small, and their 
greater frequency overwhelms that of large, highly unusual market shifts 
when calculating standard deviations. Therefore, when a bank assumes 
normal distributions, the unusual market events tend to disappear or to 
have probabilities that seem much more remote than they are in reality. 
This result is of obvious concern to supervisors-not because of manage­
ment's practices, but because capital requirements should be based on 
highly stressful situations, not on "normal" levels of market volatility. 

At best, some adjustment of standards seems necessary. The easiest part 
would be to require relatively strict confidence intervals for all banks, say 
99 percent. The more troublesome aspect involves the "fat tails" i4 of the 
distribution curve: the large, adverse events that normal distributions 
suggest will almost never happen, but that seem to occur somewhere 
every few years. One solution would be to use statistical techniques that 
do not rely on normal distributions; another would be to expand the 
bank's results by some "adequate," but necessarily arbitrary, multiple. 
Operationally, this latter approach is probably less disruptive to banking 
institutions, but it requires determining the "correct" size of the multi­
plier. Results of true stress tests may help guide that decision. 

It  is less clear whether other elements need to be standardized. The 
observation period is an example. In practice, banks seem to use periods 
ranging from the most recent few months to the past five years or more. 
Institutions that prefer short time spans believe that the most recent mar­
ket movements best predict near future volatility; they also want to iden­
tify any short-term trends that may exist. Those using long time periods 
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want to capture a wider range of financial market conditions than is pos­
sible with short periods; they place less importance on apparent trends. 

In some respects, a bank's selection of observation period can be irrel­
evant, provided that there is no inherent bias in the model's results. 
When volatilities are calculated based on standard deviations, short time 
periods are not necessarily more or less conservative than long periods. 
Indeed, the use of short periods will at times predict larger potential mar­
ket movements than long periods because their observations are not 
"averaged down" by the large numbers of more normal price changes. 
They will project greater volatility following periods of market instability 
and less volatility when markets are calm. Although the differences 
derived from using short and long sample periods may offset in time, dif­
ferent sample periods can produce widely differing estimates of future 
price movements for similarly risky portfolios at any given time. That 
result may be unacceptable to supervisors. 

With respect to other parameters, permitting banks to use correlations 
of price changes between different types of products raises questions sim­
ilar to those just discussed. Some banks calculate correlations among all 
trading product groups, while others assume, or force, such correlations 
to be zero, in the belief that any measured linkage-in the price changes 
of equities versus exchange rates, for example-is coincidental and should 
not affect the decision-making process. Still other institutions ignore cor­
relations of rate or price movements among broad risk categories alto­
gether and take the most conservative approach of assuming that the 
correlations are equal to one. Since these diverse practices can signifi­
cantly affect the level of measured risk, supervisors will need to address 
this issue themselves as they finalize their capital requirements. 

Output of Internal Models 

The purpose of an internal model is to estimate the amount of "value 
at risk," which represents the maximum value that management can 
expect the portfolio to gain or lose during a specific period (such as one 
day) with a given level of confidence ( for example, 99 percent) .  
Management and supervisors can compare the daily estimate with subse­
quent results when evaluating the accuracy of the model and the institu­
tion's ability to manage risk. While the vast majority of daily results 
should be within the predicted maximums, one should expect to see 
results that exceed the estimates more often than the confidence level 
suggests. As noted above, actual trading gains and losses are not dis­
tributed normally, as most models assume; the industry sometimes wit­
nesses extremely good and bad days. 
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A critical consideration should be the rate at which excesses occur and 
their distribution among realized gains and losses. If excesses occur much 
too frequently, one should question the accuracy of the model. If the 
excesses tend to be mostly losses, one might also question management's 
ability to respond to adverse market conditions. 

Qualitative Factors 

A bank may be required to obtain supervisory approval of its internal 
model before using it for capital purposes, because such a model can 
involve complex calculations and assumptions and have substantial infor­
mational needs. Supervisors should also ensure that the model's results 
are seen by management (and not generated only for examiners) and that 
the bank's overall risk-management process is sound. 

In July 1 994, the Basle Committee on Banking Supervision issued a 
statement describing sound management practices for derivatives activi­
ties. I S  That document could guide bankers with respect to the standards 
that supervisors could be expected to apply when reviewing their trading 
activities. First, boards of directors and senior management should exer­
cise appropriate oversight. Directors need not be experts in derivatives or 
trading practices, but they should approve relevant policies and remain 
informed of the risks that the institution takes. Senior management 
would, of course, be expected to provide more extensive oversight and to 
monitor and control operations closely. 

Second, an adequate risk-management process should integrate pru­
dent risk limits, sound measurement procedures and information systems, 
continuous risk monitoring, and frequent reporting to management. This 
process should be tailored to the bank's specific activities and staffed witl1 
individuals who understand the risks and are independent from the 
derivatives and trading functions. 

Third, there should be comprehensive internal controls and audit pro­
cedures. Policies and procedures related to derivatives and trading activi­
ties should be fully integrated into routine work flows and consistent with 
those applied to other operations of the bank. 

Conclusion 

Developing an international capital standard for trading acuvmes 
would be a complex and time-consuming process under any conditions. 
It becomes further complicated, however, when the risk-measurement 
framework is intended for institutions with significantly different levels of 
trading activities and expertise. Any agreed-upon approach must be 
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adaptable to the diverse supervisory regimes in many countries and must 
involve acceptable costs, both to the supervisors and the regulated insti­
tutions. The standard must also, of course, produce a capital requirement 
that seems reasonable to all concerned. 

The option of using internal models to determine capital requirements 
is attractive to many bankers and bank supervisors alike . Many key ques­
tions and issues must first be resolved, but the matter may be coming to 
fruition, partly as a result of industry comments. The pace and direction 
of the efforts of the Basle Committee on Banking Supervision are also 
influenced by other regulatory and political pressures caused by the 
growth of trading and derivatives activities throughout the world, as well 
as by highly publicized losses in these markets by both banking and non­
bank institutions. Interest in developing and implementing capital stan­
dards for market risks is high. 

Addendum 

In January 1996, the Basle Committee on Banking Supervision issued, 
subject to completion of appropriate rule-making procedures in member 
countries, an amendment to its capital standard to address market risk. 
Most non-European Union (EU)  countries are expected to apply the new 
standards only to their largest institutions, which are relatively heavily 
involved in trading activities. l 6  As mentioned above, EU countries have a 
Capital Adequacy Directive l7  that applies the standard more broadly to all 
banking and securities firms operating within their jurisdictions. Affected 
banking organizations would be required to comply with the Basle 
Committee requirements by the beginning of 1998, although participating 
countries may permit institutions to comply voluntarily at an earlier date. 

As structured, the final amendment was highly consistent with the 
approach outlined in this chapter, although the simulation of foreign 
exchange positions is available only to institutions using the internal 
modeling approach; otherwise, the more simple technique would be 
required. The final ruling included these specific requirements regarding 
the use of internal models: ( i) an institution's historical observation pe­
riod for measuring the volatility of past market movements must be at 
least one year; ( i i )  an institution's "value at risk" should be based on a 99 
percent confidence level and on an assumed holding period of ten days; 
and ( iii ) the modeling of yield curves should consider at least six differ­
ent points (time bands) on each curve . The results of the modeling pro­
cess would then be multiplied by three to provide further coverage for 
extremely adverse market conditions. 
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That multiplier reflects, in part, an analysis of market volatilities over 
nearly two decades of market movements and of the amount of capital 
needed to absorb the largest loss on a hypothetical diversified trading 
portfolio. The requirement of the ten-day holding period, noted above, 
is intended only to produce a sufficiently rigorous market movement by, 
in essence, applying an instantaneous market movement of the size nor­
mally experienced over a ten-day period to an institution's existing port­
folio. That treatment does not reflect an expectation by supervisors that 
institutions would actually hold a given trading portfolio for that ex­
tended period of time. 

The U.S. federal banking agencies approved the amendment in August 
1996 but will permit their institutions to use only the internal model 
approach. This decision reflects their view that internal models provide the 
best measure of true market risk and their desire to encourage all institu­
tions to improve their processes for managing and measuring this risk. 



COMMENT 

RAIJA BETI'AUER 

This comment focuses on some of the issues that have arisen in the 
United States in the course of implementing the Basle Committee on 
Banking Supervision's proposals on capital adequacy. One general super­
visory and regulatory policy concern that pervades the various issues is 
the matter of regulatory burden .  It is, admittedly, sometimes difficult to 
find a balance on this issue. On the one hand, if a very simple model is 
used to measure risk, it may not necessarily yield the most accurate infor­
mation. The question then arises of why the model was proposed in the 
first place. On the other hand, if a complex and detailed model is 
required, it may not be suited to institutions that, for example, have 
small, specialized operations. In fact, such a model may well be burden­
some for those institutions, as it could lead to an increase in their opera­
tional costs. Supervisors are sensitive to this balancing process. In the 
United States, the regulation of banking is extensive, and supervisors are 
accordingly aware of the burden that it imposes on banks. Approximately 
14 percent of the banks' expenses are devoted to complying with regula­
tory requirements. 

Netting 

The 1994 proposaJl by the Basle Committee to take account of netting 
arrangements in the calculation of capital adequacy has been imple­
mented in the United States. When the proposed rules2 were being draft­
ed, there were a couple of issues of particular significance. First, to qualify 
for netting, there must be an enforceable contract that can survive a 
counterparty's default, bankruptcy, or insolvency. When the parties are 
under different jurisdictions-which can be either different state jurisdic­
tions in the United States or very different legal frameworks across coun­
tries-it can become difficult to ascertain the effect of bankruptcy 
proceedings on the enforceability of contracts. Therefore, the require­
ment that the banks must provide legal opinions on the enforceability of 
the contracts to which they are parties may, in some cases, be difficult to 
fulfill. However, there does not seem to be any alternative: if there is no 
sufficient legal certitude in these matters, netting cannot be a valid option 
for capital adequacy purposes. The problem is further complicated in the 
case of bankruptcy, which may involve as counterparties not only finan­
cial institutions but also ordinary nonfinancial corporations. Bankruptcy 
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and insolvency rules applicable to ordinary corporations may differ from 
those applicable to financial institutions. 

With respect to the issue of regulatory burden, bank supervisors are 
aware that forcing a bank to go to an outside law firm every time that a 
legal opinion concerning the enforceability of a contract is required can 
become costly and may, in fact, be unnecessary. Another option is for the 
bank to have its own in-house legal counsel produce the opinion. 

The Basle Committee did not expect that there would be an interna­
tional harmonization of legal rules or opinions, or that similar opinions 
would be required of every member. Instead, banking supervisors in all 
member countries have been given the discretion to evaluate the suffi­
ciency of their countries' legal opinions. Because of the different legal 
frameworks, this seems like the sensible thing to do. Nevertheless, this 
requirement will obligate legal counsels and supervisory agencies to 
determine the sufficiency of these opinions. 

Also noteworthy in the netting proposal was the suggestion-similar to 
that in the Basle Committee's consultative papers-that, for risk-based 
capital purposes, contracts involving walkaway clauses be ineligible for 
netting.3 Moreover, in a bankruptcy case, the bankruptcy court or re­
ceiver must not be given option to "cherry-pick" the contract. If the rule 
were otherwise, the administrator of the bankrupt estate could pick and 
choose among the contracts, upholding those contracts in which the 
bankrupt estate was on the receiving side and disavowing those calling for 
payments by the estate. I n  some countries it may even be the duty of the 
administrator to cherry-pick, based on its fiduciary responsibilities. This 
is a matter that the legal counsel needs to look at when reviewing netting 
contracts. 

Derivatives 

The Basle Committee is looking at another increasingly prominent 
issue: supervision of the financial institutions using derivatives. The 
Eurocurrency Standing Committee of the Bank for I nternational 
Settlements is also looking into these matters, as is the International 
Organization of Securities Commissions. It is possible that these agencies 
and organizations may eventually coordinate their recommendations, at 
least on some points. 

A banking circular issued by the Office of the Comptroller of the 
Currency ( OCC) highlighted for banks the standards that banks should 
maintain in their derivatives management practices.4 The OCC has also 
issued additional guidance in the form of questions and answers about 
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derivatives use . 5  In addition, the Baste Committee prepared guidelines on 
risk management of derivatives.6 

The Baste Committee is committed to cooperating with other banking 
supervisory groups around the world. All concerned are aware of the 
need to harmonize and cooperate where possible, because banking has 
become increasingly international. The Baste Committee engages at least 
once a year in consultations with other supervisory groups. Similarly, the 
Baste Committee is considering holding annual or more frequent consul­
tations with securities and insurance supervisors because of the issues that 
are increasingly overlapping their respective jurisdictions. Finally, the 
International Conference of Banking Supervisors, which has a larger 
membership than the Baste Committee, holds a conference every two 
years in which these and similar matters are considered. 





Appendix I 
International Agreements 





Appendix I 

1 General Agreement on Trade in Services 

Members,* 

Recognizing the growing importance of trade in services for the growth 

and development of the world economy; 

Wishing to establish a multilateral framework of principles and rules for 

trade in services with a view to the expansion of such trade under condi­

tions of transparency and progressive liberalization and as a means of pro­

moting the economic growth of all trading partners and the development 

of developing countries; 

Desiring the early achievement of progressively higher levels of liberal­

ization of trade in services through successive rounds of multilateral 

negotiations aimed at promoting the interests of all participants on a 

mutually advantageous basis and at securing an overall balance of rights 

and obligations, while giving due respect to national policy objectives; 

Recognizing the right of Members to regulate, and to introduce new 

regulations, on the supply of services within their territories in order to 
meet national policy objectives and, given asymmetries existing with 

respect to the degree of development of services regulations in different 

countries, the particular need of developing countries to exercise this 

right; 

Desiring to facilitate the increasing participation of developing coun­
tries in trade in services and the expansion of their service exports includ­

ing, inter alia, through the strengthening of their domestic services 
capacity and its efficiency and competitiveness; 

Taking particular account of the serious difficulty of the least-devel­
oped countries in view of their special economic situation and their devel­

opment, trade and financial needs; 

Hereby agree as follows: 

•This text is reproduced with permission of the GATT Secretariat. The: GATS is part of 
the Final Act Embodying the Results of the Uruguay Round of Multilateral Trade: 
Negotiations, December 1 5 ,  1993, reprinted in The Results of the Uruguay Round of 
Multilateral Trade Negotiations: The Legal Texts 327 ( 1 994 ) . 
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PART I 
SCOPE AND DEFINITION 

Article I 
Scope and Definition 

l .  This Agreement applies to measures by Members affecting trade in 
services. 

2. For the purposes of this Agreement, trade in services is defined as 
the supply of a service; 

(a )  from the territory of one Member into the territory of any other 
Member; 

(b)  in the territory of one Member to the service consumer of any 
other Member; 

( c )  by a service supplier of one Member, through commercial pres­
ence in the territory of any other Member; 

(d)  by a service supplier of one Member, through presence of natu­
ral persons of a Member in the territory of any other Member. 

3. For the purposes of this Agreement: 

(a )  "measures by Members" means measures taken by: 

( i )  central, regional or local governments and authorities; and 

(i i) non-governmental bodies in the exercise of powers delegated 
by central, regional or local governments or authorities. 

In fulfilling its obligations and commitments under the Agreement, 
each Member shall take such reasonable measures as may be available 
to it to ensure their observance by regional and local governments and 
authorities and non-governmental bodies within its territory; 

(b )  "services" includes any service in any sector except services sup­
plied in the exercise of governmental authority; 

( c )  "a service supplied in the exercise of governmental authority" 
means any service which is supplied neither on a commercial 
basis nor in competition with one or more service suppliers. 

PART II 
GENERAL OBLIGATIONS AND DISCIPLINES 

Article II 
Most-Favoured-Nation Treatment 

l .  With respect to any measure covered by this Agreement, each 
Member shall accord immediately and unconditionally to services and 



General Agreement on Trade in Services • 599 

service suppliers of any other Member treatment no less favourable than 
that it accords to like services and service suppliers of any other country. 

2 .  A Member may maintain a measure inconsistent with paragraph 1 
provided that such a measure is listed in, and meets the conditions of, the 
Annex on Article I I  Exemptions. 

3. The provisions of this Agreement shall not be so construed as to pre­
vent any Member from conferring or according advantages to adjacent 
countries in order to facilitate exchanges limited to contiguous frontier 
zones of services that are both locally produced and consumed. 

Article III 
Transparency 

1 .  Each Member shall publish promptly and, except in emergency sit­
uations, at the latest by the time of their entry into force, all relevant mea­
sures of general application which pertain to or affect the operation of 
this Agreement. I nternational agreements pertaining to or affecting trade 
in services to which a Member is a signatory shall also be published. 

2. Where publication as referred to in paragraph 1 is not practicable, 
such information shall be made otherwise publicly available. 

3 .  Each Member shall promptly and at least annually inform the 
Council for Trade in Services of the introduction of any new, or any 
changes to existing, laws, regulations or administrative guidelines which 
significantly affect trade in services covered by its specific commitments 
under this Agreement. 

4. Each Member shall respond promptly to all requests by any other 
Member for specific information on any of its measures of general appli­
cation or international agreements within the meaning of paragraph 1 .  
Each Member shall also establish one or more enquiry points to provide 
specific information to other Members, upon request, on all such matters 
as well as those subject to the notification requirement in paragraph 3.  
Such enquiry points shall be established within two years from the date of 
entry into force of the Agreement Establishing the WTO ( referred to in 
this Agreement as the "WTO Agreement") .  Appropriate flexibili ty with 
respect to the time-limit within which such enquiry points are to be estab­
lished may be agreed upon for individual developing country Members. 
Enquiry points need not be depositories of laws and regulations. 

5 .  Any Member may notifY to the Council for Trade in Services any 
measure, taken by any other Member, which it considers affects the oper­
ation of this Agreement. 
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Article III bis 
Disclosure of Confidential Information 

Nothing in this Agreement shall require any Member to provide 
confidential information, the disclosure of which would impede law 
enforcement, or otherwise be contrary to the public interest, or which 
would prejudice legitimate commercial interests of particular enterprises, 
public or private. 

Article IV 
Increasing Participation of Developing Countries 

1 .  The increasing participation of developing country Members in 
world trade shall be facilitated through negotiated specific commitments, 
by different Members pursuant to Parts I I I  and IV of this Agreement, 
relating to: 

(a)  the strengthening of their domestic services capacity and its effi­
ciency and competitiveness, inter alia through access to technol­
ogy on a commercial basis; 

(b)  the improvement of their access to distribution channels and 
information networks; and 

(c )  the liberalization of market access in sectors and modes of supply 
of export interest to them. 

2. Developed country Members, and to the extent possible other 
Members, shall establish contact points within two years from the date of 
entry into force of the WTO Agreement to facilitate the access of devel­
oping country Members' service suppliers to information, related to their 
respective markets, concerning: 

(a)  commercial and technical aspects of the supply of services; 

(b)  registration, recognition and obtaining of professional qualifica­
tions; and 

(c )  the availability of services technology. 

3 .  Special priority shall be given to the least-developed country 
Members in the implementation of paragraphs 1 and 2. Particular account 
shall be taken of the serious difficulty of the least-developed countries in 
accepting negotiated specific commitments in view of their special eco­
nomic situation and their development, trade and financial needs. 

Article V 
Economic Integration 

1 .  This Agreement shall not prevent any of its Members from being a 
party to or entering into an agreement liberalizing trade in services 
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between or among the parties to such an agreement, provided that such 
an agreement: 

(a) has substantial sectoral coverage, I and 

(b )  provides for the absence of elimination of substantially all dis­
crimination, in the sense of Article XVII ,  between or among the 
parties, in the sectors covered under subparagraph ( a),  through; 

( i) elimination of existing discriminatory measures, and/ or 

(ii) prohibition of new or more discriminatory measures, 

at the entry into force of that agreement or on the basis of 
a reasonable time-frame, except for measures permitted 
under Articles XI,  XII ,  XIV, and XIV bis. 

2. In evaluating whether the conditions under paragraph 1 (b)  are met, 
consideration may be given to the relationship of the agreement to a 
wider process of economic integration or trade liberalization among the 
countries concerned. 

3. (a )  Where developing countries are parties to an agreement of the 
type referred to in paragraph 1 ,  flexibility shall be provided for regarding 
the conditions set out in paragraph l ,  particularly with reference to sub­
paragraph (b) thereof, in accordance with the level of development of the 
countries concerned, both overall and in individual sectors and 
subsectors. 

( b )  Notwithstanding paragraph 6, in the case of an agreement of the 
type referred to in paragraph 1 involving only developing countries, more 
favourable treatment may be granted to juridical persons owned or con­
trolled by natural persons of the parties to such an agreement. 

4. Any agreement referred to in paragraph l shall be designed to facil­
itate trade between the parties to the agreement and shall not in respect 
of any Member outside the agreement raise the overall level of barriers to 
trade in services within the respective sectors or subsectors compared to 
the level applicable prior to such an agreement. 

5 .  If, in the conclusion, enlargement or any significant modification of 
any agreement under paragraph l ,  a Member intends to withdraw or 
modi£)' a specific commitment inconsistently with the terms and condi­
tions set out in its Schedule, it shall provide at least 90 days advance 

1 This condition is understood in terms of number of sectors, volume of trade afti:cted 
and modes of supply. In order to meet this condition, agreements should not provide fi>r 
the a priori exclusion of any mode of supply. 
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notice of such modification or withdrawal and the procedure set forth in 
paragraphs 2, 3 and 4 of Article XXI shall apply. 

6. A service supplier of any other Member that is a juridical person con­
stituted under the laws of a party to an agreement referred to in para­
graph l shall be entitled to treatment granted under such agreement, 
provided that it engages in substantive business operations in the territory 
of the parties to such agreement. 

7 .  (a )  Members which are parties to any agreement referred to in para­
graph l shall promptly notify any such agreement and any enlargement 
or any significant modification of that agreement to the Council for 
Trade in Services. They shall also make available to the Council such rel­
evant information as may be requested by it. The Council may establish 
a working party to examine such an agreement or enlargement or modi­
fication of that agreement and to report to the Council on its consisten­
cy with this Article. 

(b)  Members which are parties to any agreement referred to in para­
graph l which is implemented on the basis of a time-frame shall report 
periodically to the Council for Trade in Services on its implementation. 
The Council may establish a working party to examine such reports if it 
deems such a working party necessary. 

( c )  Based on the reports of the working parties referred to in sub­
paragraphs (a )  and (b) ,  the Council may make recommendations to the 
parties as it deems appropriate. 

8. A Member which is a party to any agreement referred to in para­
graph l may not seek compensation for trade benefits that may accrue to 
any other Member from such agreement. 

Article V bis 
Labour Markets Integration Agreements 

This Agreement shall not prevent any of its Members from being a 
party to an agreement establishing full integration2 of the labour markets 
between or among the parties to such an agreement, provided that such 
an agreement: 

(a) exempts citizens of parties to the agreement from requirements 
concerning residency and work permits; 

(b )  is notified to the Council for Trade in Services. 

2Typically, such integration provides citizens of the: parties concerned with a right offrc:c: 
entry to the: employment markets of the: parties and includes measures concerning condi­
tions of pay, other conditions of employment and social bc:ndits. 
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Article VI 
Domestic Regulation 

l .  In sectors where specific commitments are undertaken, each 
Member shall ensure that all measures of general application affecting 
trade in services are administered in a reasonable, objective and impartial 
manner. 

2. (a)  Each member shall maintain or institute as soon as practicable 
juridical , arbitral or administrative tribunals or procedures which provide, 
at the request of an affected service supplier, for the prompt review of, 
and where justified, appropriate remedies for, administrative decisions 
affecting trade in services. Where such procedures are not independent of 
the agency entrusted with the administrative decision concerned, the 
Member shall ensure that the procedures in fact provide for an objective 
and impartial review. 

(b) The provisions of subparagraph (a )  shall not be construed to 
require a Member to institute such tribunals or procedures where this 
would be inconsistent with its constitutional structure or the nature of its 
legal system. 

3. Where authorization is required for the supply of a service on which 
a specific commitment has been made, the competent authorities of a 
Member shall, within a reasonable period of time after the submission of 
an application considered complete under domestic laws and regulations, 
inform the applicant of the decision concerning the application. At the 
request of the applicant, the competent authorities of the Member shall 
provide, without undue delay, information concerning the status of the 
application. 

4 .  With a view to ensuring that measures relating to qualification 
requirements and procedures, technical standards and licensing require­
ments do not constitute unnecessary barriers to trade in services, the 
Council for Trade in Services shall, through appropriate bodies it may 
establish, develop any necessary disciplines. Such disciplines shall aim to 
ensure that such requirements are, inter alia: 

(a)  based on objective and transparent criteria, such as competence 
and the ability to supply the service; 

(b)  not more burdensome than necessary to ensure the quality of 
the service; 

( c )  in the case of licensing procedures, not in themselves a restriction 
on the supply of the service . 
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5. (a)  In sectors in which a Member has undertaken specific commit­
ments, pending the entry into force of disciplines developed in these sec­
tors pursuant to paragraph 4, the Member shall not apply licensing and 
qualification requirements and technical standards that nullifY or impair 
such specific commitments in a manner which : 

( i )  does not comply with the criteria outlined in subparagraphs 
4(a) ,  (b)  or (c);  and 

(i i) could not reasonably have been expected of that Member at 
the time the specific commitments in those sectors were 
made. 

(b )  In determining whether a Member is in conformity with the obli­
gation under paragraph S(a) ,  account shall be taken of international stan­
dards of relevant international organizations3 applied by that Member. 

6. In sectors where specific commitments regarding professional ser­
vices are undertaken ,  each Member shall provide for adequate procedures 
to verifY the competence of professionals of any other Member. 

Article VII 
Recognition 

l .  For the purpose of fulfilment, in whole or in part, of its standards or 
criteria for the authorization, licensing or certification of services suppli­
ers, and subject to the requirements of paragraph 3, a Member may rec­
ognize the education or experience obtained, requirements met, or 
licenses or certifications granted in a particular country. Such recognition, 
which may be achieved through harmonization or otherwise, may be 
based upon an agreement or arrangement with the country concerned or 
may be accorded autonomously. 

2. A Member that is a party to an agreement or arrangement of the 
type referred to in paragraph l ,  whether existing or future, shall afford 
adequate opportunity for other interested Members to negotiate their 
accession to such an agreement or arrangement or to negotiate compara­
ble ones with it . Where a Member accords recognition autonomously, it 
shall afford adequate opportunity for any other Member to demonstrate 
that education, experience, licenses, or certifications obtained or require­
ments met in that other Member's territory should be recognized. 

3. A Member shall not accord recognition in a manner which would 
constitute a means of discrimination between countries in the application 

3Thc: term "rdc:vant international organizations" refers to international bodies whose: 
mc:mbership is open to the: rdc:vanr bodies of at lc:ast all Members of the: WfO . 
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of its standards or criteria for the authorization, licensing or certification 
of services suppliers, or a disguised restriction on trade in services . 

4 .  Each Member shal l :  

(a)  within 12 months from the date on which the WTO Agreement 
takes effect for it, inform the Council for Trade in Services of its 
existing recognition measures and state whether such measures 
are based on agreements or arrangements of the type referred to 
in paragraph l ;  

(b)  promptly inform the Council for Trade in Services as far in 
advance as possible of the opening of negotiations on an agree­
ment or arrangement of the type referred to in paragraph l in 
order to provide adequate opportunity to any other Member to 
indicate their interest in participating in the negotiations before 
they enter a substantive phase; 

(c )  promptly inform the Council for Trade in Services when it 
adopts new recognition measures or significantly modifies exist­
ing ones and state whether the measures are based on an agree­
ment or arrangement of the type referred to in paragraph l .  

5 .  Wherever appropriate, recognition should be based on multilateral­
ly agreed criteria. In appropriate cases, Members shall work in coopera­
tion with relevant intergovernmental and non-governmental organi­
zations towards the establishment and adoption of common international 
standards and criteria for recognition and common international stan­
dards for the practice of relevant services trades and professions. 

Article VIII 
Monopolies and Exclusive Service Suppliers 

1 .  Each Member shall ensure that any monopoly supplier of a service 
in its territory does not, in the supply of the monopoly service in the rel­
evant market, act in a manner inconsistent with that Member's obliga­
tions under Article I I  and specific commitments. 

2. Where a Member's monopoly supplier competes, either directly or 
through an affiliated company, in the supply of a service outside the scope 
of its monopoly rights and which is subject to that Member's specific 
commitments, the Member shall ensure that such a supplier does not 
abuse its monopoly position to act in its territory in a manner inconsis­
tent with such commitments. 

3. The Council for Trade in Services may, at the request of a Member 
which has a reason to believe that a monopoly supplier of a service of any 
other Member is acting in a manner inconsistent with paragraph l or 2,  
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request the Member establishing, maintaining or authorizing such sup­
plier to provide specific information concerning the relevant operations. 

4. If, after the date of entry into force of the WfO Agreement, a 
Member grants monopoly rights regarding the supply of a service cov­
ered by its specific commitments, that Member shall notify the Council 
for Trade in Services no later than three months before the intended 
implementation of the grant of monopoly rights and the provisions of 
paragraphs 2, 3 and 4 of Article XXI shall apply. 

5 .  The provisions of this Article shall also apply to cases of exclusive 
service suppliers, where a Member, formally or in effect, (a)  authorizes or 
establishes a small number of service suppliers and (b)  substantially pre­
vents competition among those suppliers in its territory. 

Article IX 
Business Practices 

1 .  Members recognize that certain business practices of service suppli­
ers, other than those falling under Article VII I ,  may restrain competition 
and thereby restrict trade in services. 

2 .  Each Member shall, at the request of any other Member, enter into 
consultations with a view to eliminating practices referred to in para­
graph 1 .  The Member addressed shall accord full and sympathetic con­
sideration to such a request and shall cooperate through the supply of 
publicly available non-confidential information of relevance to the matter 
in question. The Member addressed shall also provide other information 
available to the requesting Member, subject to its domestic law and to the 
conclusion of satisfactory agreement concerning the safeguarding of its 
confidentiality by the requesting Member. 

Article X 
Eme1lJency Safeguard Measures 

1 .  There shall be multilateral negotiations on the question of emer­
gency safeguard measures based on the principle of non-discrimination. 
The results of such negotiations shall enter into effect on a date not later 
than three years from the date of entry into force of the wro 
Agreement. 

2. In the period before the entry into effect of the results of the nego­
tiations referred to in paragraph 1 ,  any Member may, notwithstanding 
the provisions of paragraph 1 of Article XXI, notify the Council on Trade 
in Services of its intention to modify or withdraw a specific commitment 
after a period of one year from the date on which the commitment enters 
into force; provided that the Member shows cause to the Council that the 
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modification or withdrawal cannot await the lapse of the three-year peri­
od provided for in paragraph l of Article XXI .  

3 .  The provisions of paragraph 2 shall cease to apply three years after 
the date of entry into force of the WfO Agreement. 

Article XI 
Payments and Transfers 

l .  Except under the circumstances envisaged in Article XII ,  a Member 
shall not apply restrictions on international transfers and payments for 
current transactions relating to its specific commitments. 

2. Nothing in this Agreement shall affect the rights and obligations of 
the members of the International Monetary Fund under the Articles of 
Agreement of the Fund, including the use of exchange actions which are 
in conformity with the Articles of Agreement, provided that a Member 
shall not impose restrictions on any capital transactions inconsistently 
with its specific commitments regarding such transactions, except under 
Article XII  or at the request of the Fund. 

Article XII 
Restrictions to Safeguard the Balance of Payments 

l .  In the event of serious balance-of-payments and external financial 
difficulties or threat thereof, a Member may adopt or maintain restric­
tions on trade in services on which it has undertaken specific commit­
ments, including on payments or transfers for transactions related to such 
commitments. It is recognized that particular pressures on the balance of 
payments of a Member in the process of economic development or eco­
nomic transition may necessitate the use of restrictions to ensure, inter 
alia, the maintenance of a level of financial reserves adequate for the 
implementation of its programme of economic development or econom­
ic transition. 

2. The restrictions referred to in paragraph l :  

(a) shall not discriminate among Members; 

(b)  shall be consistent with the Articles of Agreement of the 
International Monetary Fund; 

(c )  shall avoid unnecessary damage to the commercial, economic 
and financial interests of any other Member; 

(d)  shall not exceed those necessary to deal with the circumstances 
described in paragraph l ;  
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(e )  shall be temporary and be phased out progressively as the situa­
tion specified in paragraph l improves. 

3. In determining the incidence of such restrictions, Members may give 
priority to the supply of services which are more essential to their eco­
nomic or development programmes. However, such restrictions shall not 
be adopted or maintained for the purpose of protecting a particular ser­
vice sector. 

4. Any restrictions adopted or maintained under paragraph I ,  or any 
changes therein, shall be promptly notified to the General Council. 

5. (a)  Members applying the provisions of this Article shall consult 
promptly with the Committee on Balance-of-Payments Restrictions on 
restrictions adopted under this Article. 

(b)  The Ministerial Conference shall establish procedures4 for peri­
odic consultations with the objective of enabling such recommendations 
to be made to the Member concerned as it may deem appropriate. 

(c )  Such consultations shall assess the balance-of-payment situation 
of the Member concerned and the restrictions adopted or maintained 
under this Article, taking into account, inter alia, such factors as: 

( i )  the nature and extent of the balance-of-payments and the 
external financial difficulties; 

( i i)  the external economic and trading environment of the con­
sulting Member; 

( iii ) alternative corrective measures which may be available .  

(d) The consultations shall address the compliance of any restric­
tions with paragraph 2, in particular the progressive phaseout of restric­
tions in accordance with paragraph 2(e) .  

(e )  In such consultations, all findings of statistical and other facts 
presented by the International Monetary Fund relating to foreign 
exchange, monetary reserves and balance of payments, shall be accepted 
and conclusions shall be based on the assessment by the Fund of the bal ­
ance-of-payments and the external financial situation of the consulting 
Member. 

6. If a Member which is not a member of the International Monetary 
Fund wishes to apply the provisions of this Article, the Ministerial 

41t is undc:rstood that the: procc:durc:s undc:r paragraph 5 shall be: the: same: as the: GATT 
1 994 procc:durc:s. 



General Agreement on Trade in Services • 609 

Conference shall establish a review procedure and any other procedures 
necessary. 

Article XIII 

Government Procurement 

l .  Articles I I ,  XVI and XVII shall not apply to laws, regulations or 
requirements governing the procurement by governmental agencies of 
services purchased for governmental purposes and not with a view to 
commercial resale or with a view to use in the supply of services for com­
mercial sale. 

2. There shall be multilateral negotiations on government procure­
ment in services under this Agreement within two years from the date of 
entry into force of the wro Agreement. 

Article XIV 
General Exceptions 

Subject to the requirement that such measures are not applied in a 
manner which would constitute a means of arbitrary or unjustifiable dis­
crimination between countries where like conditions prevail ,  or a dis­
guised restriction on trade in services, nothing in this Agreement shall be 
construed to prevent the adoption or enforcement by any Member of 
measures: 

(a )  necessary to protect public morals or to maintain public order;5 

(b)  necessary to protect human, animal or plant life or health; 

(c) necessary to secure compliance with laws or regulations which 
are not inconsistent with the provisions of this Agreement 
including those relating to: 

( i )  the prevention of deceptive and fraudulent practices or to 
deal with the effects of a default on services contracts; 

( i i )  the protection of the privacy of individuals in relation to the 
processing and dissemination of personal data and the pro­
tection of confidentiality of individual records and accounts; 

( ii i )  safety; 

5Thc: public order exception may be: invoked only where: a genuine: and sufficiently seri­
ous threat is posed to one: of the: fundamental interests of society. 
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(d) inconsistent with Article XVII, provided that the difference in 
treatment is aimed at ensuring the equitable or effective6 impo­
sition or collection of direct taxes in respect of services or service 
suppliers of other Members; 

(e) inconsistent with Article II, provided that the difference in treat­
ment is the result of an agreement on the avoidance of double 
taxation or provisions on the avoidance of double taxation in any 
other international agreement or arrangement by which the 
Member is bound. 

Article XIV his 
Security Exceptions 

l .  Nothing in this Agreement shall be construed: 

(a) to require any Member to furnish any information, the disclo­
sure of which it considers contrary to its essential security inter­
ests; or 

(b) to prevent any Member from taking any action which it consid­
ers necessary for the protection of its essential security interests: 

( i )  relating to the supply of services as carried out directly or indi­
rectly for the purpose of provisioning a military establishment; 

(ii) relating to fissionable and fusionable materials or the mate­
rials from which they are derived; 

(iii) taken in time of war or other emergency in international 
relations; or 

�Measures that are aimed at ensuring the equitable or effective imposition or collection 
of direct taxes include measures taken by a Member under its taxation system which: 

( i )  apply to non-resident service suppliers in recognition of the fuct that the tax obli­
gation of non-residents is determined with respect to taxable items sourced or 
located in the Members' territory; or 

( ii )  apply to non-residents in order to ensure the imposition or collection of taxes in 
the Member's territory; or 

( iii) apply to non-residents or residents in order to prc:vc:nt the: avoidance: or evasion of 
taxes, including compliance: measures; or 

(iv) apply to consumers of services supplied in or from the territory of another Member 
in order to ensure the imposition or collection of taxes on such consumers dc:rivc:d 
from sources in the Member's territory; or 

(v) distinguish service suppliers subject to tax on worldwide: taxable: items from other 
service suppliers, in recognition of the difference in the nature: of the tax base 
between them; or 

(vi ) determine, allocate or apportion income, profit, gain, loss, deduction or credit of 
resident persons or branches, or between rdated persons or branches of the same 
person, in order to safeguard the Member's tax base. 

Tax terms or concepts in paragraph (d) of Article: XIV and in this footnote are deter­
mined according to tax definitions and concepts, or equivalent or similar definitions and 
concepts, under the domestic law of the: Member taking the: measure:. 
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(c)  to prevent any Member from taking any action in pursuance of 
its obligations under the United Nations Charter for the main­
tenance of international peace and security; 

2. The Council for Trade in Services shall be informed to the fullest 
extent possible of measures taken under paragraphs 1 (b) and (c)  and of 
their termination. 

Article XV 
Subsidies 

1 .  Members recognize that, in certain circumstances, subsidies may 
have distortive effects on trade in services. Members shall enter into 
negotiations with a view to developing the necessary multilateral disci­
plines to avoid such trade-distortive effects.7 The negotiations shall also 
address the appropriateness of countervailing procedures. Such negotia­
tions shall recognize the role of subsidies in relation to the development 
programmes of developing countries and take into account the needs of 
Members, particularly developing country Members, for flexibility in this 
area. For the purpose of such negotiations, Members shall exchange 
information concerning all subsidies related to trade in services that they 
provide to their domestic service suppliers. 

2. Any Member which considers that it is adversely affected by a sub­
sidy of another Member may request consultations with that Member on 
such matters. Such requests shall be accorded sympathetic consideration. 

PART III 
SPECIFIC COMMITMENTS 

Article XVI 
Market Access 

1 .  With respect to market access through the modes of supply identi­
fied in Article l, each Member shall accord services and service suppliers 
of any other Member treatment no less favourable than that provided for 
under the terms, limitations and conditions agreed and specified in its 
schedule.s 

7 A future work programme shall determine how, and in what rime-frame negotiations on 
such multilateral disciplines will be conducted. 

Kif a Member undertakes a marker-access commitment in relation to the supply of a ser­
vice through the mode of supply referred to in subparagraph 2(a) of Article 1 and if the 
cross-border movement of capital is an essc:ntial parr of the: service itself, that Mc:mber is 
rhc:reby commirrc:d to allow such movc:menr of capital. If a Member underrakc:s a marker­
accc:ss commirmc:nr in relation ro the supply of a sc:rvicc: through the: mode: of supply 
rc:fc:rrc:d to in subparagraph 2(c) of Article: 1 ,  it is rhc:rc:by commirrc:d to allow relatc:d trans­
fc:rs of capital into irs rc:rritory. 
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2 .  In sectors where market-access commitments are undertaken, the 
measures which a Member shall not maintain or adopt either on the basis 
of a regional subdivision or on the basis of its entire territory, unless oth­
erwise specified in its Schedule, are defined as: 

(a)  limitations on the number of service suppliers whether in the 
form of numerical quotas, monopolies, exclusive service suppli­
ers or the requirements of an economic needs test; 

(b)  limitations on the total value of service transactions or assets in 
the form of numerical quotas or the requirement of an econom­
ic needs test; 

(c)  limitations on the total number of service operations or on the 
total quantity of service output expressed in terms of designated 
numerical units in the form of quotas or the requirement of an 
economic needs test;9 

(d) limitations on the total number of natural persons that may be 
employed in a particular service sector or that a service supplier 
may employ and who are necessary for, and directly related to, 
the supply of a specific service in the form of numerical quotas 
or the requirement of an economic needs test; 

(e)  measures which restrict or require specific types of legal entity or 
joint venture through which a service supplier may supply a ser­
vice; and 

(f) limitations on the participation offoreign capital in terms of max­
imum percentage limit on foreign shareholding or the total value 
of individual or aggregate foreign investment. 

Article XVII 
National Treatment 

l .  In the sectors inscribed in its Schedule, and subject to any condi ­
tions and qualifications set out therein, each Member shall accord to 
services and service suppliers of any other Member, in respect of all 
measures affecting the supply of services, treatment no less favourable 
than that it accords to its own like services and service suppliers . I O 

9Subparagraph 2( c) dm:s not cover measures of a Member which limit inputs for the sup­
ply of services. 

IOSpecitlc commitments assumed under this Article shall nor be construed to require any 
Member to compensate for any inherent competitive disadvantages which result from the 
toreign character of the relevant services or service suppliers. 
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2 .  A Member may meet the requirement of paragraph I by according 
to services and service suppliers of any other Member, either formally 
identical treatment or formally different treatment to that it accords to its 
own like services and service suppliers. 

3. Formally identical or formally different treatment shall be consid­
ered to be less favourable if it modifies the conditions of competition in 
favour of services or service suppliers of the Member compared to like 
services or service suppliers of any other Member. 

Article XVIII 
Additional Commitments 

Members may negotiate commitments with respect to measures affect­
ing trade in services not subject to scheduling under Articles XVI or 
XVII,  including those regarding qualifications, standards or licensing 
matters. Such commitments shall be inscribed in a Member's Schedule. 

PART IV 
PROGRESSIVE LIBERALIZATION 

Article XIX 
Negotiation ofSpeciftc Commitments 

I .  In  pursuance of the objectives of this Agreement, Members shall 
enter into successive rounds of negotiations, beginning not later than five 
years from the date of entry into force of the WfO Agreement and peri­
odically thereafter, with a view to achieving a progressively higher level of 
liberalization . Such negotiations shall be directed to the reduction or 
elimination of the adverse effects on trade in services of measures as a 
means of providing effective market access. This process shall take place 
with a view to promoting the interests of all participants on a mutually 
advantageous basis and to securing an overall balance of rights and 
obligations. 

2 .  The process of liberalization shall take place with due respect for 
national policy objectives and the level of development of individual 
Members, both overall and in individual sectors. There shall be appropri­
ate flexibility for individual developing country Members for opening 
fewer sectors, liberalizing fewer types of transactions, progressively 
extending market access in line with their development situation and, 
when making access to their markets available to foreign service suppli­
ers, attaching to such access conditions aimed at achieving the objectives 
referred to in Article IV. 
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3 .  For each round, negotiating guidelines and procedures shall be 
established. For the purposes of establishing such guidelines, the 
Council for Trade in Services shall carry out an assessment of trade in 
services in overall terms and on a sectoral basis with reference to the 
objectives of the Agreement, including those set out in paragraph l of 
Article IV. Negotiating guidelines shall establish modalities for the 
treatment of liberalization undertaken autonomously by Members since 
previous negotiations, as well as for the special treatment for least­
developed country Members under the provisions of paragraph 3 of 
Article IV. 

4. The process of progressive liberalization shall be advanced in each 
such round through bilateral, plurilateral or multilateral negotiations 
directed towards increasing the general level of specific commitments 
undertaken by Members under this Agreement. 

Article XX 
Schedules of Specific Commitments 

l .  Each Member shall set out in a schedule the specific commitments 
it undertakes under Part I I I  of this Agreement. With respect to sectors 
where such commitments are undertaken, each Schedule shall specify: 

(a) terms, limitations and conditions on market access; 

(b)  conditions and qualifications on national treatment; 

(c) undertakings related to additional commitments; 

(d) where appropriate the time-frame for implementation of such 
commitments; and 

(e)  the date of entry into force of such commitments. 

2. Measures inconsistent with both Articles XVI and XVII shall be 
inscribed in the column relating to Article XVI .  In this case the inscrip­
tion will be considered to provide a condition or qualification to Article 
XVI I  as well .  

3. Schedules o f  specific commitments shall b e  annexed to this 
Agreement and shall form an integral part thereof. 

Article XXI 
Modification of Schedules 

l .  (a )  A Member (referred to in this Article as the "modifying 
Member" )  may modify or withdraw any commitment in its Schedule, at 
any time after three years have elapsed from the date on which that com-
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mitment entered into force, i n  accordance with the provisions of this 
Article. 

(b)  A modifying Member shall notify its intent to modify or with­
draw a commitment pursuant to this Article to the Council for Trade in 
Services no later than three months before the intended date of imple­
mentation of the modification or withdrawal . 

2 .  (a)  At the request of any Member the benefits of which under this 
Agreement may be affected ( referred to in this Article as an "affected 
Member") by a proposed modification or withdrawal notified under sub­
paragraph l (b ), the modifying Member shall enter into negotiations with 
a view to reaching agreement on any necessary compensatory adjustment. 
In such negotiations and agreement, the Members concerned shall 
endeavour to maintain a general level of mutually advantageous commit­
ments not less favourable to trade than that provided for in Schedules of 
specific commitments prior to such negotiations. 

(b)  Compensatory adjustments shall be made on a most-favoured­
nation basis. 

3. (a )  If agreement is not reached between the modifying Member and 
any affected Member before the end of the period provided for negotia­
tions, such affected Member may refer the matter to arbitration. Any 
affected Member that wishes to enforce a right that it may have to com­
pensation must participate in the arbitration. 

(b)  If no affected Member has requested arbitration, the modifying 
Member shall be free to implement the proposed modification or 
withdrawal. 

4. (a) The modifying Member may not modify or withdraw its com­
mitment until it has made compensatory adjustments in conformity with 
the findings of the arbitration. 

(b) If the modifying Member implements its proposed modification 
or withdrawal and does not comply with the findings of the arbitration, 
any affected Member that participated in the arbitration may modify or 
withdraw substantially equivalent benefits in conformity with those find­
ings. Notwithstanding Article I I ,  such a modification or withdrawal may 
be implemented solely with respect to the modifying Member. 

5. The Council for Trade in Services shall establish procedures for rec­
tification or modification of Schedules. Any Member which has modified 
or withdrawn scheduled commitments under this Article shall modify its 
Schedule according to such procedures. 
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PART V 
INSTITUTIONAL PROVISIONS 

Article XXII 
Consultation 

l .  Each Member shall accord sympathetic consideration to, and shall 
afford adequate opportunity for, consultation regarding such representa­
tions as may be made by any other Member with respect to any matter 
affecting the operation of this Agreement. The Dispute Settlement 
Understanding (DSU) shall apply to such consultations. 

2 .  The Council for Trade in Services or the Dispute Settlement Body 
(DSB) may, at the request of a Member, consult with any Member or 
Members in respect of any matter for which it has not been possible to 
find a satisfactory solution through consultation under paragraph l .  

3 .  A Member may not invoke Article XVII ,  either under this Article or 
Article XXII I ,  with respect to a measure of another Member that falls 
within the scope of an international agreement between them relating to 
the avoidance of double taxation. In case of disagreement between 
Members as to whether a measure falls within the scope of such an agree­
ment between them, it shall be open to either Member to bring this mat­
ter before the Council for Trade in Services. I I  The Council shall refer the 
matter to arbitration. The decision of the arbitrator shall be final and 
binding on the Members. 

Article XXIII 
Dispute Settlement and Enforcement 

l .  If any Member should consider that any other Member fails to carry 
out its obligations or specific commitments under this Agreement, it may 
with a view to reaching a mutually satisfactory resolution of the matter, 
have recourse to the DSU. 

2. If the DSB considers that the circumstances are serious enough to 
justifY such action, it may authorize a Member or Members to suspend 
the application to any other Member or Members of such obligations and 
specific commitments in accordance with Article 22 of the DSU. 

3.  If any Member considers that any benefit it could reasonably have 
expected to accrue to it under a specific commitment of another Member 
under Part III of this Agreement is being nullified or impaired as a result of 

1 1With respect to agrc:c:mc:nts on the: avoidance: of double: taxation which exist on the: 
date: of entry into f<>rcc: of the: wro Agrc:.:m.:nr, such a mattc:r may be brought before: the: 
Council for Tradt: in St:rvict:s only with tht: const:nt of both partit:s to such an agrec:mc:nt. 
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the application of any measure which does not conflict with the provisions 
of this Agreement, it may have recourse to the DSU. If the measure is deter­
mined by the DSB to have nullified or impaired such a benefit, the Member 
affected shall be entitled to a mutually satisfactory adjustment on the basis 
of paragraph 2 of Article XXI, which may include the modification or with­
drawal of the measure. In the event an agreement cannot be reached 
between the Members concerned, Article 22 of the DSU shall apply. 

Article XXIV 
Council for Trade in Services 

l .  The Council for Trade in Services shall carry out such functions as 
may be assigned to it to facilitate the operation of this Agreement and 
further its objectives. The Council may establish such subsidiary bodies 
as it considers appropriate for the effective discharge of its functions. 

2. The Council and, unless the Council decides otherwise, its sub­
sidiary bodies shall be open to participation by representatives of all 
Members. 

3. The Chairman of the Council shall be elected by the Members. 

Article XXV 
Technical Cooperation 

l .  Service suppliers of Members which are in need of such assistance 
shall have access to the services of contact points referred to in paragraph 
2 of Article IV. 

2 .  Technical assistance to developing countries shall be provided at the 
multilateral level by the Secretariat and shall be decided upon by the 
Council for Trade in Services. 

Article XXVI 
Relationship with Other International Organizations 

The General Council shal l  make appropriate arrangements for consul­
tation and cooperation with the United Nations and its specialized agen­
cies as well as with other intergovernmental organizations concerned with 
serv1ces. 

PART VI 
FINAL PROVISIONS 

Article XXVII 
Denial of Benefits 

A Member may deny the benefits of this Agreement: 
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(a )  to the supply of a service, if it establishes that the service is supplied 
from or in the territory of a non-Member, or of a Member to which 
the denying Member does not apply the WTO Agreement; 

(b)  in the case of the supply of a maritime transport service, if it estab­
lishes that the service is supplied: 

( i )  by a vessel registered under the laws of a non-Member or of a 
Member to which the denying Member does not apply the 
WTO Agreement, and 

( ii) by a person which operates and/ or uses the vessel in whole or 
in part but which is of a non-Member or of a Member to which 
the denying Member does not apply the WTO Agreement; 

(c) to a service supplier that is a juridical person, if it establishes that it 
is not a service supplier of another Member, or that it is a service 
supplier of a Member to which the denying Member does not apply 
the WTO Agreement. 

Article XXVIII 
Definitions 

For the purpose of this Agreement: 

(a )  "measure" means any measure by a Member, whether in the form 
of a law, regulation, rule, procedure, decision, administrative 
action, or any other form; 

(b) "supply of service" includes the production, distribution, market­
ing, sale and delivery of a service; 

(c) "measures by Members affecting trade in services" include mea­
sures in respect of 

( i) the purchase, payment or use of a service; 

( i i )  the access to and use of, in connection with the supply of a ser­
vice, services which are required by those Members to be 
offered to the public generally; 

(iii ) the presence, including commercial presence, of persons of a 
Member for the supply of a service in the territory of another 
Member; 

(d) "commercial presence" means any type of business or professional 
establishment, including through 

( i )  the constitution, acquisition or maintenance of a juridical per­
son, or 
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(ii) the creation or  maintenance of  a branch or  a representative 
office, within the territory of a Member for the purpose of sup­
plying a service; 

(e)  "sector" of a service means, 

( i )  with reference to a specific commitment, one or more, or all ,  
subsectors of that service, as  specified in the Member's 
Schedule, 

(i i) otherwise, the whole of that service sector, including all of its 
subsectors; 

( f) "service of another Member" means a service which is supplied, 

( i )  from or in the territory of that other Member, or in the case of 
maritime transport, by a vessel registered under the laws of that 
other Member, or by a person of that other Member which 
supplies the service through the operation of a vessel and/or its 
use in whole or in part; or 

(i i) in the case of the supply of a service through commercial pres­
ence or through the presence of natural persons, by a service 
supplier of that other Member; 

(g) "service supplier" means any person that supplies a service ; 12 

(h )  "monopoly supplier of a service" means any person, public or pri­
vate, which in the relevant market of the territory of a Member is 
authorized or established formally or in effect by that Member as 
the sole supplier of that service; 

(i) "service consumer" means any person that receives or uses a service; 

(j) "person" means either a natural person or a juridical person; 

(k) "natural person of another Member" means a natural person who 
resides in the territory of that other Member or any other Member, 
and who under the law of that other Member: 

(i) is a national of that other Member; or 

(ii) has the right of permanent residence in that other Member, in 
the case of a Member which :  

1 2Where the service i s  not supplied directly by a juridical person but through other t(>rms 
of commercial presence such as a branch or a representative office, the service supplier, ( i .e .  
the juridical person) shall, nonetheless, though such presence be accorded the treatment 
provided for service suppliers under the Agreement. Such treatment shall be extended to 
the presence through which the service is supplied and need not be extended to any other 
parts of the supplier located outside the territory where the service is supplied. 
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l .  does not have nationals; or 

2 .  accords substantially the same treatment to its permanent 
residents as it does to its nationals in respect of measures 
affecting trade services, as notified in its acceptance of or 
accession to the WfO Agreement, provided that no Member 
is obligated to accord to such permanent residents treatment 
more favourable than would be accorded by that other 
Member to such permanent residents. Such notification shall 
include the assurance to assume, with respect to those per­
manent residents, in accordance with its laws and regula­
tions, the same responsibilities that other Member bears with 
respect to its nationals; 

( I )  "juridical person" means any legal entity duly constituted or other­
wise organized under applicable law, whether for profit or other­
wise, and whether privately-owned or governmentally owned, 
including any corporation, trust, partnership, joint venture, sole 
proprietorship or association; 

(m)  "juridical person of another Member" means a juridical person 
which is either: 

( i )  constituted or otherwise organized under the law of that other 
Member, and is engaged in substantive business operations in 
the territory of that Member or any other Member; or 

( ii) in the case of the supply of a service through commercial pres­
ence, owned or controlled by: 

l .  natural persons of that Member; or 

2. juridical persons of that other Member identified under sub­
paragraph ( i ) ;  

( n) A juridical person is: 

(i) "owned" by persons of a Member if more than 50 per cent of 
the equity interest in it is beneficially owned by persons of that 
Member; 

(ii) "controlled" by persons of a Member if such persons have the 
power to name a majority of its directors or otherwise legally 
direct its actions; 

(iii) "affiliated" with another person when it controls, or is con­
trolled by, that other person; or when it and the other person 
are both controlled by the same person; and 
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( o) "direct taxes" comprise all taxes on total income, on total capital or 
on elements of income or of capital, including taxes on gains from 
the alienation of property, taxes on estates, inheritances and gifts, 
and taxes on the total amounts of wages or salaries paid by enter­
prises, as well as taxes on capital appreciation. 

Article XXIX 
Annexes 

The Annexes to this Agreement are an integral part of this Agreement. 

ANNEXES 

Annex on Article II Exemptions 

Scope 

I .  This Annex specifies the conditions under which a Member, at the 
entry into force of this Agreement, is exempted from its obligations 
under paragraph I of Article I I .  

2 .  Any new exemptions applied for after the date of  entry into force of 
the WTO Agreement shall be dealt with under paragraph 3 of Article IX 
of that Agreement. 

Review 

3 .  The Council for Trade in Services shall review all exemptions grant­
ed for a period of more than five years. The first such review shall take 
place no more than five years after the entry into force of the wro 
Agreement. 

4. The Council for Trade in Services in a review shall : 

(a) examine whether the conditions which created the need for the 
exemption still prevail ;  and 

(b)  determine the date of any further review. 

Termination 

5 .  The exemption of a Member from its obligations under paragraph I 
of Article I I  of the Agreement with respect to a particular measure ter­
minates on the date provided for in the exemption. 

6. In principle, such exemptions should not exceed a period of I O  
years. I n  any event, they shall be subject to negotiation i n  subsequent 
trade-liberalizing rounds. 
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7.  A Member shall notifY the Council for Trade in Services at the ter­
mination of the exemption period that the inconsistent measure has been 
brought into conformity with paragraph l of Article II of the Agreement. 

Lists of Article II Exemptions 

[The agreed lists of exemptions under paragraph 2 of Article I I  appear 
as part of this Annex in the treaty copy of the WfO Agreement. ]  

Annex on Movement of Natural Persons Supplying 
Services under the Agreement 

l .  This Annex applies to measures affecting natural persons who are 
service suppliers of a Member, and natural persons of a Member who are 
employed by a service supplier of a Member, in respect of the supply of a 
service. 

2 .  The Agreement shall not apply to measures affecting natural persons 
seeking access to the employment market of a Member, nor shall it apply 
to measures regarding citizenship, residence or employment on a perma­
nent basis. 

3. In accordance with Parts I I I  and IV of the Agreement, Members 
may negotiate specific commitments applying to the movement of all cat­
egories of natural persons supplying services under the Agreement. 
Natural persons covered by a specific commitment shall be allowed to 
supply the service in accordance with the terms of that commitment. 

4. The Agreement shall not prevent a Member from applying measures 
to regulate the entry of natural persons into, or their temporary stay in, 
its territory, including those necessary to protect the integrity of, and to 
ensure the orderly movement of natural persons across, its borders, pro­
vided that such measures are not applied in such a manner as to nullifY or 
impair the benefits accruing to any Member under the terms of a specif­
ic commitment. l 3  

Annex o n  Financial Services 

l .  Scope and Definition 

(a) This Annex applies to measures affecting the supply of financial 
services. Reference to the supply of a financial service in this Annex shall 
mean the supply of a service as defined in paragraph 2 of Article I of the 
Agreement. 

I 3Thc: sole: fact of requiring a visa for natural persons of certain members and not for 
those: of others shall not be: regarded as nullifYing or impairing benefits under a specific 
commitment. 
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(b) For the purposes of subparagraph 3(b)  of Article I of the 
Agreement, "services supplied in the exercise of governmental authority" 
means the following: 

( i )  activities conducted by a central bank or monetary authori­
ty or by any other public entity in pursuit of monetary or 
exchange rate policies; 

( i i )  activities forming part of a statutory system of social securi­
ty or public retirement plans; and 

(ii i )  other activities conducted by a public entity for the account 
or with the guarantee or using the financial resources of the 
Government. 

(c)  For the purposes of subparagraph 3(b)  of Article I of the 
Agreement, if a Member allows any of the activities referred to in sub­
paragraph (b)( i i )  or (b)(iii ) ofthis paragraph to be conducted by its finan­
cial service suppliers in competition with a public entity or a financial 
service supplier, "services" shall include such activities. 

(d) Subparagraph 3(c) of Article I of the Agreement shall not apply 
to services covered by this Annex . 

2 .  Domestic Regulation 

(a) Notwithstanding any other provisions of the Agreement, a 
Member shall not be prevented from taking measures for prudential rea­
sons, including for the protection of investors, depositors, policy holders 
or persons to whom a fiduciary duty is owed by a financial service sup­
plier, or to ensure the integrity and stability of the financial system.  Where 
such measures do not conform with the provisions of the Agreement, 
they shall not be used as a means of avoiding the Member's commitments 
or obligations under the Agreement. 

(b)  Nothing in the Agreement shall be construed to require a 
Member to disclose information relating to the affairs and accounts of 
individual customers or any confidential or proprietary information in the 
possession of public entities. 

3. Recognition 

(a) A Member may recognize prudential measures of any other 
country in determining how the Member's measures relating to financial 
services shall be applied. Such recognition, which may be achieved 
through harmonization or otherwise, may be based upon an agreement 
or arrangement with the country concerned or may be accorded 
autonomously. 
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(b)  A Member that is a party to such an agreement or arrangement 
referred to in subparagraph (a) ,  whether future or existing, shall afford 
adequate opportunity for other interested Members to negotiate their 
accession to such agreements or arrangements, or to negotiate compara­
ble ones with it, under circumstances in which there would be equivalent 
regulation, oversight, implementation of such regulation, and, if appro­
priate, procedures concerning the sharing of information between the 
parties to the agreement or arrangement. Where a Member accords 
recognition autonomously, it shall afford adequate opportunity for any 
other Member to demonstrate that such circumstances exist. 

(c)  Where a Member is contemplating according recognition to 
prudential measures of any other country, paragraph 4(b)  of Article VII 
shall not apply. 

4 .  Dispute Settlement 

Panels for disputes on prudential issues and other financial matters shall 
have the necessary expertise relevant to the specific financial service under 
dispute. 

5. Definitions 

For the purposes of this Annex: 

(a) A financial service is any service of a financial nature offered by 
a financial service supplier of a Member. Financial services include all 
insurance and insurance-related services, and all banking and other finan­
cial services (excluding insurance) .  Financial services include the follow­
ing activities: 

Insurance and insurance-related services 

( i )  Direct insurance (including co-insurance) :  

(A) life 

(B )  non-life 

( i i )  Reinsurance and retrocession; 

( ii i )  Insurance intermediation, such as brokerage and agency; 

(iv) Services auxiliary to insurance, such as consultancy, actuari-
al, risk assessment and claim settlement services. 

Banking and other financial services (excluding insurance) 

(v) Acceptance of deposits and other repayable funds from the 
public: 



General Agreement on Trade in Sen•ices • 625 

(vi )  Lending of all types, including consumer credit, mortgage 
credit, factoring and financing of commercial transaction; 

(vii) Financial leasing; 

(viii ) All payment and money transmtsston services, including 
credit, charge and debit cards, travellers cheques and 
bankers drafts; 

(ix) Guarantees and commitments; 

(x)  Trading for own account or for account of customers, 
whether on an exchange, in an over-the-counter market or 
otherwise, the following: 

(A) money market instruments (including cheques, bills, 
certificates of deposits) ;  

(B )  foreign exchange; 

(C)  derivative products including, but not limited to, 
futures and options; 

( D )  exchange rate and interest rate instruments, including 
products such as swaps, forward rate agreements; 

(E)  transferable securities; 

(F)  other negotiable instruments and financial assets, 
including bullion. 

(xi) Participation in issues of all kinds of securities, including 
underwriting and placement as agent (whether publicly or 
privately) and provision of services related to such issues; 

(xii ) Money braking; 

(xiii ) Asset management, such as cash or portfolio management, 
all forms of collective investment management, pension 
fund management, custodial, depository and trust services; 

(xiv) Settlement and clearing services for financial assets, includ­
ing securities, derivative products, and other negotiable 
instruments; 

(xv) Provision and transfer of financial information, and finan­
cial data processing and related software by suppliers of 
other financial services; 

(xvi ) Advisory, intermediation and other auxiliary financial ser­
vices on all the activities listed in subparagraphs (v) 
through (xv), including credit reference and analysis, 
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investment and portfolio research and advice, advice on 
acquisitions and on corporate restructuring and strategy. 

(b) A financial service supplier means any natural or juridical person 
of a Member wishing to supply or supplying financial services but the 
term "financial service supplier" does not include a public entity. 

(c) "Public entity" means: 

(i) a government, a central bank or a monetary authority, of a 
Member, or an entity owned or controlled by a Member, 
that is principally engaged in carrying out governmental 
functions or activities for governmental purposes, not 
including an entity principally engaged in supplying finan­
cial services on commercial terms; or 

(i i) a private entity, performing functions normally performed 
by a central bank or monetary authority, when exercising those 
functions. 

Second Annex on Financial Services 

l .  Notwithstanding Article I I  of the Agreement and paragraphs l and 
2 of the Annex on Article I I  Exemptions, a Member may, during a peri­
od of 60 days beginning four months after the date of entry into force of 
the WI'O Agreement, list in that Annex measures relating to financial ser­
vices which are inconsistent with paragraph l of Article I I  of the 
Agreement. 

2. Notwithstanding Article XXI of the Agreement, a Member may, 
during a period of 60 days beginning four months after the date of entry 
into force of the WI'O Agreement, improve, modifY or withdraw all or 
part of the specific commitments on financial services inscribed in its 
Schedule. 

3 .  The Council for Trade in Services shall establish any procedures nec­
essary for the application of paragraphs 1 and 2 .  

[The annexes regarding Air Transport Services, Maritime Transport 
Services, and Telecomunications are omitted.] 
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la Understanding on Commitments in 
Financial Services 

Participants in the Uruguay Round have been enabled to take on spe­
cific commitments with respect to financial services under the General 
Agreement on Trade in Services ( hereinafter referred to as the 
"Agreement") on the basis of an alternative approach to that covered by 
the provisions of Part I I I  of the Agreement. I It was agreed that this 
approach could be applied subject to the following understanding: 

( i )  it does not conflict with the provisions of the Agreement; 

(i i) it does not prejudice the right of any Member to schedule its spe­
cific commitments in accordance with the approach under Part 
III  of the Agreement; 

(iii) resulting specific commitments shall apply on a most-favoured­
nation basis; 

( iv) no presumption has been created as to the degree of liberaliza­
tion to which a Member is committing itself under the 
Agreement. 

Interested Members, on the basis of negotiations, and subject to con­
ditions and qualifications where specified, have inscribed in their sched­
ule specific commitments conforming to the approach set out below. 

A. Standstill 

Any conditions, limitations and qualifications to the commitments noted 
below shall be limited to existing non-conforming measures. 

B .  Market Access 

Monopoly Rights 

l .  I n  addition to Article VIII  of the Agreement, the following shall 
apply: 

I This text is reproduced with permission from the GATT Secretariat. The Understanding 
is part of the Final Act Embodying the Results of the Uruguay Round of Multilateral Trade 
Negotiations, December 15 ,  1993, reprinted in The Results of the Urugua_v Round of 
Multilateral Trade Negotiations: The Legal Texts 478 ( 1994 ). 

627 
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Each Member shall list in its schedule pertaining to financial 
services existing monopoly rights and shall endeavour to elimi ­
nate them or reduce their scope. Notwithstanding subpara­
graph l (b )  of the Annex on Financial Services, this paragraph 
applies to the activities referred to in subparagraph l (b )( ii i )  of 
the Annex. 

Financial Services Purchased by Public Entities 

2 .  Notwithstanding Article X I I I  of the Agreement, each Member shall 
ensure that financial service suppliers of any other Member established in 
its territory are accorded most-favoured-nation treatment and national 
treatment as regards the purchase or acquisition of financial services by 
public entities of the Member in its territory. 

Cross-Border Trade 

3. Each Member shall permit non-resident suppliers of financial services 
to supply, as a principal, through an intermediary or as an intermediary, 
and under terms and conditions that accord national treatment, the fol ­
lowing services: 

(a)  insurance of risks relating to: 

(i) maritime shipping and commercial aviation and space 
launching and freight (including satellites), with such insur­
ance to cover any or all of the following: the goods being 
transported, the vehicle transporting the goods and any lia­
bility arising therefrom; and 

(i i) goods in international transit; 

(b)  reinsurance and retrocession and the services auxiliary to insur­
ance as referred to in subparagraph S(a)(iv) of the Annex; 

(c) provision and transfer of financial information and financial data 
processing as referred to in subparagraph S(a)(xv) of the Annex 
and advisory and other auxil iary services, excluding i ntermedia­
tion, relating to banking and other financial services as referred 
to in subparagraph S(a)(xvi ) of the Annex. 

4. Each Member shall permit its residents to purchase in the territory of 
another Member the financial services indicated in:  

(a)  subparagraph 3(a);  

(b)  subparagraph 3(b) ;  and 

(c)  subparagraphs S(a)(v) to (xvi) of the Annex. 
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Commercial Presence 

5 .  Each Member shall grant financial service suppliers o f  any other 
Member the right to establish or expand within its territory, including 
through the acquisition of existing enterprises, a commercial presence . 

6. A Member may impose terms, conditions and procedures for autho­
rization of the establishment and expansion of a commercial presence in 
so far as they do not circumvent the Member's obligation under para­
graph 5 and they are consistent with the other obligations of this 
Agreement. 

NeJV Financial Services 

7. A Member shall permit financial service suppliers of any other 
Member established in its territory to offer in its territory any new finan­
cial service . 

Transfers of Information and Processing of Information 

8 .  No Member shall take measures that prevent transfers of  information 
or the processing of financial information, including transfers of data by 
electronic means, or that, subject to importation rules consistent with 
international agreements, prevent transfers of equipment, where such 
transfers of information, processing of financial information or transfers 
of equipment are necessary for the conduct of the ordinary business of a 
financial service supplier. Nothing in this paragraph restricts the right of 
a Member to protect personal data, personal privacy and the confiden­
tiality of individual records and accounts so long as such right is not used 
to circumvent the provisions of the Agreement. 

Temporary Entry of Personnel 

9.  (a )  Each Member shall permit temporary entry into its territory of 
the following personnel of a financial service supplier of any 
other Member that is establishing or has established a commer­
cial presence in the territory of the Member: 

( i )  senior managerial personnel possessing proprietary informa­
tion essential to the establishment, control and operation of 
the services of the financial service supplier; and 

( ii ) specialists in the operation of the financial service supplier. 

(b )  Each Member shall permit, subject to the availability of qualified 
personnel in its territory, temporary entry into its territory of the 
following personnel associated with a commercial presence of a 
financial service supplier of any other Member: 
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( i )  specialists in computer services, telecommunications 
services, and accounts of the financial service suppli­
er; and 

( ii) actuarial and legal specialists. 

Non-discriminatory Measures 

1 0. Each Member shall endeavour to remove or to limit any significant 
adverse effects on financial service suppliers of any other Member of: 

(a )  non -discriminatory measures that prevent financial service sup­
pliers from offering in the Member's territory, in the form 
determined by the Member, all the financial services permitted 
by the Member; 

(b)  non-discriminatory measures that limit the expansion of the 
activities of financial service suppliers into the entire territory of 
the Member; 

(c) measures of a Member, when such a Member applies the same 
measures to the supply of both banking and securities services, 
and a financial service supplier of any other Member concen­
trates its activities in the provision of securities services; and 

(d) other measures that, although respecting the provisions of the 
Agreement, affect adversely the ability of financial service sup­
pliers of any other Member to operate, compete or enter the 
Member's market; 

provided that any action taken under this paragraph would not 
unfairly discriminate against financial service suppliers of the 
Member taking such action. 

1 1 .  With respect to the non-discriminatory measures referred to in sub­
paragraphs 10(a)  and (b), a Member shall endeavour not to limit or 
restrict the present degree of market opportunities nor the benefits 
already enjoyed by financial service suppliers of all other Members as a 
class in the territory of the Member, provided that this commitment does 
not result in unfair discrimination against financial service suppliers of the 
Member applying such measures. 

C.  National Treatment 

l .  Under terms and conditions that accord national treatment, each 
Member shall grant to financial service suppliers of any other Member 
established in its territory access to payment and clearing systems operat­
ed by public entities, and to official funding and refinancing facilities 
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available in the normal course of ordinary business. This paragraph is not 
intended to confer access to the Member's lender of last resort facilities. 

2. When membership or participation in, or access to, any self-regula­
tory body, securities or futures exchanges or market, clearing agency, or 
any other organization or association, is required by a Member in order 
for financial service suppliers of any other Member to supply financial ser­
vices on an equal basis with financial service suppliers of the Member, or 
when the Member provides directly or indirectly such entities, privileges 
or advantages in supplying financial services, the Member shall ensure 
that such entities accord national treatment to financial service suppliers 
of any other Member resident in the territory of the Member. 

D. Definitions 

For the purposes of this approach:  

l .  A non-resident supplier of financial services is a financial service sup­
plier of a Member which supplies a financial service into the territory of 
another Member from an establishment located in the territory of anoth­
er Member, regardless of whether such a financial service supplier has or 
has not a commercial presence in the territory of the Member in which 
the financial service is supplied. 

2. "Commercial presence" means an enterprise within a Member's ter­
ritory for the supply of financial services and includes wholly- or partly­
owned subsidiaries, joint ventures, partnerships, sole proprietorships, 
franchising operations, branches, agencies, representative offices or other 
organizations. 

3. A new financial service is a service of a financial nature, including ser­
vices related to existing and new products or the manner in which a prod­
uct is delivered, that is not supplied by any financial service supplier in the 
territory of a particular Member but which is supplied in the territory of 
another Member. 
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2 North American Free Trade Agreement 

Article I I  09: Transfers 

[ Selected Provisions ]1  

Chapter Eleven 

Investment 

Section A - Investment 

* * * * * 

1 .  Each Party shall permit all transfers relating to an investment of an 
investor of another Party in the territory of the Party to be made freely 
and without delay. Such transfers include : 

(a)  profits, dividends, interest, capital gains, royalty payments, man­
agement fees, technical assistance and other fees, returns in kind 
and other amounts derived from the investment; 

(b) proceeds from the sale of all or any part of the investment or 
from the partial or complete liquidation of the investment; 

(c) payments made under a contract entered into by the investor, or 
its investment, including payments made pursuant to a loan 
agreement; 

(d) payments made pursuant to Article 1 1 10; and 

(e) payments arising under Section B .  

2 .  Each Party shall permit transfers to be made i n  a freely usable cur­
rency at the market rate of exchange prevailing on the date of transfer 
with respect to spot transactions in the currency to be transferred. 

3 .  No Party may require its investors to transfer, or penalize its 
investors that fail to transfer, the income, earnings, profits or other 
amounts derived from, or attributable to, investments in the territory of 
another Party. 

1 December 8, 1 1 ,  14, and 1 7, 1992, Canada - Mexico - United States. 

632 
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4 .  Notwithstanding paragraphs l and 2, a Party may prevent a trans­
fer through the equitable, non-discriminatory and good faith application 
of its laws relating to: 

(a )  bankruptcy, insolvency or the protection of the rights of 
creditors; 

(b )  issuing, trading or dealing in securities; 

( c )  criminal or penal offenses; 

(d)  reports of transfers of currency or other monetary instruments; 
or 

(e )  ensuring the satisfaction of judgments in adjudicatory 
proceedings. 

5. Paragraph 3 shall not be construed to prevent a Party from impos­
ing any measure through the equitable, non-discriminatory and good 
faith application of its laws relating to the matters set out in subpara­
graphs (a )  through (e )  of paragraph 4 .  

6. Notwithstanding paragraph l ,  a Party may restrict transfers of 
returns in kind in circumstances where it could otherwise restrict such 
transfers under this Agreement, including as set out in paragraph 4 .  

Article 1 1 1 0: Expropriation and Compensation 

l .  No Party may directly or indirectly nationalize or expropriate an 
investment of an investor of another Party in its territory or take a mea­
sure tantamount to nationalization or expropriation of such an invest­
ment ( "expropriation") ,  except: 

( a )  for a public purpose; 

(b)  on a non-discriminatory basis; 

( c )  in accordance with due process of law and Article l l  05( l ); and 

(d)  on payment of compensation in accordance with paragraphs 2 
through 6. 

2 .  Compensation shall be equivalent to the fair market value of the 
expropriated investment immediately before the expropriation took place 
( "date of expropriation") ,  and shall not reflect any change in value occur­
ring because the intended expropriation had become known earlier. 
Valuation criteria shall include going concern value, asset value including 
declared tax value of tangible property, and other criteria, as appropriate, 
to determine fair market value. 

3. Compensation shall be paid without delay and be fully realizable. 
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4 .  If payment is made in a G7 currency, compensation shall include 
interest at a commercially reasonable rate for that currency from the date 
of expropriation until the date of actual payment. 

5. If a Party elects to pay in a currency other than a G7 currency, the 
amount paid on the date of payment, if converted into a G7 currency at 
the market rate of exchange prevailing on that date, shall be no less than 
if the amount of compensation owed on the date of expropriation had 
been converted into that G7 currency at the market rate of exchange pre­
vailing on that date, and interest had accrued at a commercially reason­
able rate for that G7 currency from the date of expropriation until the 
date of payment. 

6. On payment, compensation shall be freely transferable as provided 
in Article I I  09 . 

7. This Article does not apply to the issuance of compulsory licenses 
granted in relation to intellectual property rights, or to the revocation, 
limitation or creation of intellectual property rights, to the extent that 
such issuance, revocation, limitation or creation is consistent with 
Chapter Seventeen ( Intellectual Property) .  

8 .  For purposes of this Article and for greater certainty, a non­
discriminatory measure of general application shall not be considered a 
measure tantamount to an expropriation of a debt security or loan cov­
ered by this Chapter solely on the ground that the measure imposes costs 
on the debtor that cause it to default on the debt. 

Article 1 1 1 1 :  Special Formalities and Information Requirements 

1 .  Nothing in Article 1 1 02 shall be construed to prevent a Party from 
adopting or maintaining a measure that prescribes special formalities in 
connection with the establishment of investments by investors of another 
Party, such as a requirement that investors be residents of the Party or 
that investments be legally constituted under the laws or regulations of 
the Party, provided that such formalities do not materially impair the pro­
tections afforded by a Party to investors of another Party and investments 
of investors of another Party pursuant to this Chapter. 

2 .  Notwithstanding Article 1 I 02 or 1 I 03, a Party may require an 
investor of another Party, or its investment in its territory, to provide rou­
tine information concerning that investment solely for informational or 
statistical purposes. The Party shall protect such business information 
that is confidential from any disclosure that would prejudice the compet­
itive position of the investor or the investment. Nothing in this paragraph 
shall be construed to prevent a Party from otherwise obtaining or dis-
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closing information in connection with the equitable and good faith 

application of its law. 

* * * * * 

Article 1 1 13:  Denial of Benefits 

I .  A Party may deny the benefits of this Chapter to an i nvestor of 
another Party that is an enterprise of such Party and to investments of 
such investor if investors of a non- Party own or control the enterprise and 
the denying Party: 

(a )  does not maintain diplomatic relations with the non-Party; or 

(b)  adopts or maintains measures with respect to the non-Party that 
prohibit transactions with the enterprise or that would be vio­
lated or circumvented if the benefits of this Chapter were 
accorded to the enterprise or to its investments. 

2. Subject to prior notification and consultation in accordance with 
Article I 803 (Notification and Provision of Information) and 2006 
(Consultations),  a Party may deny the benefits of this Chapter to an 
Investor of another Party that is an enterprise of such Party and to invest­
ments of such investors if investors of a non-Party own or control the 
enterprise and the enterprise has no substantial business activities in the ter­
ritory of the Party under whose law it is constituted or organized. 

Article 1 1 14: Environmental Measures 

I .  Nothing in this Chapter shall be construed to prevent a Party from 
adopting, maintaining or enforcing any measure otherwise consistent 
with this Chapter that it considers appropriate to ensure that investment 
activity in its territory is undertaken in a manner sensitive to environ­
mental concerns. 

2. The Parties recognize that it is inappropriate to encourage invest­
ment by relaxing domestic health, safety or environmental measures. 
Accordingly, a Party should not waive or otherwise derogate from, or 
offer to waive or otherwise derogate from, such measures as an encour­
agement for the establishment, acquisition, expansion or retention in its 
territory of an investment of an investor. If a Party considers that another 
Party has offered such an encouragement, it may request consultation 
with the other Party and the two Parties shall consult with a view to 
avoiding any such encouragement. 
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Section B - Settlement of Disputes between a Party and 
an Investor of Another Party 

Article I l lS:  Purpose 

Without prejudice to the rights and obligations of the Parties under 
Chapter Twenty ( Institutional Arrangements and Dispute Settlement 
Procedure) ,  this Section establishes a mechanism for the settlement of 
investment disputes that assures both equal treatment among the 
investors of the Parties in accordance with the principle of international 
reciprocity and due process before an impartial tribunal. 

Article l l l6: Claim by an Investor of a Party on Its Own Behalf 

1 .  An investor of a Party may submit to arbitration under this Section 
a claim that another Party has breached an obligation under: 

(a) Section A or Article 1 503(2)  (State Enterprises), or 

(b) Article 1 502(3)(a) (Monopolies and State Enterprises) where 
the monopoly has acted in a manner inconsistent with the 
Party's obligations under Section A, 

and that the investor has incurred loss or damage by reason of, or arising 
out of, that breach .  

2 .  An investor may not make a claim if more than three years have 
elapsed from the date on which the investor first acquired, or should have 
first acquired, knowledge of the alleged breach and knowledge that the 
investor has incurred loss or damage. 

Article l l l7: Claim by an Investor of a Party on Behalf of an 
Enterprise 

1 .  An investor of a Party, on behalf of an enterprise of another Party 
that is a juridical person that the investor owns or controls directly or 
indirectly, may submit to arbitration under this Section a claim that the 
other Party has breached an obligation under: 

(a) Section A or Article 1 503(2) (State Enterprises), or 

(b) Article 1 502(3)(a) (Monopolies and State Enterprises) where 
the monopoly has acted in a manner inconsistent with the 
Party's obligations under Section A, 

and that the enterprise has incurred loss or damage by reason of, or aris­
ing out of, that breach. 
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2. An investor may not make a claim on behalf of an enterprise 
described in paragraph I if more than three years have elapsed from the 
date on which the enterprise first acquired, or should have first acquired, 
knowledge of the alleged breach and knowledge that the enterprise has 
incurred loss or damage. 

3. Where an investor makes a claim under this Article and the investor 
or a noncontrolling investor in the enterprise makes a claim under Article 
1 1 16 arising out of the same events that gave rise to the claim under this 
Article, and two or more of the claims are submitted to arbitration under 
Article 1 120, the claims should be heard together by a Tribunal estab­
lished under Article 1 126, unless the Tribunal finds that the interests of 
a disputing party would be prejudiced thereby. 

4 .  An investment may not make a claim under this Section. 

Article 1 1 18: Settlement of a Claim through Consultation and 
Negotiation 

The disputing parties should first attempt to settle a claim through 
consultation or negotiation. 

Article 1 1 19:  Notice of Intent to Submit a Claim to Arbitration 

The disputing investor shall deliver to the disputing Party written 
notice of its intention to submit a claim to arbitration at least 90 days 
before the claim is submitted, which notice shall specify: 

(a) the name and address of the disputing investor and, where a 
claim is made under Article 1 1 1 7, the name and address of the 
enterprise; 

(b) the provisions of this Agreement alleged to have been breached 
and any other relevant provisions; 

(c) the issues and the factual basis for the claim; and 

(d) the relief sought and the approximate amount of damages 
claimed. 

Article 1 120: Submission of a Claim to Arbitration 

I .  Except as provided in Annex 1 120. 1 ,  and provided that six months 
have elapsed since the events giving rise to a claim, a disputing investor 
may submit the claim to arbitration under: 

(a) the ICSID Convention, provided that both the disputing Party 
and the Party of the investor are parties to the Convention; 
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(b)  the Additional Facility Rules of iCSID, provided that either the 
disputing Party or the Party of the investor, but not both, is a 
party to the ICSID Convention; or 

(c)  the UNCITRAL Arbitration Rules. 

2. The applicable arbitration rules shall govern the arbitration except 
to the extent modified by this Section. 

Article l l2l :  Conditions Precedent to Submission of a Claim to 
Arbitration 

1 .  A disputing investor may submit a claim under Article 1 1 1 6 to arbi­
tration only if: 

(a)  the investor consents to arbitration in accordance with the pro­
cedures set out in this Agreement; and 

(b) the investor and, where the claim is for loss or damage to an 
interest in an enterprise of another Party that is a juridical per­
son that the investor owns or controls directly or indirectly, the 
enterprise, waive their right to initiate or continue before any 
administrative tribunal or court under the law of any Party, or 
other dispute settlement procedures, any proceedings with 
respect to the measure of the disputing Party that is alleged to 
be a breach referred to in Article 1 1 1 6, except for proceedings 
for injunctive, declaratory or other extraordinary relief, not 
involving the payment of damages, before an administrative tri­
bunal or court under the law of the disputing Party. 

2 .  A disputing investor may submit a claim under Article 1 1 17 to arbi­
tration only if both the investor and the enterprise: 

(a)  consent to arbitration in accordance with the procedures set out 
in this Agreement; and 

(b)  waive their right to initiate or continue before any administra­
tive tribunal or court under the law of any Party, or other dis­
pute settlement procedures, any proceedings with respect to the 
measure of the disputing Party that is alleged to be a breach 
referred to in Article 1 1 1 7, except for proceedings for injunc­
tive, declaratory or other extraordinary relief, not involving the 
payment of damages, before an administrative tribunal or court 
under the law of the disputing Party. 

3 .  A consent and waiver required by this Article shall be in writing, 
shall be delivered to the disputing Party and shall be included in the sub­
mission of a claim to arbitration. 
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4. Only where a disputing Party has deprived a disputing investor of 
control of an enterprise: 

(a)  a waiver from the enterprise under paragraph 1 (b) or 2(b)  shall 
not be required; and 

(b) Annex 1 120. 1 (A)(b) shall not apply. 

Article 1 1 22: Consent to Arbitration 

1 .  Each Party consents to the submission of a claim to arbitration in 
accordance with the procedures set out in this Agreement. 

2. The consent given by paragraph 1 and the submission by a disput­
ing investor of a claim to arbitration shall satisfY the requirement of: 

(a )  Chapter I I  of the ICSID Convention ( Jurisdiction of the 
Centre) and the Additional Facility Rules for written consent of 
the Parties; 

(b)  Article II of the New York Convention for an agreement in 
writing; and 

(c) Article I of the Inter-American Convention for an agreement. 

Article 1 1 23: Number of Arbitrators and Method of Appointment 

Except in respect of a Tribunal established under Article 1 1 26, and 
unless the disputing Parties otherwise agree, the Tribunal shall comprise 
three arbitrators, one arbitrator appointed by each of the disputing par­
ties and the third, who shall be the presiding arbitrator, appointed by 
agreement of the disputing Parties. 

Article 1 124: Constitution of a Tribunal When a Party Fails to 
Appoint an Arbitrator or the Disputing Parties Are Unable to Agree 
on a Presiding Arbitrator 

1 .  The Secretary-General shall serve as appointing authority for an 
arbitration under this Section. 

2. If a Tribunal, other than a Tribunal established under Article 1 1 26, 
has not been constituted within 90 days from the date that a claim is sub­
mitted to arbitration, the Secretary-General, on the request of either dis­
puting Party, shall appoint, in his discretion, the arbitrator or arbitrators 
not yet appointed, except that the presiding arbitrator shall be appointed 
in accordance with paragraph 3 .  

3 .  The Secretary-General shall appoint the presiding arbitrator from 
the roster of presiding arbitrators referred to in paragraph 4, provided 
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that the presiding arbitrator shall not be a national of the disputing Party 
or a national of the Party of the disputing investor. In the event that no 
such presiding arbitrator is available to serve, the Secretary-General shall 
appoint, from the ICSID Panel of Arbitrators, a presiding arbitrator who 
is not a national of any of the Parties. 

4. On the date of entry into force of this Agreement, the Parties shall 
establish, and thereafter maintain, a roster of 45 presiding arbitrators 
meeting the qualifications of the Convention and rules referred to in 
Article 1 1 20 and experienced in international law and investment mat­
ters. The roster members shall be appointed by consensus and without 
regard to nationality. 

Article 1 125: Agreement to Appointment of Arbitrators 

For purposes of Article 39 of the ICSID Convention and Article 7 of 
Schedule C to the ICSID Additional Facility Rules, and without preju­
dice to an objection to an arbitrator based on Article 1 124(3)  or on a 
ground other than nationality: 

(a)  the disputing Party agrees to the appointment of each individual 
member of a Tribunal established under the ICSID Convention 
or the ICSID Additional Facility Rules; 

(b)  a disputing investor referred to in Article 1 1 1 6 may submit a 
claim to arbitration, or continue a claim, under the ICSID 
Convention or the ICSID Additional Facility Rules, only on 
condition that the disputing investor agrees in writing to the 
appointment of each individual member of the Tribunal; and 

(c)  a disputing investor referred to in Article 1 1 1 7( 1 )  may submit a 
claim to arbitration, or continue a claim, under the ICSID 
Convention or the ICSID Additional Facility Rules, only on 
condition that the disputing investor and the enterprise agree in 
writing to the appointment of each individual member of the 
Tribunal . 

Article 1 126: Consolidation 

1 .  A Tribunal established under this Article shall be established under 
the UNCITRAL Arbitration Rules and shall conduct its proceedings in 
accordance with those Rules, except as modified by this Section. 

2. Where a Tribunal established under this Article is satisfied that 
claims have been submitted to arbitration under Article 1 1 20 that have a 
question of law or fact in common, the Tribunal may, in the interests of 
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fair and efficient resolution of the claims, and after hearing the disputing 
Parties, by order: 

(a) assume jurisdiction over, and hear and determine together, all or 
part of the claims; or 

(b) assume jurisdiction over, and hear and determine one or more 
of the claims, the determination of which it believes would assist 
in the resolution of the others. 

3. A disputing Party that seeks an order under paragraph 2 shall 
request the Secretary-General to establish a Tribunal and shall specifY in 
the request: 

(a) the name of the disputing Party or disputing investors against 
which the order is sought; 

(b) the nature of the order sought; and 

(c) the grounds on which the order is sought. 

4. The disputing Party shall deliver to the disputing Party or disputing 
investors against which the order is sought a copy of the request. 

5 .  Within 60 days of receipt of the request, the Secretary-General shall 
establish a Tribunal comprising three arbitrators. The Secretary-General 
shall appoint the presiding arbitrator from the roster referred to in Article 
1 1 24(4 ) .  In the event that no such presiding arbitrator is available to 
serve, the Secretary-General shall appoint, from the ICSID Panel of 
Arbitrators, a presiding arbitrator who is not a national of any of the 
Parties. The Secretary-General shall appoint the two other members from 
the roster referred to in Article 1 124( 4 ), and to the extent not available 
from that roster, from the ICSID Panel of Arbitrators, and to the extent 
not available from that Panel, in the discretion of the Secretary-General . 
One member shall be a national of the disputing Party and one member 
shall be a national of a Party of the disputing investors. 

6. Where a Tribunal has been established under this Article, a disput­
ing investor that has submitted a claim to arbitration under Article 1 1 1 6 
or 1 1 1 7 and that has not been named in a request made under para­
graph 3 may make a written request to the Tribunal that it be included in 
an order made under paragraph 2, and shall specifY in the request: 

(a) the name and address of the disputing investor; 

(b) the nature of the order sought; and 

(c) the grounds on which the order is sought. 
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7. A disputing investor referred to in paragraph 6 shall deliver a copy 
of its request to the disputing Parties named in a request made under 
paragraph 3 .  

8 .  A Tribunal established under Article 1 120 shall not have jurisdic­
tion to decide a claim, or a part of a claim, over which a Tribunal estab­
lished under this Article has assumed jurisdiction. 

9 .  On application of a disputing Party, a Tribunal established under 
this Article, pending its decision under paragraph 2, may order that the 
proceedings of a Tribunal established under Article 1 120 be stayed, 
unless the latter Tribunal has already adjourned its proceedings. 

10 .  A disputing Party shall deliver to the Secretariat, within 1 5  days of 
receipt by the disputing Party, a copy of: 

(a)  a request for arbitration made under paragraph ( 1 )  of Article 36 
of the ICSID Convention; 

(b) a notice of arbitration made under Article 2 of Schedule C of 
the ICSID Additional Facility Rules; or 

(c)  a notice of arbitration given under the UNCITRAL Arbitration 
Rules. 

1 1 . A disputing Party shall deliver to the Secretariat a copy of a request 
made under paragraph 3 :  

( a )  within 15  days of  receipt of  the request, in  the case of  a request 
made by a disputing investor; 

(b) within 1 5  days of making the request, in the case of a request 
made by the disputing Party. 

12 .  A disputing Party shall deliver to the Secretariat a copy of a request 
made under paragraph 6 within 1 5  days of receipt of the request. 

1 3 . The Secretariat shall maintain a public register of the documents 
referred to in paragraphs 10 ,  1 1 , and 1 2 .  

Article 1 127: Notice 

A disputing Party shall deliver to the other Parties: 

(a) written notice of a claim that has been submitted to arbitration 
no later than 30 days after the date that the claim is submitted; 
and 

(b)  copies of all pleadings filed in the arbitration. 
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Article 1 128: Participation by a Party 

On written notice to the disputing parties, a Party may make submis­
sions to a Tribunal on a question of interpretation of this Agreement. 

Article 1 1 29:  Documents 

1 .  A Party shall be entitled to receive from the disputing Party, at the 
cost of the requesting Party a copy of: 

(a)  the evidence that has been tendered to the Tribunal; and 

(b) the written argument of the disputing parties. 

2. A Party receiving information pursuant to paragraph I shall treat 
the information as if it were a disputing Party. 

Article 1 130: Place of Arbitration 

Unless the disputing Parties agree otherwise, a Tribunal shall hold an 
arbitration in the territory of a Party that is a Party to the New York 
Convention, selected in accordance with: 

(a) the ICSID Additional Facility Rules if the arbitration is under 
those Rules or the ICSID Convention; or 

(b) the UNCITRAL Arbitration Rules if the arbitration is under 
those Rules. 

Article 1131 :  Governing Law 

I .  A Tribunal established under this Section shall decide the issues in 
dispute in accordance with this Agreement and applicable rules of inter­
national law. 

2.  An interpretation by the Commission of a provision of this 
Agreement shall be binding on a Tribunal established under this Section. 

Article 1 1 32: Interpretation of Annexes 

I .  Where a disputing Party asserts as a defense that the measure 
alleged to be a breach is within the scope of a reservation or exception set 
out in Annex I, Annex II ,  Annex II I  or Annex IV, on request of the dis­
puting Party, the Tribunal shall request the interpretation of the 
Commission on the issue. The Commission, within 60 days of delivery of 
the request, shall submit in writing its interpretation to the Tribunal . 

2. Further to Article 1 1 3 1 (2), a Commission interpretation submitted 
under paragraph 1 shall be binding on the Tribunal . If the Commission 
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fails to submit an interpretation within 60 days, the Tribunal shall decide 
the issue. 

Article 1 133: Expert Reports 

Without prejudice to the appointment of other kinds of experts where 
authorized by the applicable arbitration rules, a Tribunal, at the request 
of a disputing Party or, unless the disputing parties disapprove, on its own 
initiative, may appoint one or more experts to report to it in writing on 
any factual issue concerning environmental, health, safety or other scien­
tific matters raised by a disputing Party in a proceeding, subject to such 
terms and conditions as the disputing Parties may agree. 

Article 1 1 34: Interim Measures of Protection 

A Tribunal may order an interim measure of protection to preserve the 
rights of a disputing party, or to ensure that the Tribunal's jurisdiction is 
made fully effective, including an order to preserve evidence in the posses­
sion or control of a disputing party or to protect the Tribunal's jurisdic­
tion. A Tribunal may not order attachment or enjoin the application of the 
measure alleged to constitute a breach referred to in Article 1 1 1 6  or 1 1 17 .  
For purposes of this paragraph, an order includes a recommendation . 

Article 1 135: Final Award 

1 .  Where a Tribunal makes a final award against a Party, the Tribunal 
may award, separately or in combination, only: 

(a )  monetary damages and any applicable interest; 

(b)  restitution of property, in which case the award shall provide 
that the disputing Party may pay monetary damages and any 
applicable interest in lieu of restitution. 

A tribunal may also award costs in accordance with the applicable arbi­
tration rules. 

2. Subject to paragraph 1 ,  where a claim is made under Article l l 1 7( 1 ) :  

(a )  an  award of  restitution of  property shall provide that restitution 
be made to the enterprise; 

(b)  an award of monetary damages and any applicable interest shall 
provide that the sum be paid to the enterprise ; and 

(c) the award shall provide that it is made without prejudice to any 
right that any person may have in the relief under applicable 
domestic law. 



NAFTA: Selected Provisions • 645 

3. A Tribunal may not order a Party to pay punitive damages. 

Article 1 1 36: Finality and Enforcement of an Award 

1 .  An award made by a Tribunal shall have no binding force except 
between the disputing Parties and in respect of the particular case. 

2. Subject to paragraph 3 and the applicable review procedure for an 
interim award, a disputing Party shall abide by and comply with an award 
without delay. 

3 .  A disputing party may not seek enforcement of a final award until :  

(a)  in the case of a final award made under the ICSID Convention 

( i )  120 days have elapsed from the date the award was rendered 
and no disputing Party has requested revision or annulment 
of the award, or 

(ii) revision or annulment proceedings have been completed; 
and 

(b)  in the case of a final award under the ICSID Additional Facility 
Rules or the UNCITRAL Arbitration Rules 

( i )  three months have elapsed from the date the award was ren­
dered and no disputing Party has commenced a proceeding 
to revise, set aside or annul the award, or 

( ii ) a court has dismissed or allowed an application to revise, set 
aside or annul the award and there is no further appeal . 

4. Each Party shall provide for the enforcement of an award in its 
territory. 

5. If a disputing Party fails to abide by or comply with a final award, 
the Commission, on delivery of a request by a Party whose investor was 
a Party to the arbitration, shall establish a panel under Article 2008 
(Request for an Arbitral Panel) .  The requesting Party may seek in such 
proceedings: 

(a)  a determination that the failure to abide by or comply with the 
final award is inconsistent with the obligations of this 
Agreement; and 

(b)  a recommendation that the Party abide by or comply with the 
final award. 

6. A disputing investor may seek enforcement of an arbitration award 
under the ICSID Convention, the New York Convention or the Inter-
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American Convention regardless of whether proceedings have been taken 
under paragraph 5 .  

7. A claim that i s  submitted to arbitration under this Section shall be 
considered to arise out of a commercial relationship or transaction for 
purposes of Article I of the New York Convention and Article I of the 
Inter-American Convention. 

Article 1 1 37: General 

Time When a Claim Is Submitted to Arbitration 

l .  A claim is submitted to arbitration under this Section when: 

(a) the request for arbitration under paragraph 1 of Article 36 of the 
ICSID Convention has been received by the Secretary-General; 

(b)  the notice of arbitration under Article 2 of Schedule C of the 
ICSID Additional Facility Rules has been received by the 
Secretary-General; or 

(c)  the notice of arbitration given under the UNCITRAL 
Arbitration Rules is received by the disputing Party. 

Service of Documents 

2 .  Delivery of notice and other documents on a Party shall be made to 
the place named for that Party in Annex 1 1 37.2 . 

Receipts under Insurance or Guarantee Contracts 

3 .  In an arbitration under this Section, a Party shall not assert, as a 
defense, counterclaim, right of setoff or otherwise, that the disputing 
investor has received or will receive, pursuant to an insurance or guaran­
tee contract, indemnification or other compensation for all or part of its 
alleged damages. 

Publication of an Award 

4.  Annex 1 1 37.4 applies to the Parties specified in that Annex with 
respect to publication of an award. 

Article 1 1 38: Exclusions 

1 .  Without prejudice to the applicability or non-applicability of the 
dispute settlement provisions of this Section or of Chapter Twenty 
( Institutional Arrangements and Dispute Settlement Procedure) to other 
actions taken by a Party pursuant to Article 2 1 02 (National Security), a 
decision by a Party to prohibit or restrict the acquisition of an investment 
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in its territory by an investor of another Party, or its investment, pursuant 

to that Article shall not be subject to such provisions. 

2. The dispute settlement provisions of this Section and of Chapter 

Twenty shall not apply to the matters referred to in Annex 1 1 38 .2 .  

* * * * * 

Chapter Twelve 

Cross-Border Trade in Services 

* * * * * 

Article 121 1 :  Denial of Benefits 

1 .  A Party may deny the benefits of this Chapter to a service provider 

of another Party where the Party establishes that: 

(a)  the denying Party is being provided by an enterprise owned or 

controlled by nationals of a non-Party, and 

(i) the denying Party does not maintain diplomatic relations 

with the non-Party, or 

(ii) the denying Party adopts or maintains measures with 

respect to the non-Party that prohibit transactions with the 

enterprise or that would be violated or circumvented if the 

benefits of this Chapter were accorded to the enterprise; or 

(b) the cross-border provision of a transportation service covered 

by this Chapter is provided using equipment not registered by 

any Party. 

2 .  Subject to prior notification and consultation in accordance with 

Articles 1 803 (Notification and Provision of Information ) and 2006 

(Consultations), a Party may deny the benefits of this Chapter to a ser­

vice provider of another Party where the Party establishes that the service 

is being provided by an enterprise that is owned or controlled by persons 

of a non-Party and that has no substantial business activities in the terri­

tory of any Party. 

* * * * * 
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Chapter Fourteen 

Financial Services 

Article 1401:  Scope and Coverage 

1 .  This Chapter applies to measures adopted or maintained by a Party 
relating to: 

(a)  financial institutions of another Party; 

(b) investors of another Party, and investments of such investors, in 
financial institutions in the Party's territory; and 

(c)  cross-border trade in financial services. 

2 .  Articles 1 1 09 through 1 1 1 1 , 1 1 1 3, 1 1 14 and 1 2 1 1  are hereby 
incorporated in to and made a part of this Chapter. Articles 1 1 1 5  through 
1 1 38 are hereby incorporated into and made a part of this Chapter solely 
for breaches by a Party of Articles 1 1 09 through 1 1 1 1 , 1 1 1 3, and 1 1 14,  
as incorporated into this Chapter. 

3. Nothing in this Chapter shall be construed to prevent a Party, 
including its public entities, from exclusively conducting or providing in 
its territory: 

(a)  activities or services forming part of a public retirement plan or 
statutory system of social security; or 

(b) activities or services for the account or with the guarantee or 
using the financial resources of the Party, including its public 
entities. 

4. Annex 140 1 .4 applies to the Parties specified in that Annex. 

Article 1402: Self-Regulatory Organizations 

Where a Party requires a financial institution or a cross-border financial 
service provider of another Party to be a member of, participate in, or 
have access to, a self-regulatory organization to provide a financial service 
in or into the territory of that Party, the Party shall ensure observance of 
the obligations of this Chapter by such self-regulatory organization. 

Article 1403: Establishment of Financial Institutions 

1 .  The Parties recognize the principle that an investor of another Party 
should be permitted to establish a financial institution in the territory of 
a Party in the juridical form chosen by such investor. 
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2 .  The Parties also recognize the principle that an investor of another 
Party should be permitted to participate widely in a Party's market 
through the ability of such investor to: 

(a)  provide in that Party's territory a range of financial services 
through separate financial institutions as may be required by 
that Party; 

(b)  expand geographically in that Party's territory; and 

(c)  own financial institutions in that Party's territory without being 
subject to ownership requirements specific to foreign financial 
institutions. 

3. Subject to Annex 1403.3,  at such time as the United States permits 
commercial banks of another Party located in its territory to expand 
through subsidiaries or direct branches into substantially all of the United 
States market, the Parties shall review and assess market access provided 
by each Party in relation to the principles in paragraphs 1 and 2 with a 
view to adopting arrangements permitting investors of another Party to 
choose the juridical form of establishment of commercial banks. 

4. Each Party shall permit an investor of another Party that does not 
own or control a financial institution in the Party's territory to establish 
a financial institution in that territory. A Party may: 

(a)  require an investor of another Party to incorporate under the 
Party's law any financial institution it establishes in the Party's 
territory; or 

(b)  impose terms and conditions on establishment that are consis­
tent with Article 1405 .  

5 .  For purposes of this Article, "investor of another Party" means an 
investor of another Party engaged in the business of providing financial 
services in the territory of that Party. 

Article 1404: Cross-Border Trade 

1 .  No Party may adopt any measure restnctmg any type of cross­
border trade in financial services by cross-border financial service 
providers of another Party that the Party permits on the date of entry into 
force of this Agreement, except to the extent set out in Section B of the 
Party's Schedule to Annex VI I .  

2 .  Each Party shall permit persons located in its territory, and its 
nationals wherever located to purchase financial services from cross­
border financial service providers of another Party located in the territo­
ry of that other Party or of another Party. This obligation does not 
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require a Party to permit such providers to do business or solicit in its ter­
ritory. Subject to paragraph l ,  each Party may define "doing business" 
and "solicitation" for purposes of this obligation. 

3 .  Without prejudice to other means of prudential regulation of cross­
border trade in financial services, a Party may require the registration of 
cross-border financial service providers of another Party and of financial 
instruments. 

4. The Parties shall consult on the future liberalization of cross-border 
trade in financial services as set out in Annex 1 404.4. 

Article 1405: National Treatment 

l .  Each Party shall accord to investors of another Party treatment no 
less favorable than that it accords to its own investors, in like circum­
stances, with respect to the establishment, acquisition, expansion, man­
agement, conduct, operation, and sale or other disposition of financial 
institutions and investments in financial institutions in its territory. 

2 .  Each Party shall accord to financial institutions of another Party and 
to investments of investors of another Party in financial institutions treat­
ment no less favorable than that it accords to its own financial institutions 
and to investments of its own investors in financial institutions, in like cir­
cumstances, with respect to the establishment, acquisition, expansion, 
management, conduct, operation, and sale or other disposition of finan­
cial institutions and investments. 

3. Subject to Article 1404, where a Party permits the cross-border 
provision of a financial service it shall accord to the cross-border financial 
service providers of another Party treatment no less favorable than that it 
accords to its own financial service providers, in like circumstances, with 
respect to the provision of such service . 

4. The treatment that a Party is required to accord under paragraphs 
1 ,  2, and 3 means, with respect to a measure of any state or province : 

(a) in the case of an investor of another Party with an investment in 
a financial institution, an investment of such investor in a finan­
cial institution, or a financial institution of such investor, locat­
ed in a state or province, treatment no less favorable than the 
treatment accorded to an investor of the Party in a financial 
institution, an investment of such investor in a financial institu­
tion, or a financial institution of such investor, located in that 
state or province, in like circumstances; and 

(b)  in any other case, treatment no less favorable than the most 
favorable treatment accorded to an investor of the Party in a 
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financial institution, its financial institution or its investment in 
a financial institution in like circumstances. 

For greater certainty, in the case of an investor of another Party with 
investments in financial institutions or financial institutions of such 
investor, located in more than one state or province, the treatment 
required under subparagraph (a)  means: 

(c) treatment of the investor that is no less favorable than the most 
favorable treatment accorded to an investor of the Party with an 
investment located in such states, in like circumstances; and 

(d) with respect to an investment of the investor in a financial insti­
tution or a financial institution of such investor, located in a 
state or province, treatment no less favorable than that accord­
ed to an investment of an investor of the Party, or a financial 
institution of such investor, located in that state or province, in 
like circumstances. 

5. A Party's treatment of financial institutions and cross-border finan­
cial service providers of another Party, whether different or identical to 
that accorded to its own institutions or providers in like circumstances, is 
consistent with paragraphs 1 through 3 if the treatment affords equal 
competitive opportunities. 

6. A Party's treatment affords equal competitive opportunities if it 
does not disadvantage financial institutions and cross-border financial ser­
vice providers of another Party in their ability to provide financial services 
as compared with the ability of the Party's own financial institutions and 
financial services providers to provide such services, in like circumstances. 

7. Differences in market share, profitability or size do not in them­
selves establish a denial of equal competitive opportunities, but such dif­
ferences may be used as evidence regarding whether a Party's treatment 
affords equal competitive opportunities. 

Article 1406: Most-Favored-Nation Treatment 

l .  Each Party shall accord to investors of another Party, financial insti­
tutions of another Party, investments of investors in financial institutions 
and cross-border financial service providers of another Party treatment no 
less favorable than that it accords to the investors, financial institutions, 
investments of investors in financial institutions and cross-border financial 
service providers of any other Party or of a non-Party, in like circumstances. 

2. A Party may recognize prudential measures of another Party or of a 
non-Party in the application of measures covered by this Chapter. Such 
recognition may be : 
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(a)  accorded unilaterally; 

(b) achieved through harmonization or other means; or 

(c) based upon an agreement or arrangement with the other Party 
or non-Party. 

3 .  A Party according recognition of prudential measures under para­
graph 2 shall provide adequate opportunity to another Party to demon­
strate that circumstances exist in which there are or would be equivalent 
regulation, oversight, implementation of regulation, and if appropriate, 
procedures concerning the sharing of information between the Parties. 

4. Where a Party accords recognition of prudential measures under 
paragraph 2( c) and the circumstances set out in paragraph 3 exist, the 
Party shall provide adequate opportunity to another Party to negotiate 
accession to the agreement or arrangement, or to negotiate a comparable 
agreement or arrangement. 

Article 1407: New Financial Services and Data Processing 

I .  Each Party shall permit a financial institution of another Party to 
provide any new financial service of a type similar to those services that 
the Party permits its own financial institutions, in like circumstances, to 
provide under its domestic law. A Party may determine the institutional 
and juridical form through which the service may be provided and may 
require authorization for the provision of the service . Where such autho­
rization is required, a decision shall be made within a reasonable time and 
the authorization may only be refused for prudential reasons. 

2. Each party shall permit a financial institution of another Party to 
transfer information in electronic or other form, into and out of the 
Party's territory, for data processing where such processing is required in 
the ordinary course of business of such an institution. 

Article 1408: Senior Management and Boards of Directors 

I .  No Party may require financial institutions of another Party to 
engage individuals of any particular nationality as senior managerial or 
other essential personnel. 

2. No Party may require that more than a simple majority of the board 
of directors of a financial institution of another Party be composed of 
nationals of the Party, persons residing in the territory of the Party, or a 
combination thereof. 
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Article 1409: Reservations and Specific Commitments 

1 .  Articles 1 403 through 1408 do not apply to: 

(a) Any existing non-conforming measure that is maintained by 

( i)  a Party at the federal level, as set out in Section A of its 
Schedule to Annex VII,  

( i i )  a state or province, for the period ending on the date spec­
ified in Annex 1 409 . 1  for that state or province, and there­
after as described by the Party in Section A of its Schedule 
to Annex VII in accordance with Annex 1 409. 1 ,  or 

(iii) a local government; 

(b) the continuation or prompt renewal of any non-conforming 
measure referred to in subparagraph (a);  or 

(c) an amendment to any non-conforming measure referred to in 
subparagraph (a) to the extent that the amendment does not 
decrease the conformity of the measure, as it existed before the 
amendment, with Articles 1403 through 1 408.  

2 .  Articles 1403 through 1408 do not apply to any non-conforming 
measure that a Party adopts or maintains in accordance with Section B of 
its Schedule to Annex VII .  

3 .  Section C o f  each Party's Schedule to Annex V I I  sets out certain 
specific commitments by that Party. 

4 .  Where a Party has set out a reservation to Article 1 1 02, 1 1 03, 1202 
or 1 203 in its Schedule to Annex I, I I ,  I I I  or IV, the reservation shall be 
deemed to constitute a reservation to Article 1 405 or 1 406, as the case 
may be, to the extent that the measure, sector, subsector or activity set 
out in the reservation is covered by this Chapter. 

Article 1410: Exceptions 

1 .  1\'othing in this Part shall be construed to prevent a Party from 
adopting or maintaining reasonable measures for prudential reasons, such 
as: 

(a) the protection of investors, depositors, financial market partici­
pants, policy-holders, policy claimants, or persons to whom a 
fiduciary duty is owed by a financial institution or cross-border 
financial service provider; 

(b)  the maintenance of the safety, soundness, integrity or financial 
responsibility of financial institutions or cross-border financial 
service providers; and 
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(c) ensuring the integrity and stability of the Party's financial 
system. 

2. Nothing in this Part applies to non-discriminatory measures of gen­
eral application taken by any public entity in pursuit of monetary and 
related credit policies or exchange rate policies. This paragraph shall not 
affect a Party's obligations under Article 1 1 06 ( Investment - Performance 
Requirements) with respect to measures covered by Chapter Eleven 
( Investment) or Article l l09 ( Investments - Transfers). 

3. Article 1405 shall not apply to the granting by a Party to a financial 
institution of an exclusive right to provide a financial service referred to 
in Article I 40 I (3)(a) .  

4 .  Notwithstanding Article l l 09( I ), (2) and (3) ,  as incorporated into 
this Chapter, and without limiting the applicability of Article I I  09( 4 ), as 
incorporated into this Chapter, a Party may prevent or limit transfers by 
a financial institution or cross-border financial services provider, through 
the equitable, non-discriminatory and good faith application of measures 
relating to maintenance of the safety, soundness, integrity or financial 
responsibility of financial institutions or cross-border financial service 
providers. This paragraph does not prejudice any other provision of this 
Agreement that permits a Party to restrict transfers. 

Article 141 1 :  Transparency 

I .  In  lieu of Article I 802(2)  (Publication), each Party shall, to the 
extent practicable, provide in advance to all interested persons any mea­
sure of general application that the Party proposes to adopt in order to 
allow an opportunity for such persons to comment on the measure . Such 
measure shall be provided: 

(a) by means of official publication; 

(b) in other written form; or 

(c)  in such other form as permits an interested person to make 
informed comments on the proposed measure. 

2 .  Each Party's regulatory authorities shall make available to interested 
persons their requirements for completing applications relating to the 
provision of financial services. 

3 .  On the request of an applicant, the regulatory authority shall 
inform the applicant of the status of its application. If such authority 
requires additional information from the applicant, it shall notifY the 
applicant without undue delay. 
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4 .  A regulatory authority shall make an administrative decision on a 
completed application of an investor in a financial institution, a financial 
institution or a cross-border financial service provider of another Party 
relating to the provision of a financial service within 1 20 days, and shall 
promptly notifY the applicant of the decision. An application shall not be 
considered complete until all relevant hearings are held and all necessary 
information is received. Where it is not practicable for a decision to be 
made within 1 20 days, the regulatory authority shall notify the applicant 
without undue delay and shall endeavor to make the decision within a 
reasonable time thereafter. 

5. Nothing in this Chapter requires a Party to furnish or allow access 
to: 

(a) information related to the financial atTairs and accounts of indi­
vidual customers of financial institutions or cross-border finan­
cial service providers; or 

(b) any confidential information, the disclosure of which would 
impede law enforcement or otherwise be contrary to the public 
interest or prejudice legitimate commercial interests of particu­
lar enterprises. 

6. Each Party shall maintain or establish one or more inquiry points 
no later than 1 80 days after the date of entry into force of this 
Agreement, to respond in writing as soon as practicable, to all reasonable 
inquiries from interested persons regarding measures of general applica­
tion covered by this Chapter. 

Article 1412:  Financial Services Committee 

I .  The Parties hereby establish the Financial Services Committee. The 
principal representative of each Party shall be an official of the Party's 
authority responsible for financial services set out in Annex 1 4 1 2 . 1 .  

2 .  Subject to Article 2001 (2 )(d)(Free Trade Commission), the Committee 
shall: 

(a)  supervise the implementation of this Chapter and its further 
elaboration; 

(b)  consider issues regarding financial services that are referred to it 
by a Party; and 

(c)  participate in the dispute settlement procedures in accordance 
with Article 1 4 1 5 .  
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3. The Committee shall meet annually to assess the functioning of this 
Agreement as it applies to financial services. The Committee shall inform 
the Commission of the results of each annual meeting. 

Article 1413: Consultations 

1 .  A Party may request consultations with another Party regarding any 
matter arising under this Agreement that affects financial services. The 
other Party shall give sympathetic consideration to the request. The con­
sulting Parties shall report the results of their consultations to the 
Committee at its annual meeting. 

2. Consultations under this Article shall include officials of the author­
ities specified in Annex 1 4 1 2 . 1 .  

3 .  A Party may request that regulatory authorities of another Party 
participate in consultations under this Article regarding the other Party's 
measures of general application which may affect the operations of fin an­
cia! institutions or cross-border financial service providers in the request­
ing Party's territory. 

4. Nothing in this Article shall be construed to require regulatory 
authorities participating in consultations under paragraph 3 to disclose 
information or take any action that would interfere with individual regu­
latory, supervisory, administrative or enforcement matters. 

5. Where a Party requires information for supervisory purposes con­
cerning a financial institution in another Party's territory or a cross­
border financial services provider in another Party's territory, the Party 
may approach the competent regulatory authority in the other Party's 
territory to seek the information. 

6. Annex 1 4 1 3 .6 shall apply to further consultations and arrangements. 

Article 1414: Dispute Settlement 

I .  Section B of Chapter Twenty ( Institutional Arrangements and 
Dispute Settlement Procedures) applies as modified by this Article to the 
settlement of disputes arising under this Chapter. 

2. The Parties shall establish by January I ,  1 994 and maintain a roster 
of up to I S  individuals who are willing and able to serve as financial ser­
vices panelists. Financial services roster members shall be appointed by 
consensus for terms of three years, and may be reappointed. 

3 .  Financial services roster members shall: 

(a) have expertise or experience in financial services law or practice, 
which may include the regulation of financial institutions; 
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(b) be chosen strictly on the basis of objectivity, reliability and 
sound judgment; and 

(c) meet the qualifications set out in Article 2009(2 )(b) and (c) 
(Roster). 

4 .  Where a Party claims that a dispute arises under this Chapter, 
Article 20 1 1 (Panel Selection) shall apply, except that: 

(a) where the disputing parties so agree, the panel shall be com­
posed entirely of panelists meeting the qualifications in para­
graph 3; and 

(b) in any other case, 

(i) each disputing Party may select panelists meeting the quali­
fications set out in paragraph 3 or in Article 20 1 0( 1 )  
(Qualification of Panelists), and 

(ii) if the Party complained against invokes Article 1 4 1 0, the 
chair of the panel shall meet the qualifications set out in 
paragraph 3. 

5. In any dispute where a panel finds a measure to be inconsistent with 
the obligations of this Agreement and the measure affects: 

(a )  only the financial services sector, the complaining Party may sus­
pend benefits only in the financial services sector; 

(b) the financial services sector and any other sector, the complain­
ing Party may suspend benefits in the financial services sector 
that have an effect equivalent to the effect of the measure in the 
Party's financial services sector; or 

(c)  only a sector other than the financial services sector, the com­
plaining Party may not suspend benefits in the financial ser\'ices 
sector. 

Article 141 5: lnvesbnent Disputes in Financial Services 

1 .  Where an investor of another Party submits a claim under Article 
1 1 1 6 or 1 1 1 7  to arbitration under Section B of Chapter Eleven 
( Investment - Settlement of Disputes between a Party and an Investor of 
Another Party) against a Party and the disputing Party invokes Article 
14 1 0, on the request of the disputing Party, the Tribunal shall refer the 
matter in writing to the Committee for a decision .  The Tribunal may not 
proceed pending receipt of a decision or report under this Article .  

2 .  I n  a referral pursuant to paragraph 1 ,  the Committee shall decide 
the issue of whether and to what extent Article 1 4 1 0  is a valid defense to 
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the claim of the investor. The Committee shall transmit a copy of its deci­
sion to the Tribunal and to the Commission. The decision shall be bind­
ing on the Tribunal . 

3. Where the Committee has not decided the issue within 60 days of 
the receipt of the referral under paragraph 1 ,  the disputing Party or the 
Party of the disputing investor may request the establishment of an arbi­
tral panel under Article 2008 (Request for an Arbitral Panel) .  The panel 
shall be constituted in accordance with Article 14 14 .  Further to Article 
20 1 7  (Final Report), the panel shall transmit its final report to the 
Committee and to the Tribunal . The report shall be binding on the 
Tribunal. 

4. Where no request for the establishment of a panel pursuant to para­
graph 3 has been made within 1 0  days of the expiration of the 60-day 
period referred to in paragraph 3, the Tribunal may proceed to decide the 
matter. 

Article 1416: Definitions 

For purposes of this Chapter: 

cross-border financial service provider of a Party means a person of a 
Party that is engaged in the business of providing a financial service with­
in the territory of the Party and that seeks to provide or provides finan­
cial services through the cross-border provision of such services; 

cross-border provision of a financial service or cross-border trade in 
financial services means the provision of a financial service: 

(a )  from the territory of a Party into the territory of another Party, 

(b)  in the territory of a Party by a person of that Party to a person 
of another Party, or 

(c )  by a national of a Party in the territory of another Party, 

but does not include the provision of a service in the territory of a Party 
by an investment in that territory; 

financial institution means any financial intermediary or other enter­
prise that is authorized to do business and regulated or supervised as a 
financial institution under the law of the Party in whose territory it is 
located; 

financial institution of another Party means a financial institution, 
including a branch, located in the territory of a Party that is controlled by 
persons of another Party; 
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financial service means service of a financial nature, including insurance, 
and a service incidental or auxiliary to a service of a financial nature; 

financial service provider of a Party means a person of a Party that is 
engaged in the business of providing a financial service within the terri­
tory of that Party; 

investment means "investment" as defined in Article 1 1 39 ( Invest­
ment - Definitions),  except that, with respect to "loans" and "debt secu­
rities" referred to in that Article: 

(a) a loan to or debt security issued by a financial institution is an 
investment only where it is treated as regulatory capital by the 
Party in whose territory the financial institution is located; and 

(b) a loan granted by or debt security owned by a financial institu­
tion, other than a loan to or debt security of a financial institu­
tion referred to in subparagraph (a) ,  is not an investment; 

for greater certainty: 

(c) a loan to, or debt security issued by, a Party or a state enterprise 
thereof is not an investment; and 

(d) a loan granted by or a debt security owned by a cross-border 
financial service provider, other thai1 a loan to or debt security 
issued by a financial institution, is an investment if such loan or 
debt security meets the criteria for investments set out in 
Article 1 1 39; 

investor of a Party means a Party or state enterprise thereof, or a person 
of that Party that seeks to make, makes, or has made an investment; 

new financial service means a financial service not provided in the 
Party's territory that is provided within the territory of another Party, and 
includes any new form of delivery of a financial service or the sale of a 
financial product that is not sold in the Party's territory; 

person of a Party means "person of a Party" as defined in Chapter T\\'o 
( General Definitions) and, for greater certainty, does not include a branch 
of an enterprise of a non-Party; 

public entity means a central bank or monetary authority of a Party, or 
any financial institution owned or controlled by a Party; and 

self-regulatory organization means any non-governmental body, 
including any securities or futures exchange or market, clearing agency, 
or other organization or association,  that exercises its own or delegated 
regulatory or supervisory authority over financial service providers of 
financial institutions. 
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Annex 1401 .4 

Country-Specific Commitments 

For Canada and the United States, Article 1 702( 1 )  and (2 )  of the 
Canada-United States Free Trade Agreement is hereby incorporated into 
and made a part of this Agreement. 

Annex 1403.3 

Review of Market Access 

The review of market access referred to in Article 1403( 3 )  shall not 
include the market access limitations specified in Section B of the 
Schedule of Mexico to Annex VII .  

Annex 1404.4 

Consultations on Liberalization of Cross-Border Trade 

No later than January 1 ,  2000, the Parties shall consult on further lib­
eralization of cross-border trade in financial services. In such consulta­
tions the Parties shall, with respect to insurance : 

(a)  consider the possibility of allowing a wider range of insurance 
services to be provided on a cross-border basis in or into their 
respective territories; and 

(b)  determine whether the limitations on cross-border insurance 
services specified in Section A of the Schedule of Mexico to 
Annex VII  shall be maintained, modified or eliminated. 

Annex 1409 . I  

Provincial and State Reservations 

1 .  Canada may set out in Section A of its Schedule to Annex VII by 
the date of entry into force of this Agreement any existing non­
conforming measure maintained at the provincial level .  

2.  The United States may set out in Section A of its schedule to Annex 
VII by the date of entry into force of this Agreement any existing non­
conforming measures maintained by California, Florida, Il linois, New 
York, Ohio and Texas. Existing non-conforming state measures of all 
other states may be set out by January 1 ,  199 5 .  

Annex 1412.1 

Authorities Responsible for Financial Services 

The authority of each Party responsible for financial services shall be: 

(a) for Canada, the Department of Finance of Canada; 
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(b)  for Mexico, the Secretaria de Hacienda y Credito Publico; and 

(c) for the United States, the Department of the Treasury for bank­
ing and other financial services and the Department of Commerce 
for insurance services. 

Annex 1413.6 

Further Consultations and Arrangements 

Section A - Limited Scope Financial Institutions 

Three years after the date of entry into force of this Agreement, the 
Parties shall consult on the aggregate limit on limited scope financial 
institutions described in paragraph 8 of Section B of the Schedule of 
Mexico to Annex VII .  

Section B - Payments System Protection 

I .  I f  the sum of the authorized capital of foreign commercial bank 
affiliates (as such term is defined in the Schedule of Mexico to Annex 
VII),  measured as a percentage of the aggregate capital of all commercial 
banks in Mexico, reaches 25 percent, Mexico may request consultations 
with the other Parties on the potential adverse effects arising from the 
presence of commercial banks of the other Parties in the Mexican market 
and the possible need for remedial action, including further temporary 
limitations on market participation. The consultations shall be completed 
expeditiously. 

2 .  I n  considering the potential adverse effects, the Parties shall take 
into account: 

(a) the threat that the Mexican payments system may be controlled 
by non-Mexican persons; 

(b)  the effects foreign commercial banks established in Mexico may 
have on Mexico's ability to conduct monetary and exchange­
rate policy effectively; and 

(c) the adequacy of this Chapter in protecting the Mexican pay­
ments system. 

3. If no consensus is reached on the matters referred to in paragraph I 
any Party may request the establishment of an arbitral panel under 
Article I 4 I 4  or Article 2008 (request for an Arbitral Panel ) .  The panel 
proceedings shall be conducted in accordance with the Model Rules of 
Procedure established under Article 2012  (Rules of Procedure ) .  The 
Panel shall present its determination within 60 days after the last panelist 
is selected or such other period as the Parties to the proceeding may 
agree. Article 20 I 8  ( Implementation of Final Report) and 20I9  (Non-



662 • Appendix I-lnternational Agreements 

Implementation-Suspension of Benefits) shall not apply 111 such 
proceedings. 

* * * * * 

Chapter Twenty 

Institutional Arrangements 
and Dispute Settlement Procedures 

Section, A - Institutions 

Article 200 l :  The Free Trade Commission 

l .  The Parties hereby establish the Free Trade Commission, compris­
ing cabinet-level representatives of the Parties or their designees. 

2. The Commission shall : 

(a) supervise the implementation of this Agreement; 

(b) oversee its fi.1rther elaboration; 

(c) resolve disputes that may arise regarding its interpretation 
or application; 

(d) supervise the work of all committees and working groups estab­
lished under this Agreement, referred to in Annex 2001 .2; and 

(e) consider any other matter that may affect the operation of this 
Agreement. 

3.  The Commission may: 

(a) establish, and delegate responsibilities to, ad hoc or standing 
committees, working groups or expert groups; 

(b) seek the advice of non-governmental persons or groups; and 

(c) take such other action in the exercise of its functions as the 
Parties may agree. 

4. The Commission shall establish its rules and procedures. All deci­
sions of the Commission shall be taken by consensus, except as the 
Commission may otherwise agree. 

5. The Commission shall convene at least once a year in regular ses­
sion. Regular sessions of the Commission shall be chaired successively by 
each Party. 

Article 2002: The Secretariat 

l .  The Commission shall establish and oversee a Secretariat compris­
ing national Sections .  
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2 .  Each Party shall: 

(a) establish a permanent office of its Section; 

(b)  be responsible for 

( i )  the operation and costs of its Section, and 

(ii) the remuneration and payment of expenses of panelists and 
members of committees and scientific review boards estab­
lished under this Agreement, as set out in Annex 2002 .2; 

(c)  designate an individual to serve as Secretary for its Section, \vho 
shall be responsible for its administration and management; and 

(d) notifY the Commission of the location of its Section's office. 

3. The Secretariat shall : 

(a)  provide assistance to the Commission; 

(b) provide administrative assistance to 

( i )  panels and committees established under Chapter Nineteen 
(Review and Dispute Settlement in Antidumping and 
Countervailing Duty Matters), in accordance with the pro­
cedures established pursuant to Article 1908, and 

(ii ) panels established under this Chapter, in accordance with 
procedures established pursuant to Article 2012 ;  and 

(c) as the Commission may direct 

( i )  support the work of other committees and groups estab­
lished under this Agreement, and 

(i i)  otherwise facilitate the operation of this Agreement. 

Section B - Dispute Settlement 

Article 2003: Cooperation 

The Parties shall at all times endeavor to agree on the interpretation 
and application of this Agreement, and shall make every attempt through 
cooperation and consultations to arrive at a mutually satisfactory resolu­
tion of any matter that might affect its operation. 

Article 2004: Recourse to Dispute Settlement Procedures 

Except for the matters covered in Chapter Nineteen ( Review and 
Dispute Settlement in Antidumping and Countervailing Duty Matters) 
and as otherwise provided in this Agreement, the dispute settlement pro­
visions of this Chapter shall apply with respect to the avoidance or settle-
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ment of all disputes between the Parties regarding the interpretation or 
application of this Agreement or wherever a Party considers that an actu­
al or proposed measure of another Party is or would be inconsistent with 
the obligations of this Agreement or cause nullification or impairment in 
the sense of Annex 2004. 

Article 2005: GATT Dispute Settlement 

I .  Subject to paragraphs 2 ,  3 and 4, disputes regarding any matter aris­
ing under both this Agreement and the General Agreement on Tariffs and 
Trade, any agreement negotiated thereunder, or any successor agreement 
(GATT), may be settled in either forum at the discretion of the com­
plaining Party. 

2 .  Before a Party initiates a dispute settlement proceeding in the 
GATT against another Party on grounds that are substantially equivalent 
to those available to the Party under this Agreement, that Party shall 
notifY any third Party of its intention. If a third Party wishes to have 
recourse to dispute settlement procedures under this Agreement regard­
ing the matter, it shall inform promptly the notifYing Party and those 
Parties shall consult with a view to agreement on a single forum. If those 
Parties cannot agree, the dispute normally shall be settled under this 
Agreement. 

3. In any dispute referred to in paragraph I where the responding 
Party claims that its action is subject to Article I 04 (Relation to 
Environment and Conservation Agreement) and requests in writing that 
the matter be considered under this Agreement, the complaining Party 
may, in respect of that matter, thereafter have recourse to dispute settle­
ment procedures solely under this Agreement. 

4. In any dispute referred to in paragraph I that arises under Section 
B of Chapter Seven (Sanitary and Phytosanitary Measures) or Chapter 
1\ine (Standards-Related Measures): 

(a) concerning a measure adopted or maintained by a Party to pro­
tect its human, animal, or plant life or healtl1, or to protect its 
environment, and 

(b) that raises factual issues concerning the environment, health, 
safety or conservation, including directly related scientific 
matters, 

where the responding Party requests in writing that the matter be con­
sidered under this Agreement, the complaining Party may, in respect of 
that matter, thereafter have recourse to dispute settlement procedures 
solely under this Agreement. 
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5 .  The responding Party shall deliver a copy of a request made pur­
suant to paragraph 3 or 4 to the other Parties and to its Section of the 
Secretariat. Where the complaining Party has initiated dispute settlement 
proceedings regarding any matter subject to paragraph 3 or 4, the 
responding Party shall deliver its request no later than 1 5  days thereafter. 
On receipt of such request, the complaining Party shall promptly with­
draw from participation in those proceedings and may initiate dispute set­
tlement procedures under Article 2007. 

6.  Once dispute settlement procedures have been initiated under 
Article 2007 or dispute settlement proceedings have been initiated under 
the GATT, the forum selected shall be used to the exclusion of the other, 
unless a Party makes a request pursuant to paragraph 3 or 4 .  

7 .  For purposes of this Article, dispute settlement proceedings under 
the GATT are deemed to be initiated by a Party's request for a panel, 
such as under Article XXI I I :  2 of the General Agreement on Tariffs and 
Trade 1 947, or for a committee investigation, such as under Article 20 . 1  
of the Customs Valuation Code. 

Consultations 

Article 2006: Consultations 

1 .  Any Party may request in writing consultations with any other Party 
regarding any actual or proposed measure or any other matter that it con­
siders might affect the operation of this Agreement. 

2 .  The requesting Party shall deliver the request to the other Parties 
and to its Section of the Secretariat. 

3. Unless the Commission otherwise provides in its rules and proce­
dures established under Article 200 1 ( 4 ), a tl1ird Party that considers it 
has a substantial interest in the matter shall be entitled to participate in 
the consultations on delivery of written notice to the other Parties and to 
its Section of the Secretariat. 

4. Consultations on matters regarding perishable agricultural goods 
shall commence within 1 5  days of the date of delivery of the request. 

5 .  The consulting Parties shall make every attempt to arrive at a mutu­
ally satisfactory resolution of any matter through consultations under this 
Article or other consultative provisions of this Agreement. To this end, 
the consulting Parties shal l :  

( a) provide sufficient information to enable a fi.ill examination of 
how the actual or proposed measure or other matter might 
affect the operation of this Agreement; 
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(b)  treat any confidential or proprietary information exchanged in 
the course of consultations on the same basis as the Party pro­
viding the information; and 

(c) seek to avoid any resolution that adversely affects the interests 
under this Agreement of any other Party. 

Initiation ofProcedures 

Article 2007: Commission-Good Offices, Conciliation and 
Mediation 

1 .  If the consulting Parties fail to resolve a matter pursuant to Article 
2006 within: 

(a) 30 days of delivery of a request for consultations, 

(b)  45 days of delivery of such request if any other Party has subse­
quently requested or has participated in consultations regarding 
the same matter, 

(c) 1 5  days of delivery of a request for consultations 111 matters 
regarding perishable agricultural goods, or 

(d) such other period as they may agree, 

any such Party may request in writing a meeting of the Commission .  

2 .  A Party may also request i n  writing a meeting of the Commission 
where: 

(a)  it has initiated dispute settlement proceedings under the GATT 
regarding any matter subject to Article 2005( 3) or ( 4 ), and has 
received a request pursuant to Article 2005( 5) for recourse to 
dispute settlement procedures under this Chapter; or 

(b) consultations have been held pursuant to Article 5 1 3  (Working 
Group on Rules of Origin), Article 723 (Sanitary and Phytosanitary 
Measures - Technical Consultations) and Article 914 (Standards­
Related Measures - Technical Consultations). 

3. The requesting Party shall state in the request the measure or other 
matter complained of and indicate the provisions of this Agreement that 
it considers relevant, and shall deliver the request to the Parties and to its 
Section of the Secretariat. 

4. Unless it decides otherwise, the Commission shall convene within 
I 0 days of delivery of the request and shall endeavor to resolve the dis­
pute promptly. 

5 .  The Commission may: 
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(a)  call on such technical advisers or create such working groups or 
expert groups as it deems necessary, 

(b) have recourse to good offices, conciliation, mediation or such 
other dispute resolution procedures, or 

(c)  make recommendations, 

as may assist the consulting Parties to reach a mutually satisfactory reso­
lution of the dispute. 

6. Unless it decides otherwise, the Commission shall consolidate two 
or more proceedings before it pursuant to this Article regarding the same 
measure. The Commission may consolidate two or more proceedings 
regarding other matters before it pursuant to this Article that it deter­
mines are appropriate to be considered jointly. 

Panel Proceedings 

Article 2008: Request for an Arbitral Panel 

l .  If  the Commission has convened pursuant to Article 2007( 4 ), and 
the matter has not been resolved within: 

(a) 30 days thereafter, 

(b)  30 days after the Commission has convened in respect of the 
matter most recently referred to it, where proceedings have 
been consolidated pursuant to Article 2007( 6 ), or 

(c) such other period as the consulting Parties may agree, 

any consulting Party may request in writing the establishment of an arbi­
tral panel. The requesting Party shall deliver the request to the other 
Parties and to its Section of the Secretariat. 

2 .  On delivery of the request, the Commission shall establish an arbi­
tral panel. 

3. A third Party that considers it has a substantial interests in the mat­
ter shall be entitled to join as a complaining Party on delivery of written 
notice of its intention to participate to the disputing Parties and its 
Section of the Secretariat. The notice shall be delivered at the earliest pos­
sible time, and in any event no later than seven days after the date of 
delivery of a request by a Party for the establishment of a panel . 

4. I f  a third Party does not join as a complaining Party in accordance 
with paragraph 3, it normally shall refrain thereafter from initiating or 
continuing: 

(a) a dispute settlement procedure under this Agreement, or 
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(b) a dispute settlement proceeding in the GATT on grounds that 
are substantially equivalent to those available to that Party 
under this Agreement, 

regarding the same matter in the absence of a significant change in eco­
nomic or commercial circumstances. 

5. Unless otherwise agreed by the disputing Parties, the panel shall be 
established and perform its functions in a manner consistent with the pro­
visions of this Chapter. 

Article 2009: Roster 

l .  The Parties shall establish by January 1 ,  1994 and maintain a roster 
of up to 30 individuals who are willing and able to serve as panelists. The 
roster members shall be appointed by consensus for terms of three years, 
and may be reappointed. 

2 .  Roster members shall :  

(a) have expertise or experience in law, international trade, other 
matters covered by this Agreement or the resolution of disputes 
arising under international trade agreements, and shall be cho­
sen strictly on the basis of objectivity, reliability and sound 
judgment. 

(b) be independent of, and not be affiliated with, or take instruc­
tions from, any Party; and 

(c) comply with a code of conduct to be established by the 
Commission. 

Article 2010: Qualifications of Panelists 

1 .  All panelists shall meet the qualifications set out in Article 2009(2 ) . 

2 .  Individuals may not serve as panelists for a dispute in which they 
have participated pursuant to Article 2007( 5 ) . 

Article 20 l l :  Panel Selection 

1 .  Where there are two disputing Parties, the following procedures 
shall apply: 

(a) The panel shall comprise five members. 

(b) The disputing Parties shall endeavor to agree on the chair of the 
panel within 1 5  days of the delivery of the request for the estab­
lishment of the panel .  If the disputing Parties are unable to 
agree on the chair within this period, the disputing Party cho-
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sen by lot shall select within five days as chair an individual who 
is not a citizen of that Party. 

(c) Within 1 5  days of selection of the chair, each disputing Party 
shall select two panelists who are citizens of the other disputing 
Party. 

(d) If a disputing Party fails to select its panelists within such period, 
such panelists shall be selected by lot from among the roster 
members \vho are citizens of the other disputing Party. 

2 .  Where there are more than two disputing Parties, the following 
procedures shall apply: 

(a) The panel shall comprise five members. 

(b) The disputing Parties shall endeavor to agree on the chair of the 
panel within 1 5  days of the delivery of the request for the estab­
lishment of the panel. If the disputing Parties are unable to 
agree on the chair within this period, the Party or Parties on the 
side of the dispute chosen by lot shall select within 1 0  days a 
chair who is not a citizen of such Party or Parties. 

(c) Within 1 5  days of selection of the chair, the Party complained 
against shall select two panelists, one of whom is a citizen of a 
complaining Party, and the other of whom is a citizen of anoth­
er complaining Party. The complaining Parties shall select two 
panelists who are citizens of the Party complained against. 

(d) If any disputing Party fails to select a panelist within such 
period, such panelist shall be selected by lot in accordance with 
the citizenship criteria of subparagraph (c) .  

3 .  Panelists shall normally be selected from the roster. Any disputing 
Party may exercise a peremptory challenge against any individual not on 
the roster who is proposed as a panelist by a disputing Party within 1 5  
days after the individual has been proposed. 

4. If  a disputing Party believes that a panelist is in violation of the code 
of conduct, the disputing Parties shall consult and if they agree, the pan­
elist shall be removed and a new panelist shall be selected in accordance 
with this Article. 

Article 2012:  Rules of Procedure 

l .  The Commission shall establish by January 1 ,  1994 Model Rules of 
Procedure, in accordance with the following principles: 
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(a) the procedures shall assure a right to at least one hearing before 
the panel as well as the opportunity to provide initial and rebut­
tal written submissions; and 

(b) the panel's hearings, deliberations and initial report, and all 
written submissions to and communications with the panel shall 
be confidential .  

2. Unless the disputing Parties otherwise agree, the panel shall con­
duct its proceedings in accordance with the Model Rules of Procedure . 

3 .  Unless the disputing Parties otherwise agree within 20 days from 
the date of the delivery of the request for the establishment of the panel, 
the terms of reference shall be: 

"to examine, in the light of the relevant provisions of the Agreement, 
the matter referred to the Commission (as set out in the request for 
a Commission meeting) and to make findings, determinations and 
recommendations as provided in Article 20 1 6( 2) ."  

4 .  If  a complaining Party wishes to argue that a matter has nullified or 
impaired benefits, the terms of reference shall so indicate . 

5 .  If a disputing Party wishes the panel to make findings as to the 
degree of adverse trade effects on any Party of any measure found not to 
conform with the obligations of the Agreement or to have caused nullifi­
cation or impairment in the sense of Annex 2004, the terms of reference 
shall so indicate. 

Article 2013 :  Third Party Participation 

A Party that is not a disputing Party, on delivery of a written notice to 
the disputing Parties and to its Section of the Secretariat, shall be entitled 
to attend all hearings, to make written and oral submissions to the panel 
and to receive written submissions of the disputing Parties. 

Article 2014: Role of Experts 

On request of a disputing Party, or on its own initiative, the panel may 
seek information and technical advice from any person or body that it 
deems appropriate, provided that the disputing Parties so agree and sub­
ject to such terms and conditions as such Parties may agree. 

Article 201 5: Scientific Review Boards 

1 .  On request of a disputing Party or, unless the disputing parties dis­
approve, on its own initiative, the panel may request a written report of 
a scientific review board on any factual issue concerning environmental, 
health, safety or other scientific matters raised by a disputing Party in a 
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proceeding, subject to such terms and conditions as such Parties may 
agree. 

2 .  The board shall be selected by the panel from among highly quali­
fied, independent experts in the scientific matters, after consultations 
with the disputing Parties and the scientific bodies set out in the Model 
Rules of Procedure established pursuant to Article 2012( 1 ) .  

3 .  The participating Parties shall be provided: 

(a) advance notice of, and an opportunity to provide comments to 
the panel on, the proposed factual issues to be referred to the 
board; and 

(b)  a copy of the board's report and an opportunity to provide 
comments on the report to the panel. 

4. The panel shall take the board's report and any comments by the 
Parties on the report into account in the preparation of its report. 

Article 2016:  Initial Report 

1 .  Unless the disputing Parties otherwise agree, the panel shall base its 
report on the submissions and arguments of the Parties and on any infor­
mation before it pursuant to Article 2014  or 201 5 .  

2 .  Unless the disputing Parties otherwise agree, the panel shall, with­
in 90 days after the last panelist is selected or such other period as the 
Model Rules of Procedure established pursuant to Article 2012(  I )  may 
provide, present to the disputing Parties an initial report containing: 

(a) findings of fact, including any findings pursuant to a request 
under Article 201 2(5 ) ; 

(b)  its determination as to whether the measure at issue is or would 
be inconsistent with the obligations of this Agreement or cause 
nullification or impairment in the sense of Annex 2004, or any 
other determination requested in the terms of reference; and 

(c)  its recommendations, if any, for resolution of the dispute. 

3 .  Panelists may furnish separate opinions on matters not unanimously 
agreed. 

4. A disputing Party may submit written comments to the panel on its 
initial report within 14 days of presentation of the report. 

5 .  In such an event, and after considering such written comments, the 
panel, on its own initiative or on the request of any disputing Party, may: 

(a)  request the views of any participating Party; 
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(b)  reconsider its report; and 

(c) make any further examination that it considers appropriate. 

Article 2017: Final Report 

1 .  The panel shall present to the disputing Parties a final report, 
including any separate opinions on matters not unanimously agreed, 
within 30 days of presentation of the initial report, unless the disputing 
Parties otherwise agree . 

2 .  No panel may, either in its initial report or its final report, disclose 
which panelists are associated with majority or minority opinions. 

3. The disputing Parties shall transmit to the Commission the final 
report of the panel, including any report of a scientific review board 
established under Article 20 1 5 , as well as any written views that a disput­
ing Party desires to be appended, on a confidential basis within a reason­
able period of time after it is presented to them. 

4 .  Unless the Commission decides otherwise, the final report of the 
panel shall be published 1 5  days after it is transmitted to the Commission. 

Implementation of Panel Reports 

Article 2018:  Implementation of Final Report 

I .  On receipt of the final report of a panel, the disputing Parties shall 
agree on the resolution of the dispute, which normally shall conform with 
the determinations and recommendations of the panel, and shall notifY 
their Sections of the Secretariat of any agreed resolution of any dispute. 

2 .  Wherever possible, the resolution shall be non-implementation or 
removal of a measure not conforming with this Agreement or causing 
nullification or impairment in the sense of Annex 2004 or, failing such a 
resolution, compensation. 

Article 2019: Non-Implementation - Suspension of Benefits 

I . If in its final report a panel has determined that a measure is in con­
sistent with the obligations of this Agreement or causes nullification or 
impairment in the sense of Annex 2004 and the Party complained against 
has not reached agreement with any complaining Party on a mutually sat­
isfactory resolution pursuant to Article 20 1 8( 1 )  within 30 days of receiv­
ing the final report, such complaining Party may suspend the application 
to the Party complained against of benefits of equivalent effect until such 
time as they have reached agreement on a resolution of the dispute . 

2 .  In considering what benefits to suspend pursuant to paragraph 1 :  
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(a) a complaining Party should first seek to suspend benefits in the 
same sector or sectors as that affected by the measure or other 
matter that the panel has found to be inconsistent with the obli­
gations of this Agreement or to have caused nullification or 
impairment in the sense of Annex 2004; and 

(b) a complaining Party that considers it  is not practicable or effec­
tive to suspend benefits in the same sector or sectors may sus­
pend benefits in other sectors. 

3 .  On the written request of any disputing Party delivered to the other 
Parties and its Section of the Secretariat, the Commission shall establish 
a panel to determine whether the level of benefits suspended by a Party 
pursuant to paragraph l is manifestly excessive. 

4. The panel proceedings shall be conducted in accordance with the 
Model Rules of Procedure. The panel shall present its determination 
within 60 days after the last panelist is selected or such other period as the 
disputing Parties may agree. 

Section C - Domestic Proceedings 
and Private Commercial Dispute Settlement 

Article 2020: Referrals of Matters from Judicial or Administrative 
Proceedings 

l .  If an issue of interpretation or application of this Agreement arises 
in any domestic judicial or administrative proceeding of a Party that any 
Party considers would merit its intervention, or if a court or administra­
tive body solicits the views of a Party, that Party shall notifY the other 
Parties and its Section of the Secretariat. The Commission shall endeavor 
to agree on an appropriate response as expeditiously as possible. 

2. The Party in whose territory the court or administrative body is 
located shall submit any agreed interpretation of the Commission to the 
court or administrative body in accordance with the rules of that forum. 

3 .  If the Commission is unable to agree, any Party may submit its own 
views to the court or administrative body in accordance with the rules of 
that forum. 

* * * * * 

Article 2022: Alternative Dispute Resolution 

l .  Each Party shall, to the maximum extent possible, encourage and 
facilitate the use of arbitration and other means of alternative dispute res­
olution for the settlement of international commercial disputes between 
private parties in the free trade area. 



674 • Appendix 1-lnternational Agreements 

2. To this end, each Party shall provide appropriate procedures to 
ensure observance of agreements to arbitrate and for the recognition and 
enforcement of arbitral awards in such disputes. 

3. A Party shall be deemed to be in compliance with paragraph 2 if it 
is a party to and is in compliance with the 1958 United Nations 
Convention on the Recognition and Enforcement of Foreign Arbitral 
Awards or the 1975 Inter-American Convention on International 
Commercial Arbitration . 

4. The Commission shall establish an Advisory Committee on Private 
Commercial Disputes comprising persons with expertise or experience in 
the resolution of private international commercial disputes. The Committee 
shall report and provide recommendations to the Commission on general 
issues referred to it by the Commission respecting the availability, use and 
effectiveness of arbitration and other procedures for the resolution of such 
disputes in the free trade area. 

Annex 2001 .2 

Committees and Working Groups 

A. Committees: 
l .  Committee on Trade in Goods (Article 3 1 6 )  
2 .  Committee on Trade i n  Worn Clothing (Annex 300-B, Section 

9 . 1 )  
3 .  Committee on Agricultural Goods (Article 706) 

- Advisory Committee on Private Commercial Disputes 
Regarding Agricultural Goods (Article 707) 

4 .  Committee on Sanitary and Phytosanitary Measures (Article 
722 )  

5 .  Committee on  Standards-Related Measures (Article 9 13 )  
- Land Transportation Standards Subcommittee (Article 

9 1 3( 5 )) 
- Telecommunications Standards Subcommittee (Article 

9 1 3( 5 )) 
- Automotive Standards Council (Article 9 1 3( 5 ) )  
- Subcommittee on Labelling of  Textile and Apparel Goods 

(Article 9 1 3( 5 ) )  
6. Committee on Small Business (Article l 02 1 )  
7. Financial Services Committee (Article 1 4 1 2 )  
8 .  Advisory Committee o n  Private Commercial Disputes 

(Article 2022( 4) )  

B.  Working Groups: 
l .  Working Group on Rules of Origin (Article 5 1 3 )  

- Customs Subgroup (Article 5 1 3(6)) 
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2 .  Working Group on Agricultural Subsidies (Article 705( 6))  
3 .  Bilateral Working Group (Mexico - United States) (Annex 703.2 

(A)(25) )  
4 .  Bilateral Working Group (Canada - Mexico) (Annex 703.2(B)( 1 3)) 
5 .  Working Group on Trade and Competition (Article 1 504) 
6. Temporary Entry Working Group (Article 1 605)  

C. Other Committees and Working Groups Established Under This 
Agreement 

Annex 2002.2 

Remuneration and Payment of Expenses 

1 .  The Commission shall establish the amounts of remuneration and 
expenses that will be paid to the panelists, committee members and mem­
bers of scientific review boards. 

2 .  The remuneration of panelists or committee members and their 
assistants, members of scientific review boards, their travel and lodging 
expenses, and all general expenses of panels, committees or scientific 
review boards shall be borne equally by: 

(a) in the case of panels or committees established under Chapter 
Nineteen (Review and Dispute Settlement in Antidumping and 
Countervailing Duty Matters), the involved Parties, as they are 
defined in Article 191 1 ;  or 

(b) in the case of panels and scientific review boards established 
under this Chapter, the disputing Parties. 

3 .  Each panelist or committee member shall keep a record and render 
a final account of the person's time and expenses, and the panel, com­
mittee or scientific review board shall keep a record and render a final 
account of all general expenses. The Commission shall establish amounts 
of remuneration and expenses that will be paid to panelists and commit­
tee members. 

Annex 2004 

Nullification and Impairment 

1 .  If any Party considers that any benefit it could reasonably have 
expected to accrue to it under any provision of: 

( a) Part Two (Trade in Goods), except for those provJsJons of 
Annex 300-A (Automotive Sector) or Chapter Six ( Energy) 
relating to investment, 

(b) Part Three (Technical Barriers to Trade), 
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(c) Chapter Twelve (Cross-Border Trade in Services), or 

(d)  Part Six ( Intellectual Property),  

is being nullified or impaired as a result of the application of any measure 
that is not inconsistent with this Agreement, the Party may have recourse 
to dispute settlement under this Chapter. 

2 .  A Party may not invoke: 

(a )  paragraph 2(a) or (b),  to the extent that the benefit arises from 
any cross-border trade in services provision of Part Two, or 

(b)  paragraph 1 (c) or (d) 

with respect to any measure subject to an exception under Article 2 1 0 1  
(General Exceptions) .  

Chapter Twenty-One 

Exceptions 

* * * * * 

Article 2104: Balance of Payments 

1 .  Nothing in this Agreement shall be construed to prevent a Party 
from adopting or maintaining measures that restrict transfers where the 
Party experiences serious balance of payments difficulties, or the threat 
thereof, and such restrictions are consistent with paragraphs 2 through 4 
and are: 

(a) consistent with paragraph 5 to the extent they are imposed on 
other transfers than cross-border trade in financial services; or 

(b)  consistent with paragraphs 6 and 7 to the extent they are 
imposed on cross-border trade in financial services. 

General Rules 

2 .  As soon as practicable after a party imposes a measure under this 
Article, the Party shal l : 

(a) submit any current account exchange restrictions to the IMF for 
review under Article VII I  of the Article of Agreement of tl1e 
IMF; 

(b) enter into good faith consultations with the IMF on economic 
adjustment measures to address the fundamental underlying 
economic problems causing the difficulties; and 

(c)  adopt or maintain economic policies consistent with such 
consultations. 
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3. A measure adopted or maintained under this Article shall : 

(a) avoid unnecessary damage to the commercial, economic or 
financial interests of another Party; 

(b) not be more burdensome than necessary to deal with the bal­
ance of payments difficulties or threat thereof; 

(c) be temporary and be phased out progressively as the balance of 
payments situation improves; 

(d) be consistent with paragraph 2( c) and with the Articles of 
Agreement of the IMF; and 

(e)  be applied on a national treatment or most-favored-nation treat­
ment basis, whichever is better. 

4 .  A Party may adopt or maintain a measure under this Article that 
gives priority to services that are essential to its economic program, pro­
vided that a Party may not impose a measure for the purpose of protect­
ing a specific industry or sector unless the measure is consistent with 
paragraph 2( c) and with Article VII I( 3) of the Articles of Agreement of 
the IMF. 

Restrictions 011 Transfers Other than Cross-Border Trade m Financial 

Sen, ices 

5 .  Restrictions imposed on transfers, other than on cross-border trade 
in financial services: 

(a) where imposed on payments for current international transac­
tions, shall be consistent with Article VII I( 3 )  of the Articles of 
Agreement of the IMF; 

(b) where imposed on international capital transactions, shall be 
consistent with Article VI of the Articles of Agreement of the 
IMF and be imposed only in conjunction with measures 
imposed on current international transactions under paragraph 
2(a);  

(c) where imposed on transfers covered by Article l l  09 ( Investment­
Transfers) and transfers related to trade in goods, may not sub­
stantially impede transfers from being made 111 a freely usable 
currency at a market rate of exchange; and 

(d) may not take the form of tariff surcharges, quotas, licenses or 
similar measures. 
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Restrictions 011 Cross-Border Trade in Financial Services 

6. A Party imposing a restriction on cross-border trade in financial 
services: 

(a)  may not impose more than one measure on any transfer, unless 
consistent with paragraph 2(c) and with Article VII I (3 )  of the 
Articles of Agreement of the IMF; and 

(b)  shall promptly notify and consult with the other parties to assess 
the balance of payments situation of the Party and the measures 
it has adopted, taking into account among other elements 

( i )  the nature and extent of the balance of payments difficul­
ties of the Party, 

(i i) the external economic and trading environment of the 
Party, and 

( iii ) alternative corrective measures that may be available. 

7. In consultations under paragraph 6(b ), the Parties shall: 

(a) consider if measures adopted under this Article comply with 
paragraph 3, in particular paragraph 3( c); and 

(b)  accept all findings of statistical and other facts presented by the 
IMF relating to foreign exchange, monetary reserves and bal ­
ance of payments, and shall base their conclusions on the assess­
ment by the IMF of the balance of payments situation of tl1e 
Party adopting the measures. 

Article 2 1 07: Definitions 

For purposes of this Chapter: 

* * * * * 

* * * * * 

international capital transactions means "international capital transac­
tions" as defined under the Articles of Agreement of the IMF; 

IMF means the International Monetary Fund; 

payments for current international transactions means "payments for 
current international transactions" as defined under the Articles of 
Agreement of the IMF; 

tax convention means a convention for the avoidance of double taxation 
or other international taxation agreement or arrangement; 

taxes and taxation measures do not include: 
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(a) a "customs duty" as defined in Article 3 1 8  (Market Access -
Definitions); or 

(b) the measures listed in exceptions (b),  (c), (d) and (e) of that def­
inition; and 

transfers means international transactions and related international trans­
fers and payments. 

* * * * * 
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1 International Foreign Exchange Master 
Agreement (IFEMA) 

INTERNATIONAL FOREIGN EXCHANGE 
MASTER AGREEMENT! 

MASTER AGREEMEI\'T dated as of ___ , 19_ , by and between 

_______ , a  __ , and ___ , a __ _ 

SECTION I .  DEFINITIONS 

Unless otherwise required by the context, the following terms shall 
have the following meanings in the Agreement: 

"Agreement" has the meaning given to it in Section 2 .2 .  

"Base Currency" means as to a Party the Currency agreed as such in 
relation to it in Part VIII of the Schedule hereto. 

"Base Currency Rate" means as to a Party and any amount the cost 
(expressed as a percentage rate per annum) at which that Party would be 
able to fund that amount from such sources and for such periods as it may 
in its reasonable discretion from time to time decide, as determined in 
good faith by it. 

"Business Day" means ( i )  a day which is a Local Banking Day for the 
applicable Designated Office of both Parties, or ( ii) solely in relation to 
delivery of a Currency, a day which is a Local Banking Day in relation to 
that Currency. 

"Close-Out Amount" has the meaning given to it in Section 5 . 1 .  

"Close-Out Date" means a day on which, pursuant to the provisions of 
Section 5 . 1 ,  the Non-Defaulting Party closes out and liquidates Currency 
Obligations or such a close-out and liquidation occurs automatically. 

"Closing Gain" means, as to the !\'on-Defaulting Party, the difference 
described as such in relation to a particular Value Date under the provi­
sions of Section 5 . 1 .  

I This text is reproduced \\;th permi;sion !rom the l'oreign Exchange Committee. It wa; prepared by the 
foreign Exchange Commiucc in association \\i th the Rrirbh Bankers' A�sodation and b dated �o\'cmbcr 

1993. 
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"Closing Loss" means, as to the Non-Defaulting Party, the difference 
described as such in relation to a particular Value Date under the provi ­
sions of Section 5 . 1 .  

"Confirmation" means a writing (including telex, facsimile or other 
electronic means from which it is possible to produce a hard copy) evi­
dencing an FX Transaction governed by the Agreement which shall spec­
ifY ( i)  the Parties thereto and their Designated Offices through which 
they are respectively acting, (i i) the amounts of the Currencies being 
bought or sold and by which Party, (ii i) the Value Date, and (iv) any 
other term generally included in such a writing in accordance with the 
practice of the relevant foreign exchange market. 

"Credit Support Document" means, as to a Party (the "first Party"),  a 
guaranty, hypothecation agreement, margin of security agreement or 
document, or any other document containing an obligation of a third 
party ("Credit Support Provider") or of the first Party in favor of the 
other Party supporting any obligations of the first Party hereunder. 

"Credit Support Provider" has the meaning given to it in the defini­
tion of Credit Support Document. 

"Currency" means money denominated in the lawful currency of any 
country or the Ecu. 

"Currency Obligation" means any obligation of a Party to deliver a 
Currency pursuant to an FX Transaction governed by the Agreement, or 
pursuant to the application of Sections 3.3(a) or 3 .3(b ). 

"Custodian" has the meaning given to it in the definition of Event of 
Default. 

"Defaulting Party" has the meaning given to it in the definition of 
Event of Default. 

"Designated Office(s)" means, as to a Party, the office(s) specified in 
Part II of the Schedule hereto, as such Schedule may be modified from 
time to time by agreement of the Parties. 

"Effective Date" means the date of this Master Agreement. 

"Event of Default" means the occurrence of any of the following with 
respect to a Party (the "Defaulting Party," the other Party being the 
"Non-Defaulting Party"): 

( i )  the Defaulting Party shall default in any payment under the 
Agreement to the Non-Defaulting Party with respect to any sum when 
due under any Currency Obligation or pursuant to the Agreement and 
such failure shall continue for two (2 )  Business Days after written notice 
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of non-payment given by the Non-Defaulting Party to the Defaulting 
Party; 

( i i )  the Defaulting Party shall commence a voluntary case or other 
proceeding seeking liquidation, reorganization or other similar relief with 
respect to itself or to its debts under any bankruptcy, insolvency or simi­
lar law, or seeking the appointment of a trustee, receiver, liquidator, con­
servator, administrator, custodian or other similar official (each, a 
"Custodian") of it or any substantial part or its assets; or shall take any 
corporate action to authorize any of the foregoing; 

(i i i) an involuntary case of other proceeding shall be commenced 
against the Defaulting Party seeking liquidation, reorganization or other 
similar relief with respect to it or its debts under any bankruptcy, insol­
vency or similar law or seeking the appointment of a Custodian of it or 
any substantial part of its assets, and such involuntary case or other pro­
ceeding is not dismissed within five ( 5 )  days of its institution or 
presentation; 

( iv) the Defaulting Party is bankrupt or insolvent, as defined under any 
bankruptcy or insolvency law applicable to such Party; 

(v) the Defaulting Party shall otherwise be unable to pay its debts as 
they become due; 

(vi )  the Defaulting Party or any Custodian acting on behalf of the 
Defaulting Party shall disaffirm, disclaim or repudiate any Currency 
Obligation; 

(vii) (a)  any representation or warranty made or deemed made by the 
Defaulting Party pursuant to the Agreement or pursuant to any Credit 
Support Document shall prove to have been false or misleading in any 
material respect as at the time it was made or given and one ( 1 )  Business 
Day has elapsed after the Non-Defaulting Party has given the Defaulting 
Party written notice thereof, or (b)  the Defaulting Party fails to perform 
or comply with any obligation assumed by it under the Agreement (other 
than an obligation to make payment of the kind referred to in Clause ( i )  
of this definition of Event of Default), and such failure is continuing 
thirty ( 30)  days after the Non-Defaulting Party has given the Defaulting 
Party written notice thereof; 

(viii )  the Defaulting Party consolidates or amalgamates with or merges 
into or transfers all or substantially all its assets to another entity and (a) 
the creditworthiness of the resulting, surviving or transferee entity is 
materially weaker than that of the Defaulting Party prior to such action, 
or (b) at the time of such consolidation, amalgamation, merger or trans­
fer the resulting, surviving or transferee entity fails to assume all the obli-
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gations of the Defaulting Party under the Agreement by operation of 
Law or pursuant to an agreement satisfactory to the Non-Defaulting 
Party; 

(ix) by reason of any default, or event of default or other similar con­
dition or event, any Specified Indebtedness (being Specified Indebtedness 
of an amount which, when expressed in the Currency of the Threshold 
Amount, is in aggregate equal to or in excess of the Threshold Amount) 
of the Defaulting Party or any Credit Support Provider in relation to it: 
(a)  is not paid on the due date therefor and remains unpaid after any appli­
cable grace period has elapsed, or (b) becomes, or becomes capable at any 
time of being declared, due and payable under agreements or instruments 
evidencing such Specified Indebtedness before it would otherwise have 
been due and payable. 

(x)  the Defaulting Party is in breach of or default under any Specified 
Transaction and any applicable grace period has elapsed, and there occurs 
any liquidation or early termination of, or acceleration of obligations 
under that Specified Transaction of the Defaulting Party (or any 
Custodian on its behalf) disaffirms, disclaims or repudiates the whole or 
any part of a Specified Transaction; or 

(xi)  (a)  any Credit Support Provider in relation to the Defaulting 
Party or the Defaulting Party itself fails to comply with or perform any 
agreement or obligation to be complied with or performed by it in accor­
dance with the applicable Credit Support Document and such failure is 
continuing after any applicable grace period has elapsed; (b) any Credit 
Support Document relating to the Defaulting Party expires or ceases to 
be in full force and effect prior to the satisfaction of all obligations of the 
Defaulting Party under the Agreement, unless otherwise agreed in writ­
ing by the Non-Defaulting Party; (c) the Defaulting Party or its Credit 
Support Provider (or, in either case, any Custodian acting on its behalf) 
disaffirms, disclaims or repudiates, in whole or in part, or challenges the 
validity of, the Credit Support Document; (d) any representation or war­
ranty made or deemed made by any Credit Support Provider pursuant to 
any Credit Support Document shall prove to have been false or mislead­
ing in any material respect as at the time it was made or given or deemed 
made or given and one ( I )  Business Day has elapsed after the !\:on­
Defaulting Party has given the Defaulting Party written notice thereof; or 
(e) any event set out in (ii) to (vi)  or (viii) to (x) above occurs in respect 
of the Credit Support Provider. 

"FX Transaction" means any transaction between the Parties for the 
purchase by one Party of an agreed amount in one Currency against the 
sale by it to the other of an agreed amount in another Currency both 
such amounts being deliverable on the same Value Date, and in respect 
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of which transaction the Parties have agreed (whether orally, electroni­
cally or in writing) :  the Currencies involved, the amounts of such 
Currencies to be purchased and sold, which Party will purchase which 
Currency and the Value Date. 

"Local Banking Day" means ( i )  for any Currency, a day on which com­
mercial banks effect deliveries of that Currency in accordance with the 
market practice of the relevant foreign exchange market, and ( ii) for any 
Party, a day in the location of the applicable Designated Office of such 
Party on which commercial banks in that location are not authorized or 
required by law to close. 

"Master Agreement" means the terms and conditions set forth in this 
master agreement. 

"Matched Pair Novation Netting Office(s)" means in respect of a Party 
the Designated Office(s) specified in Part V of the Schedule, as such 
Schedule may be modified from time to time by agreement of the Parties. 

"Non-Defaulting Party" has the meaning given to it in the definition 
of Event of Default. 

"Novation Netting Office(s)" means in respect of a Party the 
Designated Office(s) specified in Part IV of the Schedule, as such 
Schedule may be modified from time to time by agreement of the Parties. 

"Parties" means the parties to the Agreement and shall include their 
successors and permitted assigns (but without prejudice to the applica­
tion of Clause (viii ) of the definition of Event of Default); and the term 
"Party" shall mean whichever of the Parties is appropriate in the context 
in which such expression may be used. 

"Proceedings" means any suit, action or other proceedings relating to 
the Agreement. 

"Settlement Netting Office(s)" means, in respect of a Party, the 
Designated Office(s) specified in Part I I I  of the Schedule, as such 
Schedule may be modified from time to time by agreement of the Parties. 

"Specified Indebtedness" means any obligation (whether present or 
future, contingent or otherwise, as principal or surety or otherwise ) in 
respect of borrowed money, other than in respect of deposits received. 

"Specified Transaction" means any transaction (including an agree­
ment with respect thereto) between one Party to the Agreement (or any 
Credit Support Provider of such Party) and the other Party to the 
Agreement (or any Credit Support Provider of such Party) which is a rate 
swap transaction, basis swap, forward rate transaction, commodity sweep, 
commodity option, equity or equity linked swap, equity or equity index 
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option, bond option, interest rate option, foreign exchange transaction, 
cap transaction, floor transaction, collar transaction, currency swap trans­
action, cross-currency rate swap transaction, currency option or any other 
similar transaction (including any option with respect to any of these 
transactions) or any combination of any of the foregoing transactions. 

"Split Settlement" has the meaning given to it in the definition of 
Value Date. 

"Threshold Amount" means the amount specified as such for each 
Party in Part IX of the Schedule. 

"Value Date" means, with respect to any FX Transaction, the 
Business Day (or where market practice in the relevant foreign 
exchange market in relation to the two Currencies involved provides for 
delivery of one Currency on one date which is a Local Banking Day in 
relation to that Currency but not to the other Currency and for deliv­
ery of the other Currency on the next Local Banking Day in relation to 
that other Currency ( "Split Settlement" ) the two Local Banking Days 
in accordance with that market practice) agreed by the Parties for deliv­
ery of the Currencies to be purchased and sold pursuant to such FX 
Transaction, and, with respect to any Currency Obligation, the 
Business Day (or, in the case of Split Settlement, Local Banking Day) 
upon which the obligation to deliver Currency pursuant to such 
Currency Obligation is to be performed. 

SECTION 2. FX TRANSACTIONS 

2 . 1 .  Scope of the Agreement. (a) Unless otherwise agreed in writing 
by the Parties, each FX Transaction entered into between two Designated 
Offices of the Parties on or after the Effective Date shall be governed by 
the Agreement. (b) All FX Transactions between any two Designated 
Offices of the Parties outstanding on the Effective Date which are iden­
tified in Part I of the Schedule shall be FX Transactions governed by the 
Agreement and every obligation of the Parties thereunder to deliver a 
Currency shall be a Currency Obligation under the Agreement. 

2 .2 .  Single Agreement. This Master Agreement, the particular terms 
agreed between the Parties in relation to each and every FX Transaction 
governed by this Master Agreement (and, insofar as such terms are 
recorded in a Confirmation, each such Confirmation), the Schedule to 
this Master Agreement and all amendments to any of such items shall 
together form the agreement between the Parties ( the "Agreement") and 
shall together constitute a single agreement between the Parties. The 
Parties acknowledge that all FX Transactions governed by the Agreement 
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are entered into in reliance upon the fact that all items constitute a single 
agreement between the Parties. 

2 .3 .  Confirmations. FX Transactions governed by the Agreement shall 
be promptly confirmed by the Parties by Confirmations exchanged by 
mail, telex, facsimile or other electronic means. The failure by a Party to 
issue a Confirmation shall not prejudice or invalidate the terms of any FX 
Transaction governed by the Agreement. 

SECTION 3. SETTLEMENT AND NETTING 

3 . 1 .  Settlement. Subject to Section 3.2, each Party shall deliver to the 
other Party the amount of the Currency to be delivered by it under each 
Currency Obligation on the Value Date for such Currency Obligation . 

3 .2 .  Net Settlement/Payment Netting. If on any Value Date more 
than one delivery of a particular Currency is to be made between a pair 
of Settlement 1\'etting Offices, then each Party shall aggregate the 
amounts of such Currency deliverable by it and only the difference 
benveen these aggregate amounts shall be delivered by the Party owing 
the larger aggregate amount to the other Party, and, if the aggregate 
amounts are equal, no delivery of the Currency shall be made. 

3 .3 .  ]\'ovation Netting. 

(a) By Currency. If the Parties enter into an FX Transaction governed 
by the Agreement through a pair of Novation 1\'etting Offices giving rise 
to a Currency Obligation for the same Value Date and in the same 
Currency as a then existing Currency Obligation between the same pair 
of 1\'ovation 1\'etting Offices, then immediately upon entering into such 
FX Transaction, each such Currency Obligation shall automatically and 
without further action be individually cancelled and simultaneously 
replaced by a new Currency Obligation for such Value Date determined 
as follows: the amounts of such Currency that would otherwise have been 
deliverable by each Party on such Value Date shall be aggregated and the 
Party with the larger aggregate amount shall have a new Currency 
Obligation to deliver to the other Party the amount of such Currency by 
which its aggregate amount exceeds the other Party's aggregate amount, 
provided that if the aggregate amounts are equal, no new Currency 
Obligation shall arise. This Clause (a) shall not affect any other Currency 
Obligation of a Party to deliver any different Currency on the same Value 
Date. 

(b) By Matched Pair. I f  the Parties enter into an FX Transaction gov­
erned by the Agreement benveen a pair of Matched Pair Novation 
1\'etting Offices then the provisions of Section 3.3(a)  shall apply only in 
respect of Currency Obligations arising by virtue of FX Transactions gov-
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erned by the Agreement entered into between such pair of Matched Pair 
Novation Netting Offices and involving the same pair of Currencies and 
the same Value Date. 

3.4. General. 

(a) Inapplicability of Sections 3.2 and 3 .3 .  The provisions of Sections 
3.2 and 3 .3 shall not apply if a Close-Out Date has occurred or an invol­
untary case of other proceeding of the kind described in Clause ( ii i) of 
the definition of Event of Default has occurred without being dismissed 
in relation to either Party. 

(b) Failure to Record. The provisions of Section 3 .3  shall apply 
notwithstanding that either Party may fail to record the new Currency 
Obligations in its books. 

(c) Cutoff Date and Time. The provisions of Section 3 .3  are subject 
to any cut-off date and cut-off time agreed between the applicable 
Novation Netting Offices and Matched Pair Novation Netting Offices of 
the Parties. 

SECTION 4. REPRESENTATIONS, WARRANTIES AND 
COVENANTS 

4 . 1 .  Representations and Warranties. Each Party represents and war­
rants to the other Party as of the date of the Agreement and as of the date 
of each FX Transaction governed by the Agreement that: (i) it has 
authority to enter into the Agreement and such FX Transaction; (ii) the 
persons executing the Agreement and entering into such FX Transaction 
have been duly authorized to do so; ( ii i) the Agreement and the Currency 
Obligations created under the Agreement are binding upon it and 
enforceable against it in accordance with their terms (subject to applica­
ble principles of equity) and do not and will not violate the terms of any 
agreements to which such Party is bound; ( iv) no Event of Default has 
occurred and is continuing with respect to it; and (v) it acts as principal 
in entering into each and every FX Transaction governed by the 
Agreement. 

4.2 . Covenants. Each Party covenants to the other Party that: ( i )  it will 
at all times obtain and comply with the terms of and do all that is neces­
sary to maintain in full force and effect all authorizations, approvals, 
licenses and consents required to enable it to lawfully perform its obliga­
tions under the Agreement; and (i i) it will promptly notify the other Party 
of the occurrence of any Event of Default with respect to itself or any 
Credit Support Provider in relation to it. 
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SECTION 5.  CLOSE-OUT AND LIQUIDATION 

5 . 1 .  Circumstances of Close-Out and Liguidation. If an Event of 
Default has occurred and is continuing, then the Non-Defaulting Party 
shall have the right to close-out and liquidate in the manner described 
below all ,  but not less than all, outstanding Currency Obligations (except 
to the extent that in the good faith opinion of the Non- Defaulting Party 
certain of such Currency Obligations may not be closed-out and liqui­
dated under applicable law), by notice to the Defaulting Party. I f  
"Automatic Termination" is specified as  applying to  a Party in Part VI of  
the Schedule, then, in  the case of  an Event of Default specified in  Clauses 
(i i) or ( iii) of the definition thereofwith respect to such Party, such close­
out and liquidation shall be automatic as to all outstanding Currency 
Obligations. Where such close-out and liquidation is to be effected, it 
shall be effected by: 

( i )  closing out each outstanding Currency Obligation ( including any 
Currency Obligation which has not been performed and in respect of 
which the Value Date is on or precedes the Close-Out Date) so that each 
such Currency Obligation is canceled and the Non-Defaulting Party shall 
calculate in good faith with respect to each such canceled Currency 
Obligation, the Closing Gain or, as appropriate, the Closing Loss, as 
follows: 

(x)  for each Currency Obligation in a Currency other than the Non­
Defaulting Party's Base Currency calculate a "Close-Out Amount" 
by converting: 

(A) in the case of a Currency Obligation whose Value Date 
is the same as or is later than the Close-Out Date, the amount 
of such Currency Obligation; or 

(B)  in the case of a Currency Obligation whose Value Date 
precedes the Close-Out Date, the amount of such Currency 
Obligation increased, to the extent permitted by applicable 
law, by adding interest thereto from the Value Date to the 
Close-Out Date at the rate representing the cost (expressed 
as a percentage rate per annum) at which the Non-Defaulting 
Party would have been able, on such Value Date, to fund the 
amount of such Currency Obligation for the period from the 
Value Date to the Close-Out Date 

into such Base Currency at the rate of exchange at which the Non­
Defaulting Party can buy or sell, as appropriate, such Base Currency 
with or against the Currency of such Currency Obligation for deliv­
ery on the Value Date of that Currency Obligation, or if such Value 
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Date precedes the Close-Out Date, for delivery on the Close-Out 
Date; and 

(y) determine in relation to each Value Date: (A) the sum of all 
Close-Out Amounts relating to Currency Obligations under which, 
and of all Currency Obligations in the Non-Defaulting Party's Base 
Currency under which, the Non-Defaulting Party would otherwise 
have been obliged to deliver the relevant amount to the Defaulting 
Party on that Value Date, adding (to the extent permitted by appli­
cable law), in the case of a Currency Obligation in the Non­
Defaulting Party's Base Currency whose Value Date preceeds the 
Close-Out Date, interest for the period from the Value Date to the 
Close-Out Date at the Non-Defaulting Party's Base Currency Rate 
as at such Value Date for such period; and (B )  the sum of all Close­
Out Amounts relating to Currency Obligations under which, and of 
all Currency Obligations in the Non-Defaulting Party's Base 
Currency under which, the Non-Defaulting Party would otherwise 
have been entitled to receive the relevant amount on that Value 
Date, adding ( to the extent permitted by applicable law), in the case 
of a Currency Obligation in the Non-Defaulting Party's Base 
Currency whose Value Date precedes the Close-Out- Date, interest 
for the period from the Value Date to the Close-Out Date at the 
Non-Defaulting Party's Base Currency Rate as at such Value Date 
for such period; 

( z )  if the sum determined under (y)(A) is greater than the sum 
determined under (y) (B),  the difference shall be the Closing Loss for 
such Value Date; if the sum determined under (y)(A) is less than the 
sum determined under (y)(B) ,  the difference shall be the Closing 
Gain for such Value Date; 

( ii )  to the extent permitted by applicable law, adjusting the Closing 
Gain or Closing Loss for each Value Date falling after the Close-Out Date 
to present value by discounting the Closing Gain or Closing Loss from 
the Value Date to the Close-Out Date, at the Non-Defaulting Party's 
Base Currency Rate, or at such other rate as may be prescribed by appli ­
cable law; 

( ii i )  aggregating the following amounts so that all such amounts arc 
netted into a single liquidated amount payable by or to the Non­
Defaulting Party: ( x) the sum of the Closing Gains for all Value Dates 
(discounted to present value, where appropriate, in accordance with the 
provisions of Clause ( ii )  of this Section 5 . 1  ) (which for the purposes of 
this aggregation shall be a positive figure ) and ( y) the sum of the Closing 
Losses for all Value Dates (discounted to present value, where appropri­
ate, in accordance with the provisions of Clause ( ii )  of this Section 
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5 . I )( which for the purposes of the aggregation shall be a negative figure); 
and 

(iv) if the resulting net amount is positive, it shall be payable by the 
Defaulting Party to the Non-Defaulting Party, and if it is negative, then 
the absolute value of such amount shall be payable by the Non­
Defaulting Party to the Defaulting Party. 

5 .2 .  Calculation of Interest. Any addition of interest or discounting 
required under Clause ( i) or ( ii) of Section 5 . I  shall be calculated on the 
basis of the actual number of days elapsed and of a year of such number 
of days as is customary for transactions involving the relevant Currency in 
the relevant foreign exchange market. 

5 .3 .  Other FX Transactions. Where close-out and liquidation occurs in 
accordance with Section 5 . I ,  the Non-Defaulting Party shall also be enti­
tled to close-out and liquidate, to the extent permitted by applicable law, 
any other FX Transactions entered into between the Parties which are 
then outstanding in accordance with the provisions of Section 5 . I ,  as if 
each obligation of a Party to deliver a Currency thereunder were a 
Currency Obligation. 

5 .4 .  Payment and Late Interest. The amount payable by one Party to 
the other Party pursuant to the provisions of Sections 5 . 1  and 5 . 3  shall 
be paid by the close of business on the Business Day following such close­
out and liquidation (converted as required by applicable law into any 
other Currency, any costs of such conversion to be borne by, and 
deducted from any payment to, the amounts required to be paid under 
Sections 5 . I  or 5 .3 and not paid on the due date therefor, shall bear inter­
est at the .!\'on-Defaulting Party's Base Currency Rate plus I %  per annum 
(or, if conversion is required by applicable law into some other Currency, 
either (x) the average rate at which overnight deposits in such other 
Currency are offered by major banks in the London interbank market as 
of I l :OO a.m. ( London time) plus l %  per annum or (y) such other rate 
as may be prescribed by such applicable law) for each day for which such 
amount remains unpaid. 

5 .5 .  Suspension of Obligations. Without prejudice to the foregoing, 
so long as a Party shall be in default in payment or performance to the 
.!\'on-Defaulting Party under the Agreement and so long as the .!\'on­
Defaulting Party has not exercised its rights under Section 5 . I ,  the .!\'on­
Defaulting Party may, at its election and without penalty, suspend its 
obligation to perform under the Agreement. 

5 .6 .  Expenses. The Defaulting Party shall reimburse the .!\'on­
Defaulting Party in respect of all out-of-pocket expenses incurred by the 
.!\'on-Defaulting Party ( including fees and disbursements of counsel, 
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including attorneys who may be employees of the Non-Defaulting Party) 
in connection with any reasonable collection or other enforcement pro­
ceedings related to the payments required under this Section 5 .  

5 .7 .  Reasonable Pre-Estimate. The Parties agree that the amounts 
recoverable under this Section 5 are a reasonable pre-estimate of loss and 
not a penalty. Such amounts are payable for the loss of bargain and the 
loss of protection against future risks and, except as otherwise provided 
in the Agreement, neither Party will be entitled to recover any additional 
damages as a consequence of such losses. 

5 .8 .  No Limitation of Other Rights; Set-Off. The Non-Defaulting 
Party's rights under this Section 5 shall be in addition to, and not in lim­
itation or exclusion of, any other rights which the Non-Defaulting Party 
may have (whether by agreement, operation of law or otherwise) .  To the 
extent not prohibited by applicable law, the Non-Defaulting Party shall 
have a general right of set-off with respect to all amounts owed by each 
Party to the other Party, whether due and payable or not due and payable 
(provided that any amount not due and payable at the time of such set­
off shall, if appropriate, be discounted to present value in a commercial­
ly reasonable manner by the Non-Defaulting Party) .  The Non-Defaulting 
Party's rights under this Section 5.8 are subject to Section 5 .7 .  

SECTION 6.  ILLEGALITY, IMPOSSIBILITY AND FORCE 

MAJEURE 

If either Party is prevented from or hindered or delayed by reason of 
force majeure or act of State in the delivery or receipt of any Currency in 
respect of a Currency Obligation or if it becomes or, in the good faith 
judgment of one of the Parties, may become unlawful or impossible for 
either Party to deliver or receive any Currency which is the subject of a 
Currency Obligation, then either Party may, by notice to the other Party, 
require the close-out and liquidation of each affected Currency 
Obligation in accordance with the provisions of Sections 5 . l ,  5 .2 and 5 .4 
and, for the purposes of enabling the calculations prescribed by Sections 
5 . l ,  5 .2 and 5 .4 to be effected, the Party unaffected by such force 
majeure, act of State, illegality or impossibility (or if both Parties are so 
affected, whichever Party gave the relevant notice) shall effect the rele­
vant calculations as if it were the Non-Defaulting Party. Nothing in this 
Section 6 shall be taken as indicating that the Party treated as the 
Defaulting Party for the purposes of calculations required hereby has 
committed any breach of default. 
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SECTION 7. PARTIES TO RELY ON THEIR OWN EXPERTISE 

Each Party shall enter into each FX Transaction governed by the 
Agreement in reliance only upon its own judgment. Neither Party holds 
itself out as advising, or any of its employees or agents as having the 
authority to advise, the other Party as to whether or not it should enter 
into any such FX Transaction or as to any subsequent actions relating 
thereto or on any other commercial matters concerned with any FX 
Transaction governed by the Agreement, and neither Party shall have any 
responsibility or liability whatsoever in respect of any advice of this nature 
given, or views expressed, by it or any of such persons to the other Party, 
whether or not such advice is given or such views are expressed at the 
request of the other Party. 

SECTION 8. MISCELLANEOUS 

8 . 1 .  Currency Indemnity. The receipt or recovery by either Party (the 
"first Party") of any amount in respect of an obligation of the other Party 
(the "second Party") in a Currency other than that in which such amount 
was due, whether pursuant to a judgment of any court or pursuant to 
Section 5 or 6, shall discharge such obligation only to the extent that on 
the first day on which the first Party is open for business immediately fol­
lowing such receipt, the first Party shall be able, in accordance with nor­
mal banking practice, to purchase the Currency in which such amount 
was due with the Currency received. If the amount so purchasable shall 
be less than the original amount of the Currency in which such amount 
was due, the second Party shall, as a separate obligation and notwith­
standing any judgment of any court, indemnity the first Party against any 
loss sustained by it. The second Party shall in any event indemnity the first 
Party against any costs incurred by it in making any such purchase of 
Currency. 

8 .2 .  Assignments. Neither Party may assign, transfer or charge, or pur­
port to assign, transfer or charge, its rights or its obligations under the 
Agreement or any interest therein without the prior written consent of 
the other Party, and any purported assignment, transfer or charge in vio­
lation of this Section 8 .2 shall be void. 

8 .3 .  Telephonic Recording. The Parties agree that each may electron­
ically record all telephonic conversations between them and that any such 
tape recordings may be submitted in evidence in any Proceedings relat­
ing to the Agreement. In the event of any dispute between the Parties as 
to the terms of an FX Transaction governed by the Agreement of the 
Currency Obligations thereby created the Parties may use electronic 
recordings between the persons who entered into such FX Transaction as 



696 • Appendix I I-International Financial Materials 

the preferred evidence of the terms of such FX Transaction, notwith­
standing the existence of any writing to the contrary. 

8.4. No Obligation. Neither Party to this Agreement shall be required 
to enter into any FX Transaction with the other. 

8 . 5 .  Notices. Unless otherwise agreed, all notices, instructions and 
other communications to be given to a Party under the Agreement shall 
be given to the address, telex ( if confirmed by the appropriate answer­
back), facsimile ( confirmed if requested) or telephone number and to the 
individual or department specified by such Party in Part VII of the 
Schedule attached hereto. Unless otherwise specified, any notice, instruc­
tion or other communication given in accordance with this Section 8 .5 
shall be effective upon receipt. 

8.6. Termination. Each of the Parties hereto may terminate this 
Agreement at any time by seven days' prior written notice to the other 
Party delivered as prescribed above, and termination shall be effective at 
the end of such seventh day; provided, however, that any such termina­
tion shall not affect any outstanding Currency Obligations, and the pro­
visions of the Agreement shall continue to apply until all the obligations 
of each Party to the other under the Agreement have been fully 
performed. 

8 .7 .  Severability. In the event any one or more of the provisions con­
tained in the Agreement should be held invalid, illegal or unenforceable 
in any respect under the law of any jurisdiction, the validity, legality and 
enforceability of the remaining provisions under the law of such jurisdic­
tion, and the validity, legality and enforceability of such and any other 
provisions under the law of any other jurisdiction, shall not in any way be 
affected or impaired thereby. 

8 .8 .  Waiver. No indulgence or concession granted by a Party and no 
omission or delay on the part of a Party in exercising any right, power or 
privilege under the Agreement shall operate as a waiver thereof, nor shall 
any single or partial exercise of any such right, power or privilege pre­
clude any other or further exercise thereof or the exercise of any other 
right, power or privilege. 

8 .9 .  Master Agreement. Where one of the Parties to the Agreement is 
domiciled in the United States, the Parties intend that the Agreement 
shall be a master agreement, as defined in I I  U .S.C. Section I O I ( 5 5 )( C )  
and I 2  U.S.C. Section I 82 l (e ) (8 )(D)(vii ) .  

8 . I O .  Time of Essence. Time shall be of the essence in the Agreement. 

8 . I I .  Headings. Headings in the Agreement are for ease of reference 
only. 



International Foreign Exchange Master Agreement (IFEMA) • 697 

8 . 1 2 .  Wire Transfers. Every payment or delivery of Currency to be 
made by a Party under the Agreement shall be made by wire transfer, or 
its equivalent, of same day (or immediately available) and freely transfer­
able funds to the bank account designated by the other Party for such 
purpose. 

8 . 1 3 . Adequate Assurances. If the Parties have so agreed in Part X of 
the Schedule, the failure by a Party ( "first Party") to give adequate assur­
ances of its ability to perform any of its obligations under the Agreement 
within two (2 )  Business Days of a written request to do so when the other 
Party ( "second Party") has reasonable grounds for insecurity shall be an 
Event of Default under the Agreement, in which case during the pen­
dency of a reasonable request by the second Party to the first Party for 
adequate assurances of the first Party's ability to perform its obligations 
under the Agreement, the second Party may, at its election and without 
penalty, suspend its obligations under the Agreement. 

8 . 14 .  FDICIA Representation. If the Parties have so agreed in Part XI 
of the Schedule, each Party represents and warrants to the other Party 
that it is a financial institution under the provisions of Title IV of the 
Federal Deposit Insurance Corporation Improvement Act of 199 1  
( "FDICIA" ), and the Parties agree that this Agreement shall be a netting 
contract, as defined in FDICIA, and each receipt or payment or delivery 
obligation under the Agreement shall be a covered contractual payment 
entitlement or covered contractual payment obligation, respectively, as 
defined in and subject to FDICIA. 

8 . 1 5 . Confirmation Procedures. In relation to Confirmations, unless 
either Party objects to the terms contained in any Confirmation within 
three ( 3) Business Days of receipt thereof, or such shorter time as may be 
appropriate given the Value Date of the FX Transaction, the terms of such 
Confirmation shall be deemed correct and accepted absent manifest 
error, unless a corrected Confirmation is sent by a Party within such three 
Business Days, or shorter period, as appropriate, in which case the Party 
receiving such corrected Confirmation shall have three ( 3) Business Days, 
or shorter period, as appropriate, after receipt thereof to object to the 
terms contained in such corrected Confirmation. In the event of any con­
flict between the terms of a Confirmation and this Master Agreement, the 
terms of the Master Agreement shall prevail, and the Confirmation shall 
not modify the terms of this Master Agreement. 

8 . 1 6. Amendments. No amendment, modification or waiver of the 
Agreement will be effective unless in writing executed by each of the 
Parties. 
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SECTION 9. LAW AND JURISDICTION 

9 . 1 .  Governing Law. The Agreement shall be governed by, and con­
strued in accordance with the laws of [ the State of New York] [England 
and Wales] without giving effect to conflict of laws provisions. 

9 .2 .  Consent to Jurisdiction. With respect to any Proceedings, each 
Party irrevocably ( i )  [ submits to the non-exclusive jurisdiction of the 
courts of the State of New York and the United States District Court 
located in the Borough of Manhattan in New York City, ] [  agrees for the 
benefit of the other Party that the courts of England shall have jurisdic­
tion to determine any Proceedings and irrevocably submits to the juris­
diction of the English courts] ,  and ( i i )  waives any objection which it may 
have at any time to the laying of venue of any Proceedings brought in any 
such court, waives any claim that such Proceedings have been brought in 
an inconvenient forum and further waives the right to object, with 
respect to such Proceedings, that such court does not have jurisdiction 
over such Party. Nothing in the Agreement precludes either Party from 
bringing Proceedings in any other jurisdiction nor will the bringing of 
Proceedings in any one or more jurisdictions preclude the bringing of 
Proceedings in any other jurisdiction. 

9 .3 .  Waiver of Immunities. Each Party irrevocably waives to the fullest 
extent permitted by applicable law, \Vith respect to itself and its revenues 
and assets ( irrespective of their use or intended use) all immunity on the 
grounds of sovereignty or other similar grounds from ( i )  suit, ( i i )  juris­
diction of any courts, ( ii i )  relief by way of injunction, order for specific 
performance or for recovery of property, ( iv) attachment of its assets 
(whether before or after judgment) and (v) execution or enforcement of 
any judgment to which it or its revenues or assets might otherwise be 
entitled in any Proceedings in the courts of any jurisdiction, and irrevo­
cably agrees to tl1e extent permitted by applicable law that it will not 
claim any such immunity in any Proceedings. Each Party consents gener­
ally in respect of any Proceedings to the giving of any relief or the issue 
of any process in connection with such Proceedings, including, without 
limitation, the making, enforcement or execution against any property 
whatsoever of any order or judgment which may be made or given in 
such Proceedings. 

9 .4 . Waiver ofJury Trial. Each Party hereby irrevocably waives any and 
all right to trial by jury in any Proceedings. 

IN WITNESS WHEREOF, the Parties have caused the Agreement to 
be duly executed by their respective authorized officers as of the first date 
written above. 
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By ________________ __ 
Name: 
Title: 

By ________________ __ 
Name: 
Title: 

Schedule 

Part I .  Scope of Agreement 

The Agreement shall apply to [ all ] [  the following] FX 
Transactions outstanding between any two Designated Offices 
of the Parties on the Effective Date. 

Part I I :  Designated Offices 

Each of the following shall be a Designated Office : 

Part I I I :  Settlement Netting Offices 

Net settlement provisions of Section 3 .2 shall apply to the fol­
lowing Settlement Netting Offices: 

Part IV: Novation Netting Offices 

Netting by novation provisions of Section 3 .3(a)  shall apply to 
the following Novation Netting Offices and shall apply to [ all 
FX Transactions] [  FX Transactions with a Value Date more than 
two Business Days after the day on which the Parties enter into 
an FX Transaction ] :  

Part V: Matched Pair Novation Netting Offices 

Matched pair netting by novation provisions of Section 3 .3 (  b) 
shall apply to the following Matched Pair Novation Netting 
Offices and shall apply to [all FX Transactions] [FX Transactions 
with a Value Date more than two Business Days after the day on 
which the Parties enter into an FX Transaction ] :  

Part VI :  Automatic Termination 

The "Automatic Termination" provision in Section 5 . l  
____ [ shall ] [  shall not] apply to _____ and [shall ] [  shall not] 
apply to ____ __ 
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Part VI :  Notices 

Address: 
Telephone Numbers: 
Telex Number: 
Facsimile Numbers: 
Name of lndividual of Department to Whom Notices Are to Be 
Sent: 

Part VII :  Base Currency 

Part IX: Threshold Amount 

The Threshold Amount applicable to ______ shall be : 

The Threshold Amount applicable to ______ shall be: 

Part X:  Adeguate Assurances 

The provisions of Section 8. 1 3  [shall ] [  shall not] apply to the 
Agreement. 

Part XI :  FDICIA Representations 

The provisions of Section 8. 14  [shall ] [  shall not] apply to the 
Agreement. 



Appendix I I  

2 International Currency Options Market 
(ICOM) Master Agreement 

INTERNATIONAL CURRENCY OPTIONS MARKET 

MASTER AGREEMENTl 

MASTER AGREEMENT dated as of ___ , 19  _ , by and between 

_______ , a  _______ , and ________ _ 

a ______ _ 

l. DEFINITIONS 

In this Agreement, unless otherwise required by the context, the fol ­
lowing terms shall have the following meanings: 

"American Style 
Option" 

"Base Currency" 

"Base Currency 
Rate" 

"Business Day" 

An Option which may be exercised on any Busi­
ness Day up to and including the Expiration 
Time; 

The currency specified as such by a Party in Part 
IV of the Schedule hereto; 

For any day, the average rate at which overnight 
deposits in the Base Currency are offered by major 
banks in the London interbank market as of 1 1  :00 
a.m. ( London time) on such day or such other 
rate as shall be agreed by the Parties, in either case 
as determined in good faith by the Non­
Defaulting Party; 

For purposes of: ( i )  Section 4.2 hereof, a day 
which is a Local Banking Day for the applicable 
Designated Office of the Buyer; ( i i )  Section 5 . 1  
hereof and the definition of American Style 
Option and Exercise Date, a day which is a Local 
Banking Day for the applicable Designated Office 
of the Seller; ( i i i )  the definition of Event of 
Default, a day which is a Local Banking Day for 

I This text is reproduced 1\;th permission li"om the foreign Exchange Committee. It w.1s prep.1red by 
the Rriti•h R.mker's Association and the foreign Exch.mge Committee and is dated April 1992 . 

70 1 
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"Buyer" 

"Call" 

"Call Currency" 

"Confirmation" 

"Currency Pair" 

"Designated Office" 

"European Style 
Option" 

"Event of Default" 

the Non-Defaulting Party; and ( iv) any other pro­
vision hereof, a day which is a Local Banking Day 
for the applicable Designated Office of both 
Parties; provided, however, that neither Saturday 
nor Sunday shall be considered a Business Day 
hereunder for any purpose; 

The owner of an Option; 

An option entitling, but not obligating, the Buyer 
to purchase from the Seller at the Strike Price a 
specified quantity of the Call Currency; 

The currency agreed as such at the time an 
Option is entered into; 

A confirmation of an Option substantially in the 
form of Exhibit I hereto, which confirmation shall 
be in writing (which shall include telex or other 
electronic means from which it is possible to pro­
duce a hard copy);  

The two currencies which may be potentially 
exchanged upon the exercise of an Option, one of 
which shall be the Put Currency and the other the 
Call Currency; 

As to either Party, the office or offices specified on 
Part I of the Schedule hereto and any other office 
specified from time to time by one Party and 
agreed to by the other as an amendment hereto as 
a Designated Office on Part I of the Schedule 
hereto; 

An Option for which Notice of Exercise may be 
given only on the Option's Expiration Date up to 
and including the Expiration Time, unless other­
wise agreed; 

The occurrence of any of the following with 
respect to a Party ( the "Defaulting Party") :  ( i )  the 
Defaulting Party shall default in any payment 
hereunder (including, but not limited to, a 
Premium payment) to the other Party ( the "Non­
Defaulting Party")  with respect to any Option 
and such failure shall continue for two ( 2 )  
Business Days after written notice of non­
payment by the Non-Defaulting Party; ( i i)  the 
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Defaulting Party shall commence a voluntary case 
or other proceeding seeking liquidation, reorgani­
zation or other relief with respect to itself or to its 
debts under any bankruptcy, insolvency or similar 
law, or seeking the appointment of a trustee, 
receiver, liquidator, conservator, administrator, 
custodian or other similar official (each, a 
"Custodian" ) of it or any substantial part of its 
assets; or shall take any corporate action to autho­
rize any of the foregoing; (iii ) an involuntary case 
or other proceeding shall be commenced against 
the Defaulting Party seeking liquidation, reorga­
nization or other relief with respect to it or its 
debts under any bankruptcy, insolvency or other 
similar law or seeking the appointment of a 
Custodian of it or any substantial part of its assets; 
(iv) the Defaulting Party is bankrupt or insolvent; 
(v) the Defaulting Party shall otherwise be unable 
to pay its debts as they become due; (vi )  the fail­
ure by the Defaulting Party to give adequate 
assurances of its ability to perform its obligations 
with respect to an Option within two ( 2 )  Business 
Days of a written request to do so when the Non­
Defaulting Party has reasonable grounds for inse­
curity; (vii) the Defaulting Party of any Custodian 
acting on behalf of the Defaulting Party shall dis­
affirm or repudiate any Option; or (viii) any rep­
resentation or warranty made or deemed made 
pursuant to Section 3 of this Agreement by the 
Defaulting Party shall prove to have been false or 
misleading in any material respect as at the time it 
was made or given or deemed made or given and 
the Non-Defaulting Party shall have given the 
Defaulting Party one ( l )  Business Day's prior 
written notice thereof; 

"Exercise Date" The Business Day on which a Notice of Exercise 
received by the applicable Designated Office of the 
Seller becomes effective pursuant to Section 5 . 1 ;  

"Expiration Date" The date specified as such in a Confirmation; 

"Expiration Time" The latest time on the Expiration Date on which 
the Seller must accept a Notice of Exercise as 
specified in a Confirmation; 



704 • Appendix 1 1-lnternational Financial Materials 

"In-the-money 
Amount" 

"Local Banking 
Day" 

"Notice of 
Exercise" 

"Option" 

"Parties" 

"Premium" 

"Premium Payment 
Date" 

"Put" 

(i) In the case of a Call, the excess of the Spot 
Price over the Strike Price, multiplied by the 
aggregate amount of the Call Currency to be pur­
chased under the Call, where both prices are 
quoted in terms of the amount of the Put 
Currency to be paid for one unit of the Call 
Currency; and (ii ) in the case of a Put, the excess 
of the Strike Price over the Spot Price, multiplied 
by the aggregate amount of the Put Currency to 
be sold under the Put, where both prices are 
quoted in terms of the amount of the Call 
Currency to be paid for one unit of the Put 
Currency; 

For any currency or Party, a day on which com­
mercial banks in the principal banking center of 
the country of issuance of such currency or in the 
location of the applicable Designated Office of 
such Party, respectively, are not authorized or 
required by law to close; 

Telex, telephonic or other electronic notification 
( excluding facsimile transmission),  providing 
assurance of receipt, given by the Buyer prior to 
or at the Expiration Time, of the exercise of an 
Option, which notification shall be irrevocable; 

A Put or a Call ,  as the case may be, including any 
unexpired Put or Call previously entered into by 
the Parties, which shall be or become subject to 
this Agreement unless otherwise agreed; 

The parties to this Agreement; and the term 
"Party" shall mean whichever of the Parties is 
appropriate in the context in which such expres­
sion may be used; 

The purchase price of the Option as agreed upon 
by the Parties, and payable by the Buyer to the 
Seller thereof; 

The date specified as such in the Confirmation; 

An option entitling, but not obligating, the Buyer 
to sell to the Seller at the Strike Price a specified 
quantity of the Put Currency; 
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"Put Currency" The currency agreed as such at the time an 
Option is entered into; 

"Seller" The Party granting an Option; 

"Settlement Date" In respect of: ( i )  an American Style Option, the 
Spot Date of the Currency Pair on the Exercise 
Date of such Option; and ( i i )  a European Style 
Option, the Spot Date of the Currency Pair on 
the Expiration Date of such Option; 

"Spot Date" The spot delivery day for the relevant Currency 
Pair as generally used by the foreign exchange 
market; 

"Spot Price" The price at the time at which such price is to be 
determined for foreign exchange transactions in 
the relevant Currency Pair for value on the Spot 
Date, as determined in good faith: ( i) by the 
Seller, for purposes of Section 5 hereof; and ( i i )  by 
the Non-Defaulting Party, for purposes of Section 
8 hereof; 

"Strike Price" The price specified in a Confirmation at which the 
Currency Pair may be exchanged. 

2. GENERAL 

2 . l  The Parties (through their respective Designated Offices) may 
enter into Options (neither being obliged to do so) for such 
Premiums, with such Expiration Dates, at such Strike Prices and 
for the purchase or sale of such quantities of such currencies, as 
may be agreed subject to the terms hereof. 

2.2 Each Option shall be go\'erned by the terms and conditions set 
forth in this Master Agreement and in the Confirmation relating to 
such Option. Each Confirmation shall supplement and form a part 
of this Master Agreement and shall be read and construed as one 
with this Master Agreement and with each other Confirmation, so 
that this Master Agreement and all Confirmations, Schedules and 
amendments hereto constitute a single agreement between the 
Parties (collectively referred to as this "Agreement") .  The Parties 
acknowledge that all Options are entered into in reliance upon 
such fact, it being understood that the Parties would not otherwise 
enter into any Option. 

2 .3  Options shall be promptly confirmed by the Parties by 
Confirmations exchanged by mail , telex, facsimile or other 
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electronic means. U nless either Party objects to the terms con­
tained in any Confirmation within the earlier of ( i )  the time peri­
od recognized by local market practice or (i i)  three (3 )  Business 
Days of receipt thereof, the terms of such Confirmation shall be 
deemed correct absent manifest error, unless a corrected 
Confirmation is sent by a Party within such three day period, in 
which case the Party receiving such corrected Confirmation shall 
have three ( 3) Business Days after receipt thereof to object to the 
terms contained in such corrected Confirmation. Failure by 
either Party to issue a Confirmation shall not alter the rights and 
obligations of either Party under an Option to which the Parties 
have agreed. In the event of any conflict between the terms of a 
Confirmation and this Agreement, such Confirmation shall pre­
vail, except for purposes of this Section 2 .3  and Section 6 hereof. 

2 .4 Neither Party may assign its rights nor delegate its obligations 
under any Option to a third party without the prior written con­
sent of the other Party. 

3. REPRESENTATIONS AND WARRANTIES; CONTRACTUAL 
STATUS 

Each Party represents and warrants to the other Party as of the date 
hereof and as of the date of each Option that: ( i )  it has authority to 
enter into this Master Agreement and such Option;  ( i i )  the persons 
executing this Master Agreement and entering into such Option on 
its behalf have been duly authorized to do so; ( iii ) this Master 
Agreement and such Option are binding upon it and enforceable 
against it in accordance with their respective terms and do not and 
will not violate the terms of any agreements to which such Party is 
bound; (iv) no Event of Default, or event which, with notice or lapse 
of time or both, would constitute an Event of Default has occurred 
and is continuing with respect to it; and (v) it acts as principal in 
entering into and exercising each and every Option. 

4. THE PREMIUM 

4 . l  Unless otherwise agreed in writing by the Parties, the Premium 
related to an Option shall be paid on its Premium Payment Date. 

4 .2 If any Premium is not received on the Premium Payment Date, 
the Seller may elect either: ( i )  to accept a late payment of such 
Premium; ( i i )  to give written notice of such non-payment and, if 
such payment shall not be received within two ( 2 )  Business Days 
of such notice, treat the related Option as void; or ( ii i )  to give 
written notice of such non-payment and, if such payment shall 
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not be received within two (2) Business Days of such notice, 
treat such non-payment as an Event of Default under clause ( i )  
of  the definition of  Event of  Default. If  the Seller elects to  act 
under either clause ( i )  or ( ii )  of the preceding sentence, the 
Buyer shall pay all out-of-pocket costs and actual damages 
incurred in connection with such unpaid or late Premium or void 
Option, including, without limitation, interest on such Premium 
in the same currency as such Premium at the then prevailing mar­
ket rate and any other costs or expenses incurred by the Seller in 
covering its obligations ( including, without limitation, a delta 
hedge) with respect to such Option. 

5. EXERCISE AND SETTLEMENT OF OPTIONS 

5 . l  The Buyer may exercise an Option by delivery to the Seller of a 
Notice of Exercise. Subject to Section 5 .4 hereof, if an Option 
has not been exercised prior to or at the Expiration Time, it shall 
expire and become void and of no effect. Any Notice of Exercise 
shall (unless otherwise agreed): ( i )  if received prior to 3:00 p.m. 
on a Business Day, be effective upon receipt thereof by the Seller; 
and (ii) if received after 3 :00 p.m. on a Business Day, be effective 
only as of the opening of business of the Seller on the first 
Business Day subsequent to its receipt. 

5 .2  An exercised Option shall settle on its Settlement Date. Subject to 
Sections 5 .3  and 5 .4 hereof, on the Settlement Date, the Buyer 
shall pay the Put Currency to the Seller for value on the 
Settlement Date and the Seller shall pay the Call Currency to the 
Buyer for value on the Settlement Date. 

5 . 3  An Option shall be settled at its In-the-money Amount if so 
agreed by the Parties at the time such Option is entered into. In 
such case, the In-the-money Amount shall be determined based 
upon the Spot Price at the time of exercise or as soon thereafter 
as possible . The sole obligations of the Parties with respect to 
such Option shall be to deliver or receive the In-the-money 
Amount of such Option on the Settlement Date. 

5 .4 Unless the Seller is otherwise instructed by the Buyer, if an 
Option has an In-the-money Amount at its Expiration Time that 
equals or exceeds the product of (x)  l %  of the Strike Price and 
(y) the amount of the Call or Put Currency, as appropriate, then 
the Option shall be deemed automatically exercised. In such 
case, the Seller may elect to settle such Option either in accor­
dance with Section 5 .2  of this Agreement or by payment to the 
Buyer on the Settlement Date for such Option of the In-the-
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money Amount, as determined at the Expiration Time or as soon 
thereafter as possible. In the latter case, the sole obligations of 
the Parties with respect to such Option shall be to deliver or 
receive the In-the-money Amount of such Option on the 
Settlement Date. The Seller shall notify the Buyer of its election 
of the method of settlement of an automatically exercised Option 
as soon as practicable after the Expiration Time. 

5.5 Unless otherwise agreed by the Parties, an Option may be exer­
cised only in whole. 

6. DISCHARGE AND TERMINATION OF OPTIONS 

Unless otherwise agreed, any Call Option or any Put Option written 
by a Party will automatically be terminated and discharged, in whole 
or in part, as applicable, against a Call Option or a Put Option, 
respectively, written by the other Party, such termination and dis­
charge to occur automatically upon the payment in full of the last 
Premium payable in respect of such Options; provided that such ter­
mination and discharge may only occur in respect of Options: 

(a )  each being with respect to the same Put Currency and the same 
Call Currency; 

(b)  each having the same Expiration Date and Expiration Time; 

(c )  each being of the same style, i .e .  either both being American 
Style Options or both being European Style Options; 

(d)  each having the same Strike Price; and 

( e )  neither of which shall have been exercised by delivery of a 
�otice of Exercise; 

and, upon the occurrence of such termination and discharge, neither 
Party shall have any further obligation to the other Party in respect 
of the relevant Options or, as the case may be, parts thereof so ter­
minated and discharged. In the case of a partial termination and dis­
charge ( i .e . ,  where the relevant Options are for different amounts of 
the Currency Pair), the remaining portion of the Option which is 
partially discharged and terminated shall continue to be an Option 
for all purposes of this Agreement, including this Section 6. 

7. PAYMENT NETTING 

7 . l  If, on any date, and unless otherwise mutually agreed by the 
Parties, Premiums would otherwise be payable hereunder in 
the same currency between respective Designated Offices of the 
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Parties, then, on such date, each Party's obligation to make pay­
ment of any such Premium will be automatically satisfied and dis­
charged and, if the aggregate Premium( s) that would otherwise 
have been payable by such Designated Office of one Party exceeds 
the aggregate Premium(s) that would otherwise have been payable 
by such Designated Office of the other Party, replaced by an obli­
gation upon the Party by whom the larger aggregate Premium( s) 
would have been payable to pay the other Party the excess of the 
larger aggregate Premium(s )  over the smaller aggregate 
Premium(s) .  

7.2 If, on any date, and unless otherwise mutually agreed by the 
Parties, amounts other than Premium payments would otherwise 
be payable hereunder in the same currency between respective 
Designated Offices of the Parties, then, on such date, each 
Party's obligation to make payment of any such amount will be 
automatically satisfied and discharged and, if the aggregate 
amount that would otherwise have been payable by such 
Designated Office of one Party exceeds the aggregate amount 
that would otherwise have been payable by such Designated 
Office of the other Party, replaced by an obligation upon the 
Party by whom the larger aggregate amount would have been 
payable to pay the other Party the excess of the larger aggregate 
amount over the smaller aggregate amount. 

8. DEFAULT 

8 . 1  If an Event of Default has occurred and is continuing, then the 
l\'on-Defaulting Party shall have the right to liquidate and/or to 
deem to liquidate all, but not less than all (except to the extent 
that in the good faith opinion of the Non-Defaulting Party cer­
tain of such Options may not be liquidated under applicable 
law), outstanding Options by notice to the Defaulting Party. The 
previous sentence notwithstanding, in the case of an Event of 
Default specified in clauses ( ii ) ,  (iii) or ( iv) of the definition 
thereof, such liquidation and/or deemed liquidation shall be 
automatic as to all outstanding Options, except where the rele­
vant voluntary or involuntary case or other proceeding or 
bankruptcy or insolvency giving rise to such Event of Default is 
governed by a system of law which contains express provisions 
enabling close-out in the manner described in clauses ( i )  to (iv) 
below (or a manner equivalent thereto) to take place after the 
occurrence of the relevant Event of Default in the absence of 
automatic liquidation . Such liquidation and/or deemed liquida­
tion shall be effected by: 
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( i )  closing out each such Option at the same time of liquidation 
so that each such Option is canceled and market damages for 
each Party are calculated equal to the aggregate of (a )  with 
respect to each Option purchased by such Party, the current 
market premium for such Option, (b )  with respect to each 
Option sold by such Party, any unpaid Premium and, to the 
extent permitted by applicable law, interest on any unpaid 
Premium in the same currency as such Premium at the then 
prevailing market rate, (c) with respect to any exercised 
Option, any unpaid amount due in settlement of such 
Option and, to the extent permitted by applicable law, inter­
est thereon from the applicable Settlement Date to the day 
of close-out at the average rate at which overnight deposits 
in the currency in which such unpaid amount was due are 
offered by major banks in the London interbank market as of 
1 1 :00 a .m.  ( London time) on each such day plus 1 %  per 
annum, and (d) any costs or expenses incurred by the Non­
Defaulting Party in covering its obligations ( including a delta 
hedge) with respect to such Option, all as determined in 
good faith by the Non-Defaulting Party; 

( i i )  converting any damages calculated in accordance with clause 
( i )  above in a currency other than the Non-Defaulting 
Party's Base Currency into such Base Currency at the Spot 
Price at which, at the time of liquidation, the Non­
Defaulting Party could enter into a contract in the foreign 
exchange market to buy the Base Currency in exchange for 
such currency; 

( iii ) netting such damage payments with respect to each Party so 
that all such amounts are netted to a single liquidated 
amount payable by one Party to the other Party as a settle­
ment payment; and 

( iv) setting off the net payment calculated in accordance with clause 
(ii i) above which the Non-Defaulting Party owes to the 
Defaulting Party, if any, and, at the option of the Non­
Defaulting Party, any margin or other collateral ("Margin") 
held by the Non-Defaulting Party (including the liquidated 
value of any non-cash Margin) in respect of the Defaulting 
Party's obligations hereunder against the net payment calculat­
ed in accordance with clause ( iii) above which the Defaulting 
Party owes to the Non-Defaulting Party, if any, and, at the 
option of the Non-Defaulting Party, any Margin held by the 
Defaulting Party ( including the liquidated value of any non-
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cash Margin) in respect of the Non-Defaulting Party's obliga­
tions hereunder; provided, that, for purposes of such set-off, 
any Margin denominated in a currency other than the Non­
Defaulting Party's Base Currency shall be converted into such 
currency at the rate specified in clause (i i) above. 

8.2 The net amount payable by one Party to the other Party pur­
suant to the provisions of Section 8 . 1  above shall be paid by the 
close of business on the Business Day following such liquidation 
and/or deemed liquidation of all such Options (converted as 
required by applicable law into any other currency, any such costs 
of conversion to be borne by, and deducted from any payment 
to, the Defaulting Party). To the extent permitted by applicable 
law, any amounts owed but not paid when due under this Section 
8 shall bear interest at the Base Currency Rate plus 1 %  per 
annum (or, if conversion is required by applicable law into some 
other currency, either (x)  the average rate at which overnight 
deposits in such other currency are offered by major banks in the 
London interbank market as of 1 1 :00 a.m. (London time ) plus 
1% per annum or (y) such other rate as may be prescribed by such 
applicable law) for each day for which such amount remains 
unpaid. 

8 .3  Without prejudice to the foregoing, so long as a Party shall be in 
default in payment or performance to the other Party hereunder 
or under any Option and the Non-Defaulting Party has not exer­
cised its rights under this Section 8, or during the pendency of a 
reasonable request to a Party for adequate assurances of its abil­
ity to perform its obligations hereunder or under any Option, 
the other Party may, at its election and without penalty, suspend 
its obligation to perform hereunder or under any Option. 

8 .4 The Party required to make a payment to the other Party pur­
suant to Sections 8 . 1  and 8 .2  above shal l  pay to the other Party 
all out-of-pocket expenses incurred by such other Party ( includ­
ing fees and disbursements of counsel and time charges of attor­
neys who may be employees of such other Party) in connection 
with any reasonable collection or other enforcement proceedings 
related to such required payment. 

8 .5  The Parties agree that the amounts recoverable under this 
Section 8 are a reasonable pre-estimate of loss and not a penalty. 
Such amounts are payable for the loss of bargain and the loss of 
protection against future risks and, except as otherwise provided 
in this Agreement, neither Party will be entitled to recover any 
additional damages as a consequence of such losses. 
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8 .6 The Non-Defaulting Party's rights under this Section 8 shall be 
in addition to, and not in limitation or exclusion of, any other 
rights which the Non-Defaulting Party may have (whether by 
agreement, operation of law or otherwise) ,  and the Non­
Defaulting Party shall have a general right of set-off with respect 
to all amounts owed by each party to the other Party, whether 
due or not due (provided that any amount not due at the time 
of such set-off shall be discounted to present value in a commer­
cially reasonable manner by the Non-Defaulting Party) .  

9. PARTIES TO RELY ON THEIR OWN EXPERTISE 

Each Option shall be deemed to have been entered into by each 
Party in reliance only upon its judgment. Neither Party holds out 
itself as advising, or any of its employees or agents as having i ts 
authority to advise, the other Party as to whether or not it should 
enter into any such Option (whether as Seller or Buyer) or as to any 
subsequent actions relating thereto or on any other commercial 
matters concerned with any currency options or transactions, and 
neither Party shall have any responsibility or liability whatsoever in 
respect of any advice of this nature given, or views expressed, by it 
or any of such persons to the other Party, whether or not such advice 
is given or such views are expressed at the request of the other Party. 

1 0. ILLEGALITY, IMPOSSIBILITY AND FORCE MAJEURE 

If either Party is prevented from or hindered or delayed by reason of 
force majeure or act of State in the delivery or payment of any curren­
cy in respect of an Option or if it becomes unlawful or impossible for 
either Party to make or receive any payment in respect of an Option, 
then the Party for whom such performance has been prevented, hin­
dered or delayed or has become illegal or impossible shall promptly 
give notice thereof to the other Party and either Party may, by notice 
to the other Party, require the liquidation and close-out of each affect­
ed Option in accordance with the provisions of Section 8 hereof and, 
tor such purposes, the Party unattected by such force majeure, act of 
State, illegality or impossibil ity shall be considered the �on-Defaulting 
Party and, tor purposes of this Section 10, such :\on-Defaulting Party 
shall pertorm the calculation required under Section 8 .  

l l .  MISCELLANEOUS 

1 1 . 1  Unless otherwise specified, the times referred to herein shall 
in each case refer to the local time of the relevant Designated 
Office of the Seller of the relevant Option. 
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1 1 .2 Unless otherwise specified, all notices, instructions and other 
communications to be given to a Party hereunder shall be 
given to the address, telex (if confirmed by the appropriate 
answerback), facsimile ( confirmed if requested) or telephone 
number and to the individual or Department specified by such 
Party in Part II of the Schedule attached hereto. Unless oth­
erwise specified, any notice, instruction or other communica­
tion, shall be effective upon receipt if given in accordance w_ith 
this Section 1 1 .2 .  

1 1 .3  All payments to be made hereunder shall be made in same day 
(or immediately available) and freely transferable funds and, 
unless otherwise specified, shall be delivered to such office of 
such bank and in favor of such account as shall be specified by 
the Party entitled to receive such payment in Part I I I  of the 
Schedule attached hereto or as specified by such Party by 
notice given in accordance with Section 1 1 .2 .  Time shall be of 
the essence in this Agreement. 

1 1 .4 The receipt or recovery by either Party of any amount in 
respect of an obligation of the other Party in a currency other 
than the Base Currency (other than receipt by the Defaulting 
Party pursuant to Sections 8 . 1  and 8 .2 of a payment in the 
Non-Defaulting Party's Base Currency) ,  whether pursuant to 
a judgment of any court or pursuant to Section 8 hereof, shall 
discharge such obligation only to the extent that, on the first 
day on which such party is open for business immediately fol ­
lowing such receipt, the recipient shall be  able, in  accordance 
with normal banking procedures, to purchase the Base 
Currency with the currency received. If the amount of the 
Base Currency purchasable shall be less than the original Base 
Currency amount calculated pursuant to Section 8 hereof, the 
obligor shall, as a separate obligation and notwithstanding any 
judgment of any court, indemnify the recipient against any 
loss sustained by it. The obligor shall in any event indemnify 
the recipient against any costs incurred by it in making any 
such purchase of the Base Currency. 

1 1 . 5  The Parties agree that each may electronically record all tele­
phonic conversations between them and that any such record­
ings may be submitted in evidence to any court or in any 
proceeding for the purpose of establishing any matters perti­
nent to any Option. 

1 1 .6 This Agreement shall supersede any other agreement between 
the Parties with respect to the subject matter hereof and all 
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outstanding Options between the Parties on the date hereof 
shall be subject hereto, unless otherwise expressly agreed by 
the Parties. 

1 1 .7 A margin agreement between the Parties may apply to obliga­
tions governed by this Agreement. If the Parties have 
executed a margin agreement, such margin agreement shall be 
subject to the terms hereof and is hereby incorporated by ref­
erence herein. I n  the event of any conflict between a margin 
agreement and this Agreement, this Agreement shall prevail, 
except for any provision in such margin agreement in respect 
of governing law. 

1 1 .8 In the event any one or more of the provisions contained in 
this Agreement should be held invalid, illegal or unenforce­
able in any respect, the validity, legality and enforceability of 
the remaining provisions contained herein shall not in any way 
be affected or impaired thereby. The Parties shall endeavor in 
good faith negotiations to replace the invalid, illegal or unen­
forceable provisions with valid provisions the economic effect 
of which comes as close as possible to that of the invalid, ille­
gal or unenforceable provisions. 

12. LAW AND JURISDICTION 

1 2 . 1  This Agreement shall be governed by, and construed in accor­
dance with, the laws of [ the State of New York] [ England and 
Wales] without giving effect to conflicts of law principles. 

12 .2 With respect to any suit, action or proceedings 
("Proceedings") relating to any Option or this Agreement, 
each Party irrevocably ( i) [ submits to the non -exclusive juris­
diction of the courts of the State of New York and the United 
States District Court located in the Borough of Manhattan in 
New York City,] [ agrees for the benefit of the other Party that 
the courts of England shall have jurisdiction to determine any 
Processing and irrevocably submits to the jurisdiction of the 
English courts] and (i i) waives any objection which it may 
have at any time to the laying of venue of any Proceedings 
brought in any such court, waives any claim that such 
Proceedings have been brought in an inconvenient forum and 
further waives the right to object, with respect to such 
Proceedings, that such court does not have jurisdiction over 
such Party. Nothing in this Agreement precludes either Party 
from bringing Proceedings in any other jurisdiction nor will 
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the bringing of Proceedings i n  any one or more jurisdictions 
preclude the bringing of Proceedings in any other jurisdiction. 

12 .3  Each Party hereby irrevocably waives any and all right to trial 
by jury in any legal proceeding arising out of or relating to this 
Agreement or any Option. 

1 2 .4 Each Party hereby irrevocably waives, to the fi.1llest extent per­
mitted by applicable law, with respect to itself and its revenues 
and assets (irrespective of their use or intended use),  all immu­
nity on the grounds of sovereignty or other similar grounds 
from ( i )  suit, ( i i)  jurisdiction of any court, ( iii ) relief by way of 
injunction, order for specific performance or for recovery of 
property, (iv) attachment of its assets (whether before or after 
judgment) and (v) execution or enforcement of any judgment 
to which it or its revenues or assets might otherwise be enti­
tled in any Proceedings (as defined in Section 12 .2 hereof) in 
the courts of any jurisdiction and irrevocably agrees, to the 
extent permitted by applicable law, that it will not claim any 
such immunity in any Proceedings. 

IN WITNESS WHEREOF, the Parties have caused this Agreement to 
be duly executed by their respective authorized officers as of the date first 
written above . 

By: _______ _ 

Title: ________ _ 

By: ________ _ 

Title: ________ _ 
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EXHIBIT I 

CURRENCY OPTION CONFIRMATION 

To: ________ _ 

____________ hereby confirms the following terms of a 
currency option: 

Reference: 

Trade Date (DD/MMM/YY):  

Buyer: 

Seller: 

Option Style (European or American) :  

Option Type (Put or Call) :  

Put Currency and Amount: 

Call Currency and Amount: 

Strike Price: 

Expiration Date (DD/MMMjYY) :  

Expiration Time: 

Expiration Settlement Date (DD/MMM/YY): 

Premium: 

Price: 

Premium Payment Date (DD/MMM/YY): 

Premium Payment Instructions: 

Other terms and conditions: 

This Option is subject to the International Currency Options Market 
Master Agreement between [ us]  l and ____ _ 

dated as of , 19_] .  

Please confirm to u s  by return telex, mail, facsimile or other electronic 
transmission that the above details are correct. 
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SCHEDULE 

Part 1: Designated Offices 

Each of the following shall be a Designated Office: 

Part I I :  1:\:otices 

Address 

Telephone Number 

Telex Number 

Facsimile !\:umber 

!\:arne of Individual or Department to Whom 1:\:otices Are to Be Sent 

Part I I  I: Payment Instructions 

Name of Bank and Office, Account Number and Reference with 
Respect to Relevant Currencies 

Part IV: Base Currency 
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3 International Swap Dealers Association 
(ISDA) Master Agreement 

(Multicurrency-Cross Border) 

International Swap Dealers Association. Inc. 

MASTER AGREEMENT 

dated as of ......... . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  and . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . .  . 

have entered and/or anticipate entering into one or more transactions (each a ''Transaction") that are or will 
be governed by this Master Agreement, which includes the schedule (the "Schedule"). and the documents 
and other confirming evidence (each a "Confirmation") exchanged between the panies confirming those 
Transactions. 

Accordingly, the parties agree as follows:-

] .  Interpretation 

(a) Definitions. The terms defmed in Section 14 and in the Schedule will have the meanings therein 
specified for the purpose of this Master Agreement. 

(bl Inconsistency. In the event of any inconsistency between the provisions of the Schedule and the 
other provisions of this Master Agreement, the Schedule will prevail. In the event of any inconsistency 
between the provisions of any Confirmation and this Master Agreement (including the Schedule), such 
Confirmation will prevail for the purpose of the relevant Transaction. 

(c) Single Agreement. All Transactions are entered into in reliance on the fact that this Master 
Agreement and all Conftrmations form a single agreement between the panies (collectively referred to as 
this ··Agreement"), and the parties would not otherwise enter into any Transactions. 

2. Obligations 

(a) General Conditions. 

(il Each party will make each payment or delivery specified in each Conftrmation to be made by 
it. subject to the other provisions of this Agreement. 

<ii l Payments under this Agreement will be made on the due date for value on that date in the place 
of the account specified in the relevant Confirmation or otherwise pursuant to this Agreement, in 
freely transferable funds and in the manner customary for payments in the required currency. Where 
settlement is by delivery (that is, other than by payment), such delivery will be made for receipt on 
the due date in the manner customary for the relevant obligation unless otherwise specified in the 
relevant Confirmation or elsewhere in this Agreement. 

(iii! Each obligation of each party under Section 2(a)(i) is subject to ( I  l the condition precedent 
that no Event of Default or Potential Event of Default with respect to the other party bas occurred 
and is continuing. (2) the condition precedent that no Early Termination Date m respect of the 
relevant Transaction has occurred or been effecuvely designated and (3) each other applicable 
condition precedent specified in this Agreement. 

Copyright fJ 1992 by lnternauonal Swap Dealers Assocl&lJOD. Inc. 

!This tc:xt is rc:produced with pc:rmission from the: Intc:rnational Swap Dealers 
Association, Inc. 
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(b) Change of Account. Either party may change its account for receiving a payment or delivery by 
giving notice to the other party at least five Local Business Days prior to the scheduled date for the payment 
or delivery to which such change applies unless such other party gives timely notice of a reasonable objection 
to such change. 

(c) Netting. If on any date amounts would otherwise be payable:­

(i) in the same currency; and 

(ii) in respect of the same Transaction, 

by each party to the other, then, on such date, each party's obligation to make payment of any such amount 
will be automatically satisfied and discharged and, if the aggregate amount that would otherwise have been 
payable by one party exceeds the aggregate amount that would otherwise have been payable by the other 
party, replaced by an obligation upon the party by whom the larger aggregate amount would have been 
payable to pay to the other party the excess of the larger aggregate amount over the smaller aggregate amount. 

The parties may elect in respect of two or more Transactions that a net amount will be determined in respect 
of all amounts payable on the same date in the same currency in respect of such Transactions, regardless of 
whether such amounts are payable in respect of the same Transaction. The election may be made in the 
Schedule or a Confirmation by specifying that subparagraph (ii) above will not apply to the Transactions 
identified as being subject to the election, together with the starting date (in which case subparagraph (ii) 
above will not, or will cease to, apply to such Transactions from such date). This election may be made 
separately for different groups of Transactions and will apply separately to each pairing of Offices through 
which the parties make and receive payments or deliveries. 

(d) Deduction or Withholding for Tax. 
(i) Gross-Up. All payments under this Agreement will be made without any deduction or 
withholding for or on account of any Tax unless such deduction or withholding is required by any 
applicable law, as modified by the practice of any relevant governmental revenue authority, then in 
effect. If a party is so required to deduct or withhold, then that party ("X") will:-

( I )  promptly notify the other party ("Y") of such requirement; 

(2) pay to the relevant authorities the full amount required to be deducted or withheld 
(including the full amount required to be deducted or withheld from any additional amount 
paid by X to Y under this Section 2Cdl) promptly upon the earlier of determining that such 
deduction or withholding is required or receiving notice that such amount bas been assessed 
against Y;  

(3) promptly forward to Y an official receipt (or a cenified copy), or other documentation 
reasonably acceptable to Y, evidencing such payment to such authorities; and 

(4) if such Tax is an lndemnifiable Tax, pay to Y. in addition to the payment to wbicb Y is 
otherwise entitled under this Agreement, such additional amount as is necessary to ensure that 
the net amount actually received by Y (free and clear of l ndemnifiable Taxes, whether assessed 
against X or Y) will equal the full amount Y would have received bad no such deduction or 
withholding been required. However, X will not be required to pay any additional amount to 
Y to the extent that it would not be required to be paid but for:-

CAl the failure by Y to comply with or perform any agreement contained in 
Section 4(a)(i), 4(a)(iii) or 4(d); or 

CB) the failure of a representauon made by Y pursuant to Section 3(0 to be accurate and 
true unless such fail ure would not have occurred but for ( I )  any action taken by a taxing 
authority, or brought in a coun of competent j urisdiction, on or after the date on which a 
Transaction is entered into (regardless of whether such action is taken or brought with 
respect to a party to this Agreement) or (II) a Change in Tax Law. 

2 ISOA® 1992 
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(li) Uability. If:-

( I )  X is required by any applicable law, as modified by the practice of any relevant 
governmental revenue authority, to make any deduction or withholding in respect of which X 
would not be required to pay an additional amount to Y under Section 2(d)(i)(4); 

(2) X does not so deduct or withhold; and 

(3 )  a liability resulting from such Tax is assessed directly against X, 
then, except to the extent Y has satisfied or then satisfies the liability resulting from such Tax, Y 
will promptly pay to X the amount of such liability (including any related liability for interest, but 
including any related liability for penalties only if Y has failed to comply with or perform any 
agreement contained in Section 4(a)(i), 4(a)(iii) or 4(d)). 

(e) Default Interest; Other Amounts. Prior to the occurrence or effective designation of an Early 
Termination Date in respect of the relevant Transaction, a party that defaults in the performance of any 
payment obligation will, to the extent permitted by law and subject to Section 6(c), be required to pay interest 
(before as well as after j udgment) on the overdue amount to the other party on demand in the same currency 
as such overdue amount, for the period from (and including) the original due date for payment to (but 
excluding) the date of actual payment, at the Default Rate. Such interest will be calculated on the basis of 
daily compounding and the actual number of days elapsed. If, prior to the occurrence or effective designation 
of an Early Termination Date in respect of the relevant Transaction, a party defaults in the performance of 
any obligation required to be settled by delivery, it will compensate the other party on demand if and to the 
extent provided for in the relevant Confirmation or elsewhere in this Agreement. 

3. Representations 

Each party represents to the other party (which representations will be deemed to be repeated by each party 
on each date on which a Transaction is entered into and, in the case of the representations in Section 3(f), at 
all times until the termination of this Agreement) that:-

(al Basic Representations. 

(i) Status. It is duly organised and validly existing under the laws of the jurisdiction of its 
organisation or incorporation and, if relevant under such laws, in good standing; 

(ii) Powers. It bas the power to execute this Agreement and any other documentation relating to 
this Agreement to which it is a party, to deliver this Agreement and any other documentation relating 
to this Agreement that it IS required by this Agreement to deliver and to perform its obligations 
under this Agreement and any obligations it has under any Credit Suppon Document to which it is 
a party and has taken all necessary action to authorise such execution, deli very and performance; 

(iii) No Violation or Conflict. Such execution, delivery and performance do not violate or conflict 
with any law applicable to it. any provision of its constitutional documents, any order or judgment 
of any coun or other agency of government applicable to it or any of its assets or any contractual 
restriction binding on or affecting it or any of its assets; 

(iv) Consents. All governmental and other consents that are required to have been obtained by it 
with respect to this Agreement or any Credit Support Document to which it is a party have been 
obtained and are in full force and effect and all conditions of any such consents have been complied 
with; and 

( v )  Obligations Binding. Its obligations under this Agreement and any Credit Support Document 
to which it is a party constitute its legal, valid and binding obligations, enforceable in accordance 
with their respective terms (subject to applicable bankruptcy, reorganisation, insolvency, 
moratorium or similar laws affecting creditors' rights generally and subject, as to enforceability, to 
equitable principles of general application (regardless of whether enforcement is sought in a 
proceeding in equity or at law)). 

ISDA® 1992 
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(b) Absence of Certain Events. No Event of Default or Potential Event of Default or, to its knowledge, 
Termination Event with respect to it has occurred and is continuing and no such event or circumstance would 
occur as a result of its entering into or performing its obligations under this Agreement or any Credit Support 
Document to which it is a pany. 

(c) Absence of Litigation. There is not pending or, to its knowledge, threatened against i t  or any of its 
Affiliates any action, suit or proceeding at law or in equity or before any court, tribunal, governmental body, 
agency or official or any arbitrator that is likely to affect the legality, validity or enforceability against it of 
this Agreement or any Credit Support Document to which it is a party or its ability to perform its obligations 
under this Agreement or such Credit Support Document. 

(d) Accuracy of Specified Information. All applicable information tljat is furnished in writing by or on 
behalf of it  to the other party and is identified for the purpose of this Section 3Cd) in the Schedule is, as of 
the date of the information, true, accurate and complete in every material respect. 

(e) Payer Tax Representation. Each representation specified in the Schedule as being made by it for 
the purpose of this Section 3(e) is accurate and true. 

(f) Payee Tax Representations. Each representation specified in the Schedule as being made by it for 
the purpose of this Section 3(f) is accurate and true. 

4. Agreements 

Each pany agrees with the other that, so long as either party has or may have any obligation under this 
Agreement or under any Credit Support Document to which it is a pany:-

(a) Furnish Specified Information. It will deliver to the other pany or, in certain cases under 
subparagraph (iii) below, to such government or taxing authority as the other pany reasonably directs:-

(i) any forms, documents or certificates relating to taxation specified in the Schedule or any 
Confirmation; 

(i i)  any other documents specified in the Schedule or any Confumation; and 

(iii) upon reasonable demand by such other party, any form or document that may be required or 
reasonably requested in writing in order to allow such other pany or its Credit Support Provider to 
make a payment under this Agreement or any applicable Credit Support Document without any 
deduction or withholding for or on account of any Tax or with such deduction or withbolding at a 
reduced rate (so long as the completion, execution or submission of such form or document would 
not materially prejudice the legal or commercial position of the party in receipt of such demand), 

with any such form or document to be accurate and completed in a manner reasonably satisfactory 
to such other party and to be executed and to be delivered with any reasonably required certification, 

in each case hy the date specified in the Schedule or such Confirmation or, if none is specified, as soon as 
reasonably practicable. 

(b) Maintain Authorisations. It will use all reasonable efforts to maintain in full force and effect all 
consents of any governmental or other authority that are required to be obtained by it with respect to this 
Agreement or any Credit Support Document to which it is a party and will use all reasonable efforts to obtain 
any that may become necessary in the future. 

(c) Comply with Laws. It will comply in all material respects with all applicable laws and orders to 
which it may be subject if fai lure so to comply would materially impair its ability to perform its obligations 
under this Agreement or any Credit Support Document to which it is a pany. 

!dl Tax Agreement. It will give notice of any failure of a representation made by it under Section 3(!) 
10 be accurate and true promptly upon learning of such failure. 

(e) Payment of Stamp Tax. Subject to Section I I ,  it will pay any Stamp Tax levied or imposed upon 
11 or in respect of its execution or performance of this Agreement by a jurisdiction in wbicb it is incorporated, 
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organised, managed and controlled, or considered to have its seat, or in which a branch' or office through 
which it is acting for the purpose of this Agreement is located ("Stamp Tax Jurisdiction") and will indemnify 
the other party against any Stamp Tax levied or imposed upon the other party or in respect of the other party's 
execution or performance of this Agreement by any such Stamp Tax Jurisdiction which is not also a Stamp 
Tax Jurisdiction with respect to the other party. 

5. Events of Default and Termination Events 

(a) Events of Default. The occurrence at any time with respect to a party or, if applicable, any Credit 
Support Provider of such party or any Specified Entity of such party of any of the following events constitutes 
an event of default (an "Event of Default") with respect to such party:-

(i) Failure to Pay or Deliver. Failure by the party to make, when due, any payment under this 
Agreement or delivery under Section 2(a)(i) or 2(e) required to be made by it if such failure is not 
remedied on or before the third Local Business Day after notice of such failure is given to the party; 

(ii) Breach of Agreement. Failure by the party to comply with or perform any agreemenl or 
obligation (other than an obligation to make any payment under this Agreement or delivery under 
Section 2(a)(i) or 2(e) or to give notice of a Termination Event or any agreement or obligation 
under Section 4(a)(i), 4(a)(iii) or 4(d)) to be complied with or performed by the party in accordance 
with this Agreement if such failure is not remedied on or before the thirtieth day after notice of 
such failure is given to the party; 

(iii) Credit Support Default. 

( I )  Failure by the party or any Credit Support Provider of such party to comply with or 
perform any agreemenl or obligation to be complied with or performed by it in accordance 
with any Credit S upport Document if such failure is continuing after any applicable grace 
period bas elapsed; 

(2) the expiration or termination of such Credit Support Document or the failing or ceasing 
of such Credit Support Document to be in full force and effect for the purpose of this Agreement 
(in either case other than in accordance with its terms) prior to the satisfaction of all obligations 
of such party under each Transaction to which such Credit Support Document relates without 
the written consent of the other party; or 

(3) the party or such Credit S upport Provider disaffirms, disclaims, repudiates or rejects, in 
whole or in part, or challenges the validity of, such Credit S upport Document; 

(iv) Misrepresentation. A representation (other than a representation under Section 3(e) or (0) 
made or repeated or deemed to have been made or repeated by the party or any Credit Support 
Provider of such party in this Agreement or any Credit Support Document proves to have been 
incorrect or misleading in any material respect when made or repeated or deemed to have been made 
or repeated; 

(v) Default under Specified Transaction. The party, any Credit Support Provider of such party or 
any applicable Specified Entity of such party ( I )  defaults under a Specified Transaction and, after 
giving effect to any applicable notice requirement or grace period, there occurs a liquidation of, an 
acceleration of obligations under, or an early termination of, that Specified Transaction, (2) defaults, 
after giving effect to any applicable notoce requirement or grace period, in making any payment or 
delivery due on the last payment, delivery or exchange date of, or any payment on early termination 
of, a Specified Transaction (or such default continues for at least three Local Business Days if there 
is no applicable notice requirement or grace period) or (3) disaffirms, disclaims, repudiates or 
rejects, in whole or in part, a Specified Transaction (or such action is taken by any person or entity 
appointed or empowered to operate it or act on its behaJO; 

(vil Cross Default. If  "Cross Default" is specified in the Schedule as applying to the party, the 
occurrence or existence of ( I )  a default, event of default or other similar condition or event (however 
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described) in respect of such party, any Credit Support Provider of such party or any applicable 
Specified Entity of such party under one or more agreements or instruments relating to Specified 
Indebtedness of any of them (individually or collectively) in an aggregate amount of not less than 
the applicable Threshold Amount (as specified in the Schedule) which bas resulted in such Specified 
Indebtedness becoming, or becoming capable at such time of being declared, due and payable under 
such agreements or instruments, before it would otherwise have been due and payable or (2) a default 
by such party, such Credit Support Provider or such Specified Entity (individually or collectively) 
in making one or more payments on the due date thereof in an aggregate amount of not less than the 
applicable Threshold Amount under such agreements or instruments (after giving effect to any 
applicable notice requirement or grace period); 

(vii) Bankruptcy. The party, any Credit Support Provider of sucb party or any applicable Specified 
Entity of such party:-

( I) is dissolved (other than pursuant to a consolidation, amalgamation or merger); (2) becomes 
insolvent or is unable to pay its debts or fails or admits in writing its inability generally to pay 
its debts as they become due; (3) makes a general assignment, arrangement or composition 
with or for the benefit of its creditors; (4) institutes or bas instituted against it a proceeding 
seeking a judgment of insolvency or bankruptcy or any other relief under any bankruptcy or 
insolvency law or other similar law affecting creditors" rights, or a petition is presented for its 
winding-up or liquidation, and, in the case of any such proceeding or petition instituted or 
presented against it, such proceeding or petition (A) results in a judgment of insolvency or 
bankruptcy or the entry of an order for relief or the making of an order for its winding-up or 
liquidation or (8) is not dismissed, discharged, stayed or restrained in each case within 30 days 
of the institution or presentation thereof; (5) bas a resolution passed for its winding-up, official 
management or liquidation (other than pursuant to a consolidation, amalgamation or merger); 
(6) seeks or becomes subject to the appointment of an administrator, provisional liquidator, 
conservator, receiver, trustee, custodian or other similar official for it or for all or substantially 
all its assets; (7) bas a secured party take possession of all or substantially all its assets or bas 
a distress, execution, attachment, sequestration or other legal process levied, enforced or sued 
on or against all or substantially all its assets and such secured party maintains possession, or 
any such process is not dismissed, discharged, stayed or restrained, in each case within 30 days 
thereafter; (8) causes or is subject to any event with respect to it which, under the applicable 
laws of any jurisdiction, bas an analogous effect to any of the events specified in clauses ( I )  
to (7) (inclusive); o r  (9) takes an y  action i n  furtherance of, or indicating its consent to, approval 
of, or acquiescence in, any of the foregoing acts; or 

(viii) Merger Without Assumption. The party or any Credit Support Provider of such party 
consolidates or amalgamates with, or merges with or into, or transfers all or substantially all its assets 
to. another entity and. at the time of such consolidation, amalgamation, merger or transfer:-

( I )  the resulting. surviving or transferee entity fails to assume all the obligations of such party 
or such Credit Support Provider under this Agreement or any Credit Support Document to 
which it or its predecessor was a party by operation of law or pursuant to an agreement 
reasonably satisfactory to the other party to this Agreement; or 

(2) the benefits of any Credit Support Document fail  to extend (without the consent of the 
other party) to the performance by such resulting, surviving or transferee entity of its 
obligations under this Agreement. 

(I>) Termination E•ents. The occurrence at any time with respect to a party or, if applicable, any Credit 
Support Provider of such party or any Specified Entity of such party of any event specified below constitutes 
an Illegality if the event is specified in (1) below. a Tax Event if tbe event is specified in (ii) below or a Tax 
Event Upon Merger if the event is specified in (iii) below, and, if specified to be applicable, a Credit Event 
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Upon Merger if the evem is specified pursuan1 10 (iv) below or an Additional Termination Event if the event 
is  specified pursualll to (v) below:-

(i) Illegality. Due to the adoption of, or any change in, any applicable law after the dale on which 
a Transaction is entered into, or due to the promulgation of, or any change in, the imerprelation by 

any court, lribunal or regulatory authority wilb competent jurisdiction of any applicable law after 
such date, it becomes unlawful (other than as a resull of a breach by !be party of Section 4(b)) for 
such party (which wil l  be the Affected Party):-

( I )  to perform any absolute or contingent obligation to make a payment or delivery or to 
receive a payment or delivery in respect of such Transaction or 10 comply with any other 
material provision of this Agreement relating to such Transaction; or 

(2) 10 perform, or for any Credit Suppon Provider of such party to perform, any contingent 
or other obligation which !he party (or such Credil S uppon Provider) bas under any Credit 
Suppon Document relating to such Transaction; 

(ii) Tax Event. Due to (x) any action laken by a taxing authority, or brought in a coun of competent 
j urisdiction. on or after !be date on which a Transaction is entered imo (regardless of whether such 
action is laken or brought with respect to a party to Ibis Agreement) or (y) a Change in Tax Law, 
the party (which will be the Affected Party) will, or !here is a •ubslantial likelibood !bat it will, on 
!he next succeeding Scheduled Payment Date ( I  l be required to pay 10 the olber party an additional 
amoum in respect of an lndemnifiable Tax under Section 2(d)(il(4) (except in respect of interest 
under Section 2(e), 6(dl(iil or 6(ell or (2) receive a payment from which an amount is required 10 
be deducted or wilhbeld for or on account of a Tax (except in respect of interest under Section 2(e), 
6(dl(ii) or 6(ell and no additional amount is required to be paid in respect of such Tax under 
Section 2(d)(i)(4) (other than by reason of Section 2(d)(i)(4)(A) or (B)); 

(iii) Tax Event Upon Merger. The party (the "Burdened Party") on !be next succeeding Scheduled 
Payment Date will either ( I )  be required to pay an additional amount in respect of an lndemnifiable 
Tax under Section 2(d)(i)(4) (except in respect of interest under Section 2(e), 6(d)(ii) or 6(e)) or 
(2) receive a payment from which an amount bas been dr.ducted or wilbbeld for or on account of 
any Indemnifiable Tax in respect of which the olber party is not required to pay an additional amount 
(other than by reason of Section 2(d)(i)(4)(A) or (B)), in either case as a result of a party 
consolidating or amalgamating with, or merging wilh or into, or ttansferring all or substantially all 
its assets to, another emily (which will be the Affected Party) where such action does not constitute 
an even! described in Section 5(a)(viii); 

(ivl Credit Event Upon Merger. If"Credit  Event Upon Merger'" is specified in the Schedule as applying 
10 the party, such party ('"X'"), any Credit Suppon Provider of X or any applicable Specified Entity of X 
consolidates or amalgamates with, or merges with or into. or transfers all or subslantially all ilS assets 
to, another entity and such action does not constitute an event described in Section 5(a)(viii) but !he 
creditwonhiness of the resulting, surviving or transferee entity is materially weaker than that of X, such 
Credit Suppon Provider or such Specified Entity, as !he case may be, immediately prior to such action 
(and, in such event. X or its successor or transferee, as appropriate, wiU be !be Affected Party); or 

(v) Additional Termination Event. If any "Additional Termination Evem'" is specified in !be 
�cbedule or any Confirmation as applying, !be occurrence of such evem (and, in such event, !he 
Affected Party or Affected Parties shall be as specified for such Additional Termination Even! in 
the Schedule or such ConflfDiation). 

(c) Event of Default and Illegality. If an event or circumslance which would otherwise constitute or 
gi,·e rise to an Even! of Default also constitutes an Illegality, it will be treated as an Illegality and will not 
constitute an Event of Default. 
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6. Early Termination 

(a) Right to Terminate Following Event of Default. If at any time an Event of Default witb respect to 
a patty (tbe ''Defaulting Patty'') has occurred and is then continuing. tbe otber pany (tbe "Non-defaulting 
Pany"') may. by not more tban 20 days notice to the Defaulting Patty specifying tbe relevant Event of Default, 
designate a day not eatlier tban tbe day such notice is effective as an Eatly Termination Date in respect of 
all outstanding Transactions. If, however, "Automatic Eatly Termination" is specified in tbe Schedule as 
applying to a patty, then an Eatly Termination Date in respect of all outstanding Transactions will occur 
immediately upon the occurrence with respect to such pany of an Event of Default specified in 
Section 5(a)(vii)( I ), (3), (5). (6) or, to tbe extent analogous thereto, (8), and as of the time immediately 
preceding the institution of the relevant proceeding or the presentation of tbe relevant petition upon the 
occurrence with respect to such pany of an Event of Default specif1ed in Section 5(a)(vii)(4) or. to the extent 
analogous thereto. (8) .  
(b) Right to Terminate Following Termination Event. 

(il Notice. If a Termination Event occurs, an Affected Pany will, promptly upon becoming awate of 
i� notify the otber pany, specifying tbe nature of that Termination Event and each Affected Transaction 
and will also give such otber information about tbat Termination Event as the other pany may reasonably 
require. 

(ill Transfer to A void Termination Event. If either an Illegality under Section 5(b)(i)( l )  or a Tax 
Event occurs and tbere is only one Affected Patty, or if a Tax Event Upon Merger occurs and the 
Burdened Patty is the Affected Patty, the Affected Pany will, as a condition to its right to designate 
an Eatly Termination Date under Section 6(b)(iv), use all reasonable efforts (which will not require 
such pany to incur a loss, excluding immaterial, incidental expenses) to transfer witbin 20 days after 
it gives notice under Section 6(b)(i) all its rights and obligations under tbis Agreement in respect of 
the Affected Transactions to another of its Offices or Affiliates so that such Termination Event 
ceases to exist. 

If  the Affected Patty is not able to make such a transfer it will give notice to the other party to tbat 
effect within such 20 day period, whereupon tbe other party may effect such a transfer within 
30 days after the notice is  given under Section 6(b)(il. 

Any such transfer by a pany under this Section 6(b)(ii) will be subject to and conditional upon the 
prior written consent of tbe other pany, which consent will not be withheld if  such otber party's 
policies in effect at such time would permit it to enter into transactions with the transferee on the 
terms proposed. 

(iii) Two Affected Parties. If an Illegality under Section 5(b)(i)( I )  or a Tax Event occurs and there 
are two Affected Patties, each party will use all reasonable efforts to reach agreement within 30 days 
after nouce thereof is given under Section 6(b)(i) on action to avoid tbat Termination Event. 

( I V )  Right to Terminate. If:-

( l l  a transfer under Section 6(b)(ii) or an agreement under Section 6(b)(iii), as the case may 
he, has not been effected w1tb respect to all Affected Transactions witbin 30 days after an 
Affected Party gives notice under Section 6(b)(i); or 

(2 )  an Illegality under Section 5(bl(i)(2), a Credit Event Upon Merger or an Additional 
Termination Event occurs. or a Tax Event Upon Merger occurs and the Burdened Party is not 
the Affected Party, 

either pany in the case of an Illegality, the Burdened Pany in the case of a Tax Event Upon Merger, 
any Affected Party in the case of a Tax Event or an Additional Termination Event if there is more 
than one Affected Patty, or the party which is not the Affected Pany in the case of a Credit Event 
Upon Merger or an Additional Terrnmauon Event if there is only one Affected Party may, by not 
more than 20 days notice to the other party and provided tbat the relevant Termination Event is tben 
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continuing, designate a day not earlier than the day such notice is effective as an Early Termination 
Date in respect of all Affected Transactions. 

(c) Effect of Designation. 

(i) If notice designating an Early Termination Date is given under Section 6(a) or (b), the Early 
Tennination Date will occur on the date so designated, whether or not the relevant Event of Default 
or Tennination Event is then continuing. 

(ii) Upon the occurrence or effective designation of an Early Tennination Date, no further 

payments or deliveries under Section 2(a)(i) or 2(e) in respect of the Tenninated Transactions will 
be required to be made, but without prejudice to the other provisions of this Agreement. The amount, 
if any, payable in respect of an Early Tennination Date shall be detennined pursuant to Section 6(e). 

(d) Calculations. 

(il Slalement. On or as soon as reasonably practicable following the occurrence of an Early 
Tennination Date, each party will make the calculations on its part, if any, contemplated by Section 6(e) 
and will provide to the other party a statement ( I )  showing, in reasonable detail, such calculations 
(including all relevant quotations and specifying any amount payable under Section 6(e)) and (2) giving 

details of the relevant account to which any amount payable to it is to be paid. In the absence of written 
confirmation from the source of a quotation obtained in detennining a Market Quotation, the records of 
the party obtaining such quotation will be conclusive evidence of the existence and accuracy of such 
quotation. 

(ii) Payment Date. An amount calculated as being due in respect of any Early Tennination Date 
under Section 6(e) will be payable on the day that notice of the amount payable is effective (in the 
case of an Early Tennination Date which is designated or occurs as a result of an Event of Default) 
and on the day which is two Local Business Days after the day on which notice of the amount payable 
is effective (in the case of an Early Tennination Date which is designated as a result of a Tennination 
Event). Such amount will be paid together with (to the extent pennitted under applicable law) 
interest thereon (before as well as after judgment) in the Tennination Currency, from (and including) 
the relevant Early Tennination Date to (but excluding) the date such amount is paid, at the 
Applicable Rate. Such interest will be calculated on the basis of daily compounding and the actual 
number of days elapsed. 

(e) Payments on Early Termination. If an Early Tennination Date occurs, the following provisions 
shall apply based on the parties' election in the Schedule of a payment measure, either "Market Quotation" 
or '"Loss", and a payment method, either the "First Method" or the "Second Method". If the parties fail to 
des1gnate a payment measure or payment method in the Schedule, it will be deemed that "Market Quotation" 
or the "Second Method", as the case may be, shall apply. The amount, if any, payable in respect of an Early 

Tennination Date and detennincd pursuant to this Section will be subject to any Set-off. 

(i) Events of Default. If the Early Tennination Date results from an Event of Default:-

( I l First Method and Market Quotation. If the First Method and Market Quotation apply, the 
Defaulting Party will pay to the Non-defaulting Party the excess, if a positive number, of (A) the 
sum of the Settlement Amount (determined by the Non-defaulting Party) in respect of the 
Tenninated Transactions and the Tennination Currency Equivalent of the Unpaid Amounts owing 
to the Non-defaulting Party over (8) the Tennination Currency Equivalent of the Unpaid Amounts 
owing to the Defaulting Party. 

(2) First Method and Loss. If the First Method and Loss apply, the Defaulting Party will pay 
to the Non-defaulting Party, if a positive number, the Non-defaulting Party' s  Loss in respect 
of this Agreement. 

(3) Second Method and Market Quotation. If the Second Method and Market Quotation apply, 
an amount will be payable equal to (A) the sum of the Settlement Amount (detennined by the 
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Non-defaulting Pany) in respect of the Terminated Transactions and the Termination Currency 
Equivalent of the Unpaid Amounts owing 10 the Non-defaulting Party less (B) the Termination 
Currency Equivalent of the Unpaid Amounts owing to the Defaulting Party. If that amount is 
a positive number, the Defaulting Party will pay it to the Non-defaulting Party; if it is a negative 
number, the Non-defaulting Pany will pay the absolute value of that amount to the Defaulting 
Pany. 

(4) Second Method and Loss. If the Second Method and Loss apply, an amount will be payable 
equal 10 the Non-defaulting Party" s Loss in respect of this Agreement. If that amount is a 
positive number, the Defaulting Party will pay it to the Non-defaulting Party; if it is a negative 
number, the Non-defaulting Pany will pay the absolute value of that amount to the Defaulting 
Pany. 

(ii) Termination Events. If the Early Termination Date results from a Termination Event:-

( I l One Affected Parry. If there is one Affected Pany, the amount payable will be determined 
in accordance with Section 6(e)(i)(3), if Market Quotation applies, or Section 6(e)(i)(4), if Loss 
applies, except that, in either case, references to the Defaulting Party and to the Non-defaulting 
Pany will be deemed to be references to the Affected Party and the party which is not the 
Affected Pany, respectively, and, if Loss applies and fewer than all the Transactions are being 
terminated, Loss shall be calculated in respect of all Terminated Transactions. 

(2) Two Affected Parties. If there are two Affected Panies:-

(A) if Market Quotation applies, each pany will determine a Settlement Amount in 
respect of the Terminated Transactions, and an amount will be payable equal 10 (I) the 
sum of (a) one-half of the difference between the Settlement Amount of the party with 
the higher Settlement Amount ("X"") and the Settlement Amount of the party with the 
lower Settlement Amount ("Y"") and (b) the Termination Currency Equivalent of the 
Unpaid Amounts owing to X less (Ill the Termination Currency Equivalent of the Unpaid 
Amounts owing to Y ;  and 

(B) if Loss applies, each pany will determine its Loss in respect of this Agreement (or, 
if fewer than all the Transactions are being terminated, in respect of all Terminated 
Transactions) and an amount will be payable equal to one-half of the difference between 
the Loss of the party with the higher Loss ("X"") and the Loss of the party with the lower 
Loss (""Y""). 

If  the amount payable is a positive number, Y will pay it to X; if it is a negative number. X 
will pay the absolute value of that amount to Y. 

(iii)  Adjustment for Bankruptcy. In circumstances where an Early Termination Date occurs 
because ''Automatic Early Termination" applies in respect of a party, the amount determined under 
this Section 6(e) will be subject to such adjustments as are appropriate and permitted by law to 
rellect any payments or deli veries made by one pany to the other under this Agreement (and retained 
by such other panyl during the period from the relevant Early Termination Date to the date for 
payment determined under Section 6(d)(ii). 

(iv) Pre-Estimate. The panies agree that if Market Quotation applies an amount recoverable under 
this Section 6(e) is a reasonable pre-estimate of loss and not a penalty. Such amount is payable for 
the loss of bargain and the loss of protection against future risks and except as otherwise provided 
in this Agreement neither party will be entitled to recover any additional damages as a consequence 
of such losses. 
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7. Transfer 

Subject to Section 6(b)(ii). neil.ber l.bis Agreement nor any interest or obligation in or under l.bis Agreement 
may be transferred (whel.ber by way of security or otherwise) by eil.ber party without the prior written consent 
of the other pany, except l.bat:-

(al a party may make such a transfer of l.bis Agreement pursuant to a consolidation or amalgamation 
w1th, or merger with or into. or transfer of all or substantially all its assets to, another entity (but wil.bout 
prejudice to any other right or remedy under l.bis Agreement); and 

(b) a party may make such a transfer of all or any part of its interest in any amount payable to it from 
a Defaulting Party under Section 6(e). 

Any purported transfer that is not in compliance wil.b l.bis Section will be void. 

8. Contractual Currency 

(a) Payment in the Contractual Currency. Each payment under l.bis Agreement will be made in the 
relevant currency specified in this Agreement for that payment (the "Contractual Currency"). To the extent 

permitted by applicable law, any obligation to make payments under l.bis Agreement in l.be Contractual 
Currency will not be discharged or satisfied by any tender in any currency ol.ber than Lhe Contractual 

Currency, except to l.be extent such tender results in l.be actual receipt by Lhe party to which payment is owed, 
acting in a reasonable manner and in good fail.b in convening l.be currency so tendered into l.be Contractual 
Currency, of the full amount in the Contractual Currency of all amounts payable in respect of l.bis Agreement. 
If  for any reason the amount in the Contractual Currency so received falls short of l.be amount in l.be 
Contractual Currency payable in respect of l.bis Agreement, l.be party required to make l.be payment will,  to 
the extent permitted by applicable law, immediately pay such additional amount in l.be Contractual Currency 
as may be necessary to compensate for l.be shortfall. If for any reason l.be amount in Lhe Contractual Currency 
so received exceeds the amount in the Contractual Currency payable in respect of Lhis Agreement, l.be party 
receiving the payment will refund promptly l.be amount of such excess. 

(hl Judgments. To the extent permitted by applicable law, if  any judgment or order expressed in a 
currency other than the Contractual Currency is rendered ( I )  for l.be payment of any amount owing in respect 
of this Agreement, ( i i )  for l.be payment of any amount relating to any early termination in respect of this 
Agreement or (iii)  in respect of a judgment or order of anol.ber court for the payment of any amount described 

in ( i )  or ( i i )  above, the party seeking recovery, after recovery in full of l.be aggregate amount to which such 
party is entitled pursuant to the judgment or order, will be entitled to receive immediately from the other 
party the amount of any shortfall of the Contractual Currency received by such party as a consequence of 
sums paid in such other currency and will refund promptly to l.be ol.ber party any excess of l.be Contractual 
Currency received hy such party as a consequence of sums paid in such other currency if such shortfall or 
such excess arises or resulL' from any variation between l.be rate of exchange at which the Contractual 
Currency is converted into the currency of l.be judgment or order for l.be purposes of such judgment or order 
and the ra1e of exchange at which such party is able, acting in a reasonable manner and in good fail.b in 
converung the currency received into the Contractual Currency, to purchase l.be Contractual Currency with 
the amount of the currency of l.be judgment or order actually received by such party. The term "rate of 
exchange" includes, without limitation, any premiums and costs of exchange payable in connection wil.b l.be 
purchase of or conversion into the Contractual Currency. 

( c l  Stparate Indemnities. To the extent permitted by applicable law, these indemnities constitute 
separate and independent obligations from the other obligations in l.bi� Agreement, will be enforceable as 
separate and independent causes of action, will apply notwithsLandmg any indulgence granted by the party 
t<> wh1ch any payment is owed and will not be affected by judgment being obtained or claim or proof being 
made for any other sums payable in respect of this Agreement. 

(dl Evidence of Loss. For l.be purpose of this Section R, it will be suf!icient for a pany to demonstrate 
that it would have suffered a loss bad an actual exchange or purchase been made. 
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9, l\tiscellaneous 
Ia I Entire A�:reement. This Agreement constitutes the entire agreement and understanding of the parties 
with respect to its subJeCt maner and supersedes all oral communication and prior writings with respect 
thereto. 

! h )  A mendment.<. No amendment, modification or waiver in respect of this Agreement will  be effective 
unless in writing !including a writing evidenced hy a facsimile transmission) and executed hy each of the 
parties or confirmed hy an exchange of telexes or electronic messages on an electronic messaging system. 

J c l  Survival of Obli�:ations. Without prejudice to Sections 2(a)(iii) and 6(c)(ii),  the obligations of the 
parties under this Agreement will  survive the termination of any Transaction. 

! d l  Remedie.< Cumulative. Except as provided in this Agreement, the rights, powers, remedies and 
privileges pro,·ided in this Agreement arc cumulative and not exclusive of any rights, powers, remedies 
and privileges prnvided hy law. 

( e I Counterpart.\· and Confirmations. 

( i )  This Agreement (and each amendment, modification and waiver in respect of it) may he 
executed and delivered in counterparts (including by facsimile transmission), each of which will be 
deemed an original. 

( ii)  The parties intend that they are legally hound by the terms of each Transaction from the moment 
they agree to those tenns (whether nrally or otherwise). A Confirmation shall he entered into as 
soon as practicable and may be executed and delivered in counterparts (including hy facsimile 
transmission l or he created by an exchange of telexes or by an exchange of e lectronic messages on 
an electronic messaging system, which in each case will  be sufficient for all purposes to evidence 
a binding supplement to this Agreement. The parties will specify therein or through another effective 
means that any such counterpart, telex or electronic message constitutes a Confirmation. 

( n No Waiver of Ri�:ht.<. A failure or delay in exercising any right, power or privilege in respect of this 
Agreement will lllll he presumed to operate as a waiver, and a single or partial exercise of any right, power 
or privilege will n[>t he presumed to preclude any subsequent or further exercise, of that right, power or 
privilege or the exercise of any other right, power nr privilege. 

I g I Head in�:.<. The headings used in thiS Agreement are for convenience of reference only and arc not 
to affect the construction of or to be taken mto consideration in interpreting this Agreement. 

I ll. Offices; 1\1 ultihranch Parties 
1 a 1 If Section l Ol a  I is specified in the Schedule as applying, each party that enters into a Transaction 
through an Office other than ib head or home office represents to the other party that, notwithstanding the 
place of booking office or jurisdiction of inwrporation or organisation of such party, the obligations of such 
party arc the same as if it had entered into the Transaction through its head or home office. This representation 
w1l l  he deemed to he repeated by such party on each date on which a Transaction is entered into. 

i h l  Neither party may change the Office thmugh which it makes and receives payments or deliveries 
for the purpose of a Transaction without the prior wrinen consent of the other party. 

1 c 1  If a party is specified as a Multihranch Party in the Schedule, such Mullibrancb Party may make 
and receive payments or deliveries under any Transaction through any Office listed in the Schedule, and the 
Office thrL>ugh which it makes and receives payments or deliveries with respect to a Transaction wi II be 
\plxified in the re levant Confinnation. 

I I .  Expenses 
A Defaulting Party will,  on demand, indemnify <md hold harmless the other party for and against all 
reasonable out-of·pockct expenses, including legal fees and Stamp Tax, incurred by such other party by 
reason of the enforcement and protection of its rights under this Agreement or any Credit S upport Document 
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to which the Defaulting Pany is a party or by reason of the early termination of any Transaction, including, 
but not limited to, costs of collection. 

12. Notices 

(a) Effectiveness. Any notice or other communication in respect of this Agreement may be given in any 
manner set forth below (except that a notice or other communication under Section 5 or 6 may not be given 
by facsimile uansmission or electronic messaging system) to the address or number or in accordance with 
the elecuonic messaging system details provided (see the Schedule) and will be deemed effective as 
indicated:-

(i) if  in writing and delivered in person or by courier, on the date it is delivered; 

(ii) if sent by telex, on the date the recipient's answerback is received; 

(iii) if sent by facsimile uansmissil'n, on the date that uansmission is received by a responsible 
employee of the recipient in legible form (it being agreed that the burden of proving receipt will be 
on the sender and will not be met by a uansmission report generated by the sender's facsimile 
machine); 

(ivl if sent by certified or registered mail (airmail, if  overseas) or the equivalent (return receipt 
requested), on the date that mail is delivered or its delivery is attempted; or 

(v) if sent by elecuonic messaging system, on the date that elecuonic message is received, 

unless the date of that delivery (or attempted delivery) or that receipt, as applicable, is not a Local Business 
Day or that communication is delivered Cor attempted) or received, as applicable, after the close of business 
on a Local Business Day, in which case that communication shall be deemed given and effective on the first 
following day that is a Local Business Day. 

Cb) Chongt! of Addresses. Either party may by notice to the other change the address, telex or facsimile 
number or elecuonic messaging system details at which notices or other communications are to be given to 
it. 

13. Governin11 Law and Jurisdiction 

Cal Governing Low. This Agreement will be governed by and consuued in accordance with the law 
specified in the Schedule. 

(h) Juri.<dictinn. With respect to any suit, action or proceedings relating to this Agreement 
("Proceedings"), each pany irrevocably:-

(i) submits to the jurisdiction of the English courts, if this Agreement is expressed to be governed 
hy English law, or to the non-exclusive jurisdiction of the courts of the State of New York and the 
United States District Court located in the Borough of Manhattan in New York City, if this 
Agreement is expressed to be governed by the laws of the State of New York; and 

Ciil waives any objection which it may bave at any time to the laying of venue of any Proceedings 
brought in any such court, waives any claim that such Proceedings have been brought in an 
inconvenient forum and further waives the right to object, with respect to such Proceedings, that 
such court does not have any jurisdiction over such party. 

Nothing in this Agreement precludes either party from bringing Proceedings in any other jurisdiction 
(outside, if this Agreement is expressed to be governed by English law, the Conuacting States, as defined 
in Section 1 (3)  of the Civil J urisdiction and Judgments Act 1 982 or any modification, extension or 
re-enacunent thereof for the time being in force) nor will the bringing of Proceedings in any one or more 
jurisdictions preclude the bringing of Proceedings in any other jurisdiction. 

Cc) Service of Process. Each pany irrevocably appoints the Process Agent !if any) specified opposite 
its name in the Schedule to receive, for it and on its behalf, service of process in any Proceedings. If for any 
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reason an y  party's Process Agent i s  unable to act as such, sucb party will promptly notify the other party 
and within 30 day� appoint a substitute process agent acceptable to the other party. The parties irrevocably 
consent to service of process given in the manner provided for notices in Section 12. Nothing in this 
Agreement will affect the right of either party to serve process in any other manner permitted by law. 

(d) Waiver of Immunities. Each party irrevocably waives, to the fullest extent permitted by applicable 
law, with respect to itself and its revenues and assets (irrespective of their use or intended use), all immunity 
on the grounds of sovereignty or other similar grounds from (i) suit, (ii) jurisdiction of any court, (iii) relief 
by way of injunction, order for specific performance or for recovery of propeny, (iv) attachment of its assets 
(whether before or after judgment) and (v) execution or enforcement of any judgment to which it or its 
revenues or assets might otherwise be entitled in any Proceedings in the couns of any jurisdiction and 
irrevocably agrees, to the extent permitted by applicable law, that it will not claim any such immunity in any 
Proceedings. 

14. Definitions 

As used in this Agreement:-

"Additiona/ Termination Event" bas the meaning specified in Section S(b). 

"Affected Party" bas the meaning specified in Section S(b). 

"Affected Transactions" means (a) with respect to any Termination Event consisting of an Illegality, Tax 
Event or Tax Event Upon Merger, all Transactions affected by the occurrence of such Termination Event 
and (b) with respect to any other Termination Event, all Transactions. 

"Affiliate" means, subject to the Schedule, in relation to any person, any entity conuolled, directly or 
indirectly, by the person, any entity that conuols, directly or indirectly, the person or any entity directly or 
indirectly under common conuol with the person. For this purpose, "conuol" of any entity or person means 
ownership of a majority of the voting power of the entity or person. 

"Applicable Rate" means:-

(a) in respect of obligations payable or deliverable (or wbicb would bave been but for Section 2(a)(iii)) 
by a Defaulting Party, the Default Rate: 

Chl in r�spect of an obligation to pay an amount under Section 6(e) or either pasty from and after the date 
(determined in accordance with Section 6(d)(ii)) on wbicb that amount is payable, the Default Rate; 

Ccl in respect of all other obligations payable or deliverable (or wbicb would have been but for 
Section 2(a)(iiill by a Non-defaulting Party, the Non-default Rate; and 

Cdl in all other cases, the Termination Rate. 

"Burdened Party" bas the meaning specified in Section S(b). 

"Change in Tax lAw" means the enactment, promulgation, execution or ratification of, or any change in or 
amendment to, any law (or in the application or official interpretation of any law) that occurs on or after the 
date on wbicb the relevant Transaction is entered into. 

"consent" includes a consent. approval, action, authorisation, exemption, notice, filing, regisuation or 
exchange conuol consent. 

"Credit Event Upon Merger" bas the meaning specified in Section S(b). 

"Credit Support Document" means any agreement or insuument that is specified as such in this Agreement. 

"Credit Support Provider" bas the meaning specified in the Schedule. 

"Default Rate" means a rate per annum equal to the cost (without proof or evidence of any actual cost) to 
the relevant payee Cas certified by it) if it were to fund or of funding the relevant amount plus I %  per annum. 
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"Defaulting Party" bas the meaning specified in Section 6(a). 

"Early Termination Date" means the date determined in accordance with Section 6(a) or 6(b)(ivl.  

"Event of Default" has the meaning specified in Section 5(a) and, if applicable, in the Schedule. 

"//legality" has the meaning specified in Section 5(b). 

"/ndemniF&able Tax" means any Tax other than a Tax that would not be imposed in respect of a payment 
under this Agreement but for a present or former connection between the jurisdiction of the government or 
taxation authority imposing such Tax and the recipient of such payment or a person related to such recipient 
(including, without limitation, a connection arising from such recipient or related person being or having 
been a citizen or resident of such jurisdiction, or being or having been organised, present or engaged in a 
trade or business in such j urisdiction, or having or having had a permanent establishment or fixed plaee of 
business in such jurisdiction, but excluding a connection arising solely from such recipient or related person 
having executed, delivered, performed its obligations or received a payment under, or enforced, this 
Agreement or a Credit Support Document). 

"laM·" includes any treaty, law, rule or regulation (as modified, in the case of tax maners, by the practice of 
any relevant governmental revenue authority) and "lawful" and "unlawful" will be construed accordingly. 

"Local Business Day" means, subject to the Schedule, a day on which commercial banks are open for 
business (including dealings in foreign exchange and foreign currency deposits) (a) in relation 10 any 
obligation under Section 2(a)(i), in the place(s) specified in the relevant Confl!TIIation or, if  not so specified, 
as otherwise agreed by the parties in writing or determined pursuant to provisio.ns contained, or incorporated 
by reference, in this Agreement, (b) in relation to any other payment, in the place where the relevant account 
is located and, if different, in the principal financial centre, if any, of the currency of such paymen� (c) in 
relation to any notice or other communication, including notice contemplated under Section 5(a)(i), in the 
city specified in the address for notice provided by the recipient and, in the case of a notice contemplated 
by Section 2(b), in the place where the relevant new account is to be located and (d) in relation 10 
Section 5(a)(v)(2l. in the relevant locations for performance with respect to such Specified Transaction. 

"Loss" means, with respect to this Agreement or one or more Terminated Transactions, as the case may be, and 
a pany, the Termination Currency Equivalent of an amount that pany reasonably determines in good faith to be 
its total losses and costs (or gain, in which case expressed as a negative number) in connection with this Agreement 
or that Terminated Transaction or group of Terminated Transactions, as the case may be, including any loss of 
bargain, cost of funding or, at the election of such pany but without duplication, loss or cost incurred as a result 
of its terminating, liquidating, obtaining or reestablishing any hedge or related trading position (or any gain 
resulting from any of them). Loss includes losses and costs (or gains) in respect of any payment or delivery 

required to have been made (assuming satisfaction of each applicable condition precedent) on or before llle 
relevant Early Termination Date and not made, excep� so as to avoid duplication, if S ection 6(e)(il( I l or (3) or 
6(e)(ii)(2HAl applies. Loss does not include a pany"s legal fees and out-of-pocket expenses referred to under 
Section I I .  A pany will determine its Loss as of the relevant Early Termination Date, or, if that is not reasonably 
practicable, as of the earliest date thereafter as is reasonably practicable. A pany may (but need noll determine 
Its Loss by reference to quotations of relevant rates or prices from one or more leading dealers in the relevant 
markets. 

"Market Quotation" means, with respect 10 one or more Terminated Transactions and a party making the 
determination, an amount determined on the basis of quotations from Reference Market-makers. Each 
quotation will be for an amount, if any. that would be paid 10 such pany (expressed as a negative number! 
or by such party (expressed as a positive number) in consideration of an agreement between such party (taking 
into account any existing Credit Support Document with respect 10 the obligations of such party) and the 
quoung Reference Market-maker to enter into a transaction (the "Replacement Transaction"") that would 
have the effect of preserving for such party the economic equivalent of any payment or delivery (whether 
the underlymg obligation was absolute or contingent and assuming the satisfaction of each applicable 
condnion precedent) by the panies under Section 2(a)(i) in respect of sucb Terminated Transaction or group 
of Terminated Transactions that would, but for the occurrence of the relevant Early Termination Date, have 

1 5  ISDAI)o 1 992 



buernational Swap Dealers Association (ISDA) Master Agreement • 733 

been required after tllat date. For tllis purpose, Unpaid Amounts in respect of tlle Terminated Transaction or 
group of Terminated Transactions are to be excluded but. witllout limitation, any payment or delivery tllat 
would, but for the relevant Early Termination Date, have been required (assuming satisfaction of each 
applicable condition precedent) after tllat Early Termination Date is to be included. The Replacement 
Transaction would be subject to such documentation as such party and tlle Reference Market-maker may, in 
good faitll, agree. The party making tlle determination (or its agent) will request each Reference 
Market-maker to provide its quotation to tlle extent reasonably practicable as of tlle same day and time 
( witllout regard to different time zones) on or as soon as reasonably practicable after tlle relevant Early 
Termination Date. The day and time as of which tllose quotations are to be obtained will be selected in good 
faitll by tlle pany obhged to make a determination under Section 6(e), and, if each party is so obliged, after 
consultation witll tlle otller. If more tllan three quotations are provided, tlle Market Quotation will be the 
aritllmetic mean of tlle quotations, witllout regard to tlle quotations having tlle highest and lowest values. If 
exactly tllree such quotations are provided. tlle Market Quotation will be tlle quotation remaining after 
disregarding tlle highest and lowest quotations. For tllis purpose, if more tllan one quotation bas tlle same 
highest value or lowest value, tllen one of such quotations shall be disregarded. If fewer tllan tllree quotations 
are provided, it wi II be deemed tllat tlle Market Quotation in respect of such Terminated Transaction or group 
of Terminated Transactions cannot be determined. 

"Non-default Rate" means a rate per annum equal to tlle cost (witllout proof or evidence of any actual cost) 
to tlle Non-defaulting Party (as cenified by it) if it were to fund the relevant amount. 

"Non-defaulting Party" has tlle meaning specified in Section 6(a). 

"Office" means a branch or office of a pany. which may be such pany:s bead or borne office. 

"Potential Event of Default" means any event which, witll tlle giving of notice or tlle lapse of time or botll, 
would constitute an Event of Default. 

"Reference Market-makers" means four leading dealers in tlle relevant market selected by tlle party 
determining a Market Quotation in good faitll (a) from among dealers of tlle highest credit standing which 
satisfy all tlle criteria that such pany applies generally at tlle time in deciding wbetller to offer or to make 
an extension of credit and (b) to the extent practicable. from among such dealers having an office in the same 
city. 

"Relevant Jurisdiction" means, witll respect to a pany, the jurisdictions (a) in which the party is 
incorporated, organised. managed and controlled or considered to have its seat, (b) where an Office through 
which tlle party is acting for purposes of this Agreement is located, (c) in which tlle party executes tllis 
Agreement and Cdl in relation to any payment, from or tllrough which such payment is made. 

"Scheduled Payment Date" means a date on which a payment or delivery is to be made under Section 2(a)(i) 
witll respect to a Transaction. 

"Set-off'' means set-off, offset, combination of accounts. right of retention or witllholding or similar right 
or requirement to whoch tlle payer of an amount under Section 6 is entitled or subjeCt (wbetller arising under 
this Agreemen� anotller contract, applicable law or otllerwise) tllat is exercised by, or imposed on. such 
payer. 

"Selllement Amount" means, witll respect to a party and any Early Termination Date, tlle sum of:-

( a) tlle Termination Currency Equivalent of the Market Quotations (whetller positive or negative) for each 
Terminated Transaction or group of Terminated Transactions for which a Market Quotation is determined; 
and 

tl>) such party"s Loss (whether positive or negative and witllout reference to any Unpaid Amounts) for 
each Terminated Transaction or group of Terminated Transactions for which a Market Quotation cannot be 
determined or would not (in tlle reasonal>le behef of tlle party making tlle determination) produce a 
commercially reasonable result. 

"Specified Entity" has tlle meaning specified m tlle Schedule. 
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"Specified Indebtedness" means, subject to the Schedule, any obligation (whether present or future, 
cnntingent or otherwise, as principal or surety or otherwise) in respect of borrowed money. 

"Specified Transaction"means, subject to the Schedule, (a) any transaction (including an agreement with respect 
thereto) now existing or hereafter entered into between one party to this Agreement (or any Credit Support 
Provider of such party or any applicable Specified Entity of such party) and the other party to this Agreement (or 
any Credit Support Provider of such other party or any applicable Specified Entity of such other party) which is 
a rate swap transaction, basis swap, forward rate transaction, commodity swap, commodity option, equity or 

equity index swap, equity or equity index option, bond option, interest rate option, foreign exchange transaction, 
tap transaction, floor transaction, collar transaction, currency swap transaction, cross-currency rate swap 

transaction, currency option or any other similar transaction (including any option with respect to any of these 
transactions), (b) any combination of these transactions and (c) any other transaction identified as a Specified 
Tnmsaction in this Agreement or the relevant confirmation. 

"Stamp Tax" means any stamp, registration, documentation or similar tax. 

"Tax " means any present or future tax, levy, impost, duty, charge, assessment or fee of any nature (including 

interest, penalties and additions thereto) that is imposed by any government or other taxing authority in 
re;pect of any payment under this Agreement other than a stamp, registration, documentation or similar tax. 

"Tax Event" has the meaning specified in Section 5(b). 

"Tax Event Upon Merger" has the meaning specified in Section 5(b). 

"Terminated Transactions" means with respect to any Early Termination Date (a) if resulting from a 
Termination Event, all Affected Transactions and (b) if resulting from an Event of Default, all Transactions 
(in either case) in effect immediately before the effectiveness of the notice designating that Early Termination 
Date (or, if "Automatic Early Termination" applies, immediately before that Early Termination Date). 

"Termination Currency" has the meaning specified in the Schedule. 

"Termination Currency Equivalent" means, in respect of any amount denominated in the Termination 
Currency, such Termination Currency amount and, in respect of any amount denominated in a currency other 

than the Termination Currency (the "Other Currency"), the amoLnt in the Termination Currency determined 
by the party making the relevant determination as being required to purchase such amount of such Other 
Currency as at the relevant Early Termination Date, or, if the relevant Market Quotation or Loss (as the case 
may be), is determined as of a later date, that later date, with the Termination Currency at the rate equal to 
the spot exchange rate of the foreign exchange agent (selected as provided below) for the purchase of such 
Other Currency with the Termination Currency at or about I I  :00 a.m. (in the city in which such foreign 
exthange agent is located) on such date as would be customary for the determination of such a rate for the 
purthase of such Other Currency for value on the relevant Early Termination Date or that later date. The 

foreign exchange agent will, if only one party is obliged to make a determination under Section 6(e), be 
'elected in good faith by that party and otherwise will be agreed by the parties. 

"Termination Event" means an Illegality, a Tax Event or a Tax Event Upon Merger or, if specified to be 
applicable, a Credit Event Upon Merger or an Additional Termination Event. 

"Termination Rate" means a rate per annum equal to the arithmetic mean of the cost (without proof or 

ev•dence of any actual cost) to each party (as certified by such party) if it were to fund or of funding such 
amounts. 

"L'npaid Amounts" owing to any party means, with respect to an Early Termination Date, the aggregate of 
t a l  in respect of all Terminated Transactions, the amounts that became payable (or that would have become 
payable but for Section 2<a)(iii)) to such party under Section 2(a)(i) on or prior to such Early Termination 
Date and which remain unpaid as at such Early Termination Date and (b) in respect of each Terminated 
Transaction, for each obligation under Section 2(a)(i) which was (or would have been but for 
Settion 2(a)(iii)) required to be settled by delivery to such party on or prior to such Early Termination Date 
and which has not been so settled as at such Early Termination Date, an amount equal to the fair market 
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value of that which was (or would have been) required to be delivered as of the originally scheduled date 
for delivery, in each case together with (to the extent permitted under applicable law) interest. in the currency 

of such amounts. from (and including) the date such amounts or obligations were or would have been required 
to have been paid or performed to (but excluding) such Early Termination Date. at the Applicable Rate. Such 
amounts of interest will be calculated on the basis of daily compounding and the actual number of days 
elapsed. The fair market value of any obligation referred to in clause (b) above shall be reasonably 
determined by the pany obliged to make the determination under Section 6(e) or, if each party is so obliged. 
it shall be the average of the Termination Currency Equivalents of the fair market values reasonably 
determined by both parties. 

IN WITNESS WHEREOF the parties have executed this document on the respective dates specified below 
with effect from the date specifted on the first page of this document. 

!Name of Pany) (Name of Pany ) 

By: By: . . . . . . . . . . . . . . .  . 
Name: Name: 
TiUe: Title: 
Date: Date: 
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(Mullicurrency-Cross Border) 

loteroatiooal Swap Dealers Association, Joe. 

SCHEDULE 

to the 
Master Agreement 

dated as of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

between and 
('"Party A") 

Part I. Termination Provisions. 

(a) "Specified Entity" means in relation to Party A for the purpose of:-

('"Party B") 

Section 5(a)(v), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  · · · 

Section 5(a)(vi), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Section 5(a)(vii), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Section 5(b)(iv), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

and in relation to Party B for the purpose of:-

Section 5(a){v), 

Section 5(a){vi), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Section 5(a){vii), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Section 5(b){iv), . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(b) "Specified Transaction " will bave the meaning specified in Section 14 of this Agreement unless 

anotber meaning is specified bere . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(c) The "Cross Default" provisions of Section 5(a){vi) will/will not • apply to Party A 
will/will not • apply to Party B 

If such provisions apply:-

"Specified Indebtedness" will have the meaning specified in Section 14 of this Agreement unless 

anotber meaning is specified here . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

• Delete as applicable. 
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"Threshold Amount" means . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(d) The "Credit Event Upon Merger" provisions of Section 5(b)(iv) wiUJwill not • apply to Pany A 
wiiVwill not • apply to Pany B 

(e) The "Automatic Early Termination" provision of Section 6(a) wilVwiU not • apply to Pany A 
wiiVwill not • apply to Pany B 

<0 Payments on Early Termination. For the purpose of Section 6(el of this Agreement:-

(i) Market Quotation/Loss • will apply. 

(ii) The First Methodflbe Second Method • will apply.  

(g) "Termination Currency" means . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  , if such currency is specified and 
freely available, and otherwise United States Dollars. 

(b) Additional Termination Event wiiVwill not apply*. The following shall constitute an Additional 

Termination Event:- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

For the purpose of the foregoing Termination Event, the Affected Party or Affected Parties shall be:- . 

Pan 2. Tax Representations. 

Ia) Payer Representations. For the purpose of Section 3(e) of this Agreement, Pany A wi!Vwill not• make the 
following representation and Pany B wilVwill not• make the following representation:-

lt  is not required by any applicable law, as modified by the practice of any relevam governmental revenue 
au thorny, of any Relevant Jurisdiction to make any deduction or withholding for or on account of any Tax 
fmm any payment (other than interest under Section 2!e), 6(d)(ii) or 6(el of this Agreemen!l to be made 
hy li to the other pany under this Agreement. In makmg this representation, it may rely on ( i )  the accuracy 
of any representations made by the other party pursuant to Section 3<0 of this Agreement, ( I I)  the 
sau sfaction of the agreemem contained in Section 4(a)(i) or 4(a)(iii) of this Agreement and the accuracy 
and effectiveness of any documem provided by the other party pursuam to Section 4(a)(i) or 4!a)(iii ) of 
thiS Agreement and (iii ) the satisfaction of the agreement of the other party contained in Section 4(d) of 
thiS Agreement, provided that it shall not be a breach of this representation where reliance is placed on 
clause (itl and the other pany does not deliver a form or document under Section 4(a)(iii) by reason of 
material prejudice to its legal or commercial posiuon. 

! h l  Payee Represenlalions. For the purpose of Section 3 ! 0  of this Agreement, Pany A and Pany B make the 
represent.ations specified below. if any: 

! t l  The fol lowing representation wiiVwtll not• apply to Party A and wiiVwtll not• apply to Party B : ­

l t  is fully eligible for the benefits o f  the ""Business Profits" o r  ""Industrial and Commercial Profits"" 
provision. as the case may be. the ""(merest"" provision or the ""Other Income"" provision ( i f  any) of the 
Specifted Treaty with respect to any payment described in such provisions and received or to he received 

• I h.-Jete ao; arphcat·de 
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by it in connection wilh !his Agreement and no such payment is attributable to a trade or business carried 
on by it lhrougb a permanent establishment in !he Specified Jurisdiction. 

If such representation applies, lhen:-

"Specified Treaty" means wilh respect to Party A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

"Specified Jurisdiction" means wilh respect to Party A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

"Specified Treaty" means wilh respect to Party B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

"Specified Jurisdiction " means wilh respect to Party B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(ii) The following representation wilVwill not• apply to Party A and wiiUwill not• apply to Party B:­

Eacb payment received or to be received by it in connection wilh !his Agreement will  be effectively 
connected wilh its conduct of a trade or business in !he Specified Jurisdiction. 

If such representation applies, lhen:-

"Specified Jurisdiction" means wilh respect to Party A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

"Specified Jurisdiction" means wilh respect to Party B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(iii) The following representation wiiUwill not• apply to Party A and wiiUwill not• apply to Party B:­

CA) It  is entering into each Transaction in !he ordinary course of its trade as, and is, eilher ( l )  a recognised 
U.K. bank or (2) a recognised U.K. swaps dealer (in eilher case (I) or (2), for purposes of !he United 
Kingdom Inland Revenue extra statutory concession C 17 on interest and currency swaps dated March 14, 
!989), and (8) it will bring into account payments made and received in respect of each Transaction in 
computing its income for United Kingdom tax purposes. 

(iv) Olher Payee Representations:- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

N.B. The above representations may need modification if eilher party is a Multibrancb Party. 

• Delete as applicable. 
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Part 3. Agreement to Deliver Documents. 

For the purpose of Sections 4(a)(i) and (iil of this Agreement, each party agrees to deliver the following 
documents, as applicable:-

(a) Tax forms, documents or certificates to be delivered are:-

Party required to 

deliver document 
Form/DocumenU Date by which 

Certificate to be delivered 

(b) Other documents to be delivered are:-

Party required to 

deliver document 
Form!DocumenU 

Certificate 

Date by which 

to be delivered 

Covered by 

Section 3(d) 

Representation 

Part 4. M lscellaneous. 

(a) Addresses for Notices. For the purpose of Section 1 2(a) of this Agreement­

Address for notices or communications to Party A:-

Address: 

Attention: 

Yes/No* 

Yes/No* 

Yes/No* 

Yes/No* 

Yes/No* 

Telex No.: Answerback: . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Facsimile No.: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  Telephone No.: . . . . . . . . . . . . . . . . . . . . . . . .  . 

Electronic Messaging System Details: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Address for notices or communications to Party B:-

Address: 

Attention: 

Telex No.: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Answerback: . . . . . . . . . . . . . . . . . . . . . . . . .  . 

• l>elele as applicable. 

22 ISDA(!l l 99l 
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Facsimile No.: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Telephone No.: . . . . . . . . . . . . . . . . . . . . . . . .  . 

Electronic Messaging S ystem Details: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(b) Process Agent. For the purpose of Section 1 3(c) of this Agreement:-

Pany A appoints as its Process Agent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

Pany B appoints as its Process Agent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  · . .  . 

(c) Offices. The provisions of Section IO(a) will/will not* apply to this Agreement. 

(d) Multibranch Party. For the purpose of Section I O(c) of this Agreement:-

Pany A is/is not* a Multi branch Pany and, if so, may act through the following Offices:-

Pany B is/is not• a Multi branch Party and, if  so, may act through !be following Offices:-

(e) Calculation Agent. The Calculation Agent is . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  , unless otherwise 
specified in a Confirmation in relation to the relevant Transaction. 

CO Credit Support Document. Details of a n y  Credit Support Document:- . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(g) Credit Support Provider. Credit Support Provider means in relation to Pany A • . . . . . . . . . . . . . . . . . . . . .  

Credit Support Provider means in relation to Party B, . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

( h )  Go verning lAw. Tbis Agreement will b e  governed b y  and construed in accordance with English law/the 
laws of the State of New York (without reference to choice of law doctrine) • .  

• Delete as applicable. 

23 ISDA® 1992 



International Swap Dealers Association (ISDA) Master Agreement • 741 

(i) Netting of Payments. Subparagraph (ii) of Section 2(c) of this Agreement will not apply to the 

following Transactions or groups of Transactions (in each case starting from the date of this 

Agreement/in each case starting from . . . . . . . . . . . . . . . . . . . . . . . . . .  *) . . . . . . . . . . . . . . . . . . . . . . . . . . .  . 

(j) "Affiliate" will have the meaning specified in Section 14 of this Agreement unless another meaning is 

specified here . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  · · · 

Pan 5. Other Provisions. 

• Delele as applicable. 

24 ISDA® 1992 



Appendix I I  

4 Group of Thirty Recommendations on 
Derivatives 

Recommendations1 

* * * * * 

Recommendations for Dealers and End-Users 

These recommendations are addressed to participants in derivatives 
activity, both dealers and end-users. The terms "dealer" and "end-user" 
do not refer to particular types of institution, but rather to the nature of 
their derivatives activity. A bank, for instance, may participate both as a 
dealer and as an end-user. Likewise, some corporate end-users of deriva­
tives may also by involved as dealers. (For information about who uses 
derivatives and why, see Section II of the Overview of Derivatives 
Activity. ) 

General Policies 

Rccommmdatiou 1: The Role of Senior Management 

Dealo-s mzd end-users should use deriPatives in a manner consistent 
JPith the oPcmll risk management and capital policies apprOJ>ed by their 
boards of directors. These policies should be reviewed as business and mar­
ket circrmzstauas change. Policies gOJ>crning deri1>atiPes use should be 
clearly d�flucd, iucluding the purposes for which these transactions are to 
be zmdatakm. Smior management should apprOJ>e procedm·es a�zd con­
trols to implcmmt these policies, and management at all levels should 
mforce them. 

Derivatives activities merit senior management attention because they 
can generate significant benefits or costs for any firm. A firm's policies for 
derivatives should be an integral part of its overall policies for risk taking 
and management, either in its underlying business ( if it is an end-user) or 
its other lines of business (if it is a dealer) .  Periodic reviews will help 
ensure that these policies reflect changing circumstances and innovations. 

1 This text is reproduced with permission !rom the Group of Thirty. It is an excerpt from Derivatives: 
l'ractiw and l'rinciplts (July 1993 ) ,  prepared by the Global Derivatives Study Group and published by 
the Group of Thirty, Washington, D.C. 

742 
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Valuation and Market Risk Management 

Recommendation 2: Marking to Market 

Dealers should mark their derivatives positions to market, on at least a 
daily basis, for risk management purposes. 

Marking to market is the only valuation technique that correctly 
reflects the current value of derivatives cash flows to be managed and pro­
vides information about market risk and appropriate hedging actions. 
Lower-of-cost-or-market accounting, and accruals accounting, are not 
appropriate for risk management. 

The Survey of Industry Practice shows that the practice of marking to 
market daily is widespread among dealers, reflecting the importance of 
the information it provides to risk managers. lntraday or even real time 
valuation can help greatly, especially in managing the market risk of some 
option portfolios. 

Recommendation 3: Market Valuation Methods 

Derivatives portfolios of dealers should be valued based on mid-market 
levels less specific adjustments, or on appropriate bid or ojJer levels. Mid­
market l'aluation adjustments should allow for expected future costs such 
as unearned credit spread, close-out costs, investing and funding costs, 
and administrative costs. 

Marking to mid-market less adjustments specifically defines and quan­
tifies adjustments that are implicitly assumed in the bid or offer method. 
Using the mid-market valuation method without adjustment would over­
state the value of a portfolio by not deferring income to meet future costs 
and to provide a credit spread. 

Two adjustments to mid-market are necessary even for a perfectly 
matched portfolio: the "unearned credit spread adjustment" to reflect the 
credit risk in the portfolio; and the "administrative costs adjustment" for 
costs that will be incurred to administer the portfolio. The unearned cred­
it spread adjustment represents amounts set aside to cover expected cred­
it losses and to provide compensations for credit exposure. Expected 
credit losses should be based upon expected exposure to counterparties 
( taking into account netting arrangements), expected default experience, 
and overall portfolio diversification. The unearned credit spread should 
preferably be adjusted dynamically as these factors change. It can be cal­
culated on a transaction basis, on a portfolio basis, or across all activities 
with a given client. 

Two additional adjustments are necessary for portfolios that are not 
perfectly matched: the "close-out costs adjustment" which factors in the 
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cost of eliminating their market risk; and the "investing and funding costs 
adjustment" relating to the cost of funding and investing cash flow mis­
matches at rates different from the LIBOR rate which models typically 
assume. 

The Survey reveals a wide range of practice concerning the mark-to­
market method and the use of adjustments to mid-market value . The 
most commonly used adjustments are for credit and administrative costs. 

Recommendation 4: Identifying Revenue Sources 

Dealers should measure the components of revenue regularly and in suF 
jicient detail to understand the sources of risk. 

By identifYing and isolating individual sources of revenue, dealers 
develop a more refined understanding of the risks and returns of deriva­
tives activities. Components of revenue generally include origination rev­
enue, credit spread revenue, if applicable, and other trading revenue. It is 
useful, though complex, to split other trading revenue among compo­
nents of market risk. 

The Survey of Industry Practice indicates that few dealers identity indi­
vidual sources of revenue. This should become a more common practice . 

Recommendation 5: Measuring Market Risk 

Dealers should use a consistent measure to calculate daily the market 
risk of their derivatives positions and compare it to market risk limits. 

• Market risk is best measured as ((value at risk)) using probability 
analysis based upon a common confidence interval (e.g., two stan­
dard deviations) and time horizon (e.g., a one-day exposure) . 

• Components of market risk that should be considered across the term 
structure include: absolute price or rate change (delta); com>exity 
(gamma); volatility (vega); time decay (theta); basis or correlation; 
and discount rate (rho) . 

Reducing market risks across derivatives to a single common denomi­
nator makes aggregation, comparison, and risk control easier. "Value at 
risk" is the expected loss from an adverse market movement with a spec­
ified probability over a particular period of time. For example, with 97.5% 
probability ( that is, a "confidence interval" of 97.5%),  corresponding to 
calculations using about two standard deviations, it can be determined 
that any change in portfolio value over one day resulting from an adverse 
market movement will not exceed a specific amount. Conversely, there is 
a 2 .5% probability of experiencing an adverse change in excess of the cal­
culated amount. 
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Value at risk should encompass changes in all major market risk com­
ponents listed in the recommendation. The difficulty in applying the 
technique of value at risk increases with the complexity of the risks being 
managed. For comparability, value at risk should be calculated to a com­
mon confidence interval and time horizon. 

For most portfolios without options, once the expected loss is known 
for events with a given probability, the loss for a more likely or less likely 
scenario can easily be deduced. Therefore, for such portfolios, the choice 
of confidence interval is of no great significance. For option-based port­
folios, however, this does not hold true. In their case, it would also be 
useful to calculate the loss from more and less likely scenarios. 

A time horizon of one day is consistent with Recommendation 2 for 
daily marking to market, which allows management to know and decide 
daily any change of the risk profile. 

Once a method of risk measurement is in place, market risk limits must 
be decided based on factors such as: management tolerance for low prob­
ability extreme losses versus higher probability modest losses; capital 
resources; market liquidity; expected profitability; trader experience; and 
business strategy. 

The Survey suggests that most dealers know and consider some or all 
of the components of market risk. However, the use of one consistent 
measure of market risk, such as value at risk, is more prevalent among 
large dealers. 

Rccommwdation 6: Stress Simulations 

Dealers should regularly perform simulations to determine how their 
portfolios Jl'oztld perform under stress conditions. 

Simulations of improbable market environments are important in risk 
analysis because many assumptions that are valid for normal markets may 
no longer hold true in abnormal markets. 

These simulations should reflect both historical events and fl1ture pos­
sibilities. Stress scenarios should include not only abnormally large mar­
ket swings but also periods of prolonged inactivity. The tests should 
consider the effect of price changes on the mid-market value of the port­
folio, as well as changes in the assumptions about the adjustments to mid­
market (such as the impact that decreased liquidity would have on 
close-out costs). Dealers should evaluate the results of stress tests and 
develop contingency plans accordingly. 

The Survey indicates that some stress testing is being conducted, 
mainly by large dealers, and that broader usage is planned. 
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Recommendation 7: Investing and Funding Forecasts 

Dealers should periodically forecast the cash investing and funding 

requirements arising from their derivatives portfolios. 

The frequency and precision of forecasts should be determined by the 
size and nature of mismatches. A detailed forecast should determine sur­
pluses and funding needs, by currency, over time. It also should examine 
the potential impact of contractual unwind provisions or other credit pro­
visions that produce cash or collateral receipts or payments. 

The Survey indicates that at present, half of responding dealers are con­
ducting forecasts of cash investing and funding requirements. This type 
of forecast should become a more common practice . 

Recommendation 8: Independent Market Risk Management 

Dealers should have a market risk management function, with clear 
independence and authority, to ensure that the following responsibilities 
are carried out: 

• The development of risk limit policies and the monitoring of 
transactions and positions for adherence to these policies. (See 
Recommendation 5.) 

• The design of stress scenarios to measure the impact of market condi­
tions, however improbable, that might cause market gaps, volatility 
swings, or disruptions of major relationships, or might reduce liquid­
ity in the face of unfavorable market linkages, concentrated market 
making, or credit exhaustion. (See Recommendation 6.) 

• The design of revenue reports quantifYing the contribution of various 
risk components, and of market risk measures such as value at risk. 
(See Recommendations 4 and 5.) 

• The monitoring ofvariance between the actual volatility of portfolio 
value and that predicted by the measure of market risk. 

• The review and approval of pricing models and valuation systems 
used by front- and back-office personnel, and the development of rec­
onciliation procedures if different systems are used. 

The growth of activities in derivatives and other financial instruments 
has led many firms to establish market (and credit) risk management 
functions to assist senior management in establishing consistent policies 
and procedures applicable to various activities. Market risk management 
is typically headed by a board level or near board level executive. 
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The market risk management function acts as a catalyst for the devel­
opment of sound market risk management systems, models and proce­
dures. Its review of trading performance typically answers the question: 
Are results consistent with those suggested by analysis of value at risk? 
The risk management function is rarely involved in actual risk-taking 
decisions. 

According to the Survey, a large majority of dealers already have such 
a function in place and over 50% of those that do not, plan to establish 
one in the near future. 

Recommendation 9: Practices by End-Users 

As appropriate to the nature, size, and complexity of their derivatives 
activities, end-users should adopt the same valuation and market risk 
management practices that are recommended for dealers. Specifically, 
they should consider: regularly marking to market their derivatives trans­
actions for risk management purposes; periodically forecasting the cash 
investing and funding requirements arising from their derivatives trans­
actions; and establishing a clearly independent and authoritative func­
tion to design and assure adherence to prudent risk limits. 

While many end-users do not expect significant change in the com­
bined value of their derivatives positions and the underlying positions, 
others do. Derivatives are customer-specific transactions, often designed 
to offset precisely the market risk of an end-user's business position ( e.g. , 
buying a commodity as a raw material ) .  End-users should establish the 
performance assessment and control procedures that are appropriate for 
their derivatives activities. 

Less than half of those end-users surveyed currently mark their deriva­
tives hedges to market for risk management purposes. About half plan to 
do so. 

Credit Risk Measurement and Management 

Recommendation 10: Measuring Credit Exposure 

Dealers and end-users should measure credit exposure on derivatives in 
two ways: 

• Current exposure, which is the replacement cost of derivatives trans­
actions, that is, their market value. 

• Potential exposure, which is an estimate of the future replacement 
cost of derivatives transactions. It should be calculated using proba­
bility analysis based upon broad confidence intervals (e.g., two stan­
dard deviations) over the remaining terms of the transactions. 
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To assess credit risk, a dealer or end-user should ask two questions. If 
a counterparty were to default today, what would it cost to replace the 
derivatives transaction? If a counterparty defaults in the future, what is a 
reasonable estimate of the future replacement cost? 

Current exposure is an accurate measure of credit risk that addresses 
the first question. It simply evaluates the replacement cost of outstanding 
derivatives commitments. The result can be positive or negative. It is an 
important measure of credit risk as it represents the actual risk to a coun­
terparty at any point in time. The regular calculation of current exposure 
is a broadly accepted practice today. 

Potential exposure is more difficult to assess, and the methods used to 
determine it vary. The most rigorous methods use either simulation anal­
ysis or option valuation models. The analysis generally involves a statisti ­
cal modeling or option valuation models. The analysis generally involves 
a statistical modeling of the effects on the value of the derivatives of 
movement in the prices of the underlying variables (such as interest rates, 
exchange rates, equity prices, or commodity prices) .  These techniques arc 
often used to generate nvo measures of potential exposure: expected 
exposure; and maximum or "worst case" exposure. 

Dealers and end-users that cannot justifY the simulation and statistical 
systems needed to perform such potential exposure calculations should 
use tables of factors developed under the same principles. The factors 
used should differentiate appropriately by type and maturity of transac­
tion and be adjusted periodically for changes in market conditions. 

The Survey shows that dealers use several different methods for calcu­
lating credit exposures. These include: the BIS original and current expo­
sure methods, used by one-third of all dealers; methods based on 
worst-case scenarios applied to each transaction, used by about a quarter 
of dealers and expected to become the most common in the future; and 
methods that rely upon tables of factors, used by almost 40% of dealers. 
End-users tend to rely on simpler methods primarily based on notional 
amounts. 

Recommendation 11 :  Aggregating Credit Exposures 

Credit exposures on derivatives, and all other credit exposures to a cozm­
terparty, should be aggregated taking into consideration enforceable net­
ting arrangements. Credit exposures should be calculated regularly and 
compared to credit limits. 

In calculating the current credit exposure for a portfolio of transactions 
with a counterparty, the first question is whether netting applies. If it 
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does, the current exposure is simply the sum of positive and negative 
exposures on transactions in the portfolio. 

The calculation of potential exposure is more complicated. Simply 
summing the potential exposures of all transactions will in most cases dra­
matically overstate the actual exposure, even if netting does not apply. 
This is because a straight summation fails to take into account transac­
tions in the portfolio that offset each other or that have peak potential 
exposures at different times. The most accurate calculation of potential 
exposure simulates the entire portfolio. Although portfolio-level simula­
tion is not commonly used by dealers at present, they should pursue it 
more widely to avoid overstating aggregate exposure. 

Credit exposures should be calculated regularly. In particular, dealers 
should monitor current exposures daily; they can generally measure 
potential exposures less frequently. End-users with derivative portfolios 
should also periodically assess credit exposures. For them, the appropri­
ate frequency will depend upon how material their credit exposures are. 

Credit exposures should also be regularly compared to credit limits, 
and systems should be in place to monitor when limits are approached or 
exceeded, so that management can take appropriate actions. 

By aggregating credit exposures on derivatives as described above, par­
ticipants will have a consistent basis for comparison with other credit 
exposures including those resulting from on-balance-sheet activity. This 
would permit a more effective evaluation of the adequacy of credit 
reserves relative to overall credit exposure. 

The Survey suggests that most dealers monitor gross credit use against 
limits. Aggregating current and potential exposures by counterparty on a 
net basis is not common among dealers, although some who do not net 
at present plan to in the future. Frequent monitoring of credit exposure 
is widespread among dealers, with three-quarters of respondents doing it 
either intraday or overnight. The majority of end-users monitor credit 
exposures at least once a month. 

Recommendation 12: Independent Credit Risk Management 

Dealers and end-users should have a credit risk management function 
JVith clear independence and authority, and JVith analytical capabilities 
in derivatives, responsible for: 

• Approving credit exposure measurement standards. 

• Setting credit limits and monitoring their use. 

• RevieJVing credits and concentrations of credit risk. 
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• Reviewing and monitoring risk reduction arrangements. 

For dealers, credit exposures should be monitored by an independent 
credit risk management group. According to the Survey, most dealers and 
some end-users have such a group.  For end-users, this role may not nec­
essarily be performed by a separate group; however, the credit risk should 
be managed independently from dealing personnel. This separation of 
responsibility is intended to prevent conflicts of interest and to ensure 
that credit exposure is assessed objectively. The credit risk management 
function should approve exposure management standards, and should 
establish credit limits for counterparties consistent with these standards. 
Specifically, it should conduct an internal credit review before engaging 
in transactions with a counterparty, and should guide the use of docu­
mentation and credit support tools. Credit limits and guidelines should 
ensure that only those potential counterparties that meet the appropriate 
credit standards, with or without credit support, become actual counter­
parties. 

The credit risk management function should continually review the 
creditworthiness of counterparties and their credit limits. 

Recommendation 13: Master Agreements 

Dealers and end-users are encouraged to use one master agreement as 
widely as possible with each counterparty to document existing and future 
derivatives transactions, including foreign exchange forwards and 
options. Master agreements should provide for payments netting and close­
out netting, using a full two-way payments approach. 

Participants should use one master agreement with each counterparty. 
That agreement should provide for close-out and settlement netting as 
widely as possible to document derivatives transactions. In particular, 
there is substantial scope for reducing credit risk by including foreign 
exchange forwards and options under master agreements along with 
other derivatives transactions. 

A single master agreement that documents transactions between two 
parties creates the greatest legal certainty that credit exposure will be 
netted. The use of multiple master agreements between two parties intro­
duces the risk of "cherry-picking" among master agreements ( rather than 
among individual transactions); and the risk that the right to set off 
amounts due under different master agreements might be delayed. 
Dealers and end-users will be well served by using a single master agree­
ment with counterparties to document as many derivatives transactions as 
law or regulation permit. The practices of using separate agreements for 
each transaction between two parties, or standard terms that do not con-
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stitute a master agreement, are not good practices and should be discon­
tinued. According to the Survey, two-fifths of all dealers now document 
derivatives transactions under a multi-product master, and more plan to 
do so in the future. 

Full two-way payments, as opposed to limited two-way payments, is 
now the preferred payments approach in master agreements. Under full­
two-way payments, the net amount calculated through the netting provi­
sions in a bilateral master agreement is due regardless of whether it is to, 
or from, the defaulting party. Under limited two-way payments, the 
defaulting party is not entitled to receive anything, even if the net amount 
is in its favor. This discourages default and enhances cross-product and 
cross-affiliate set-off. However, when master agreements cover a wide 
range of derivatives transactions, the benefits created by increasing the 
certainty about the value of a net position under full two-way payments 
outweigh any possible benefits under limited two-way payments. 

Recommendation 14: Credit Enhancement 

Dealers and md-users should assess both the benefits and costs of credit 
enhancement and related risk-reduction arrangements. Where it is pro­
posed that credit downgrades JVould trigger early termination or 
collateral requirements, participants should carefully consider their own 
capacity and that of their counterparts to meet the potentially substantial 
funding needs that might result. 

Credit risk reduction arrangements can be useful in the management of 
counterparty credit risk. These include collateral and margin arrange­
ments; third-party credit enhancement such as guarantees or letters of 
credit; and structural credit enhancement though the establishment of 
special-purpose vehicles to conduct derivatives business. 

The Survey indicates that about two-thirds of dealers are prepared to 
accept credit enhancement with cash or securities as collateral, and over 
three-quarters accept a third-party guarantee or enhancement. Reflecting 
strong dealer credit ratings, only one-third are prepared to provide cash 
or securities collateral and only 1 0% or so will offer a third-party 
guarantee. 

Enforceability 

Recommendation 15: Promoting Enforceability 

Dealers and end-users should JVork together on a continuing basis to 
identifY and recommend solutions for issues of legal enforceability, both 
JVithin and across jurisdictions, as activities evolve and neJV types of trans­
actions are developed. 
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Dealers regularly develop new types of transactions, and new tech­
nologies are developed to confirm them. These developments may not fit 
clearly within the current legal framework in the jurisdictions where 
transactions occur. Therefore, dealers and end-users should continue to 
work together to evaluate the developments in light of existing laws to 
assess what legal issues may arise. They should take the initiative to ensure 
that risks arising from these developments can be properly handled 
through analysis, market practices, documentation and, when necessary, 
legislation. 

Enforceability of netting provisions is considered a serious concern by 
43% of dealer senior management responding to the Survey, and another 
45% consider it to be of some concern. It also is considered a serious issue 
by management of many end-users. 

Systems, Operations, and Controls 

Recommendation 16: Professional Expertise 

Dealers and end-users must ensure that their derivatives activities are 
undertaken by professionals in sufficient number and with the appropri­
ate experience, skill levels, and degrees of specialization. These profession­
als include specialists who transact and manage the risks involved, their 
supervisors, and those responsible for processing, reporting. controlling, 
and auditing the activities. 

To establish good management, derivatives activities must be staffed by 
talented, well-trained and responsible professionals. There is a danger, 
however, in relying on a few specialists, and it is essential that their man­
agers understand not only derivatives but also the broader business 
context. 

Derivatives support functions are technical and generally require a level 
of expertise higher than for other financial instruments or activities. 
Respondents to the Survey expressed concern that, while they are satis­
fied with the quality of staff in line derivatives activities, the quality of 
support staff lags. Developing expertise through training programs and 
appropriate standards of professionalism is encouraged. 

The Survey indicates that, for the majority of respondent dealers, 
senior management is confident about the general quality of its deriva­
tives professionals. To the extent it is concerned about issues of profes­
sionalism, it is more worried about its own lack of understanding, about 
insufficient understanding of derivatives by other functions, and about 
overreliance on a few specialists. 
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Recommendation 17: Systems 

Dealers and end-users must ensure that adequate systems for data cap­
ture, processing, settlement, and management reporting are in place so 
that derivatives transactions are conducted in an orderly and efficient 
manner in compliance with management policies. Dealers should have 
risk management systems that measure the risks incurred in their deriva­
tives activities including market and credit risks. End-users should have 
risk management systems that measure the risks incurred in their deriva­
tives activities based upon their nature, size and complexity. 

The size and scope of the required systems will depend upon the nature 
and scale of an organization's derivatives transactions. 

For dealers, operating efficiency and reliability are enhanced through 
the development of systems that minimize manual intervention. Those 
benefits are particularly significant for dealers with a large volume of 
activity and a high degree of customization of transactions. At the 
moment, confirmations of transactions, for example , are automated for 
about 40% of dealers, some I 0% are partially automated, and another 45% 
rely on manual systems. Eighty percent plan to automate their confirma­
tions completely. In addition, large dealers have made significant invest­
ments to integrate back- and front-office systems for derivatives with their 
firms' other management information systems. Dealers that have done so 
have found that the integration further enhances operating efficiency and 
reliability. 

While end-users may invest less extensively in their systems than deal­
ers do, these should still be sufficient to group exposures and analyze 
aggregated risk in a meaningful and useful way. 

Recommendation 18: Authority 

Management of dealers and end-users should designate who is atttho­
rized to commit their institutions to derivatives transactions. 

Authority may be delegated to certain individuals or to persons hold­
ing certain positions within the firm. Management may choose to limit 
authority to certain types of transactions, for example to certain maturi­
ties, amounts or types of underlying risks. It is essential that this infor­
mation be understood within the firm. 

Participants should communicate information on which individuals 
have the authority to commit to counterparties. They should recognize, 
however, that the legal doctrine of "apparent authority" may govern 
transactions they enter into, and that there is no substitute for appropri­
ate internal controls. 
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Two-thirds of dealers responding to the Survey involve senior man­
agement in authorizing traders to commit the firm. 

Accounting and Disclosure 

Recommendation 19: Accounting Practices 

International harmonization of accounting standards for derivatives 
is desirable. Pending the adoption of harmonized standards, the following 
accounting practices are recommended: 

• Dealers should account for derivatives transactions by marking them 
to market, taking changes in value to income in each period. 

• End-users should account for derivatives used to manage risks so as to 
achieve a consistency of income recognition treatment between those 
instruments and the risks being managed. Thus, if the risk being 
managed is accounted for at cost (or, in the case of an anticipatory 
hedge, not yet recognized), changes in the value of a qualifying risk 
management instrument should be deferred until a gain or loss is 
recognized on the risk being managed. Or, ifthe risk being managed 
is marked to market with changes in value being taken to income, a 
qualif:vi,zg risk management instrument should be treated in a com­
parable fashion. 

• End-users should account for derivatives not qualifYing for risk man­
agement treatment on a mark-to-market basis. 

• Amounts due to and from counterparties should only be offset when 
there is a legal right to set off or when enforceable netting arrange­
ments are in place. 

Where local regulations prevent adoption of these practices, disclosure 
along these lines is nevertheless recommended. 

Accounting policies for derivatives vary widely around the world. In  
some countries there are local accounting standards that address account­
ing for derivatives; in other countries there are no specific standards and 
a variety of customs and practices has developed. In view of the global 
nature of derivatives, it is desirable to achieve some harmonization of 
accounting treatment to assist in clarifYing the financial statements of 
dealers and end-users. 

The recommendation for dealers to account for changes in the value 
of their derivatives positions in income during each period has become 
standard in many, although not all, countries. It provides a better repre­
sentation of the economic effects of such positions than other methods. 
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The recommended accounting treatment for end-users using deriva­
tives to manage risks, referred to as "risk management accounting," is 
also a standard treatment. It has evolved in many countries, at least in a 
modified form, as a response to anomalies in the existing accounting 
framework. Traditionally in some countries, this accounting treatment 
has been applied solely to transactions undertaken to reduce risks, usually 
referred to as "hedges."  

Policies must define when financial instruments are eligible for risk 
management accounting to ensure that the method is not abused. 

Among a majority of dealers who responded to the Survey, senior man­
agement thought inconsistency of accounting standards with the eco­
nomics of the business were either of serious or some concern. 

Recommendation 20: Disclosures 

Financial statements of dealers and end-users should contain suj]icient 
information about their use of derivatives to provide an understanding of 
the purposes for which transactions are undertaken, the extent of the 
transactions, the degree of risk involved, and how the transactions have 
been accounted for. Pending the adoption of harmonized accounting stan­
dards, the following disclosures are recommended: 

• Information about management's attitude to financial risks, how 
instruments are used, and how risks are monitored and controlled. 

• Accounting policies. 

• Analysis of positions at the balance sheet date. 

• Analysis of the credit risk inherent in those positions. 

• For dealers only, additional information about the extmt of their 
activities in financial instruments. 

The Survey shows that the quality of the financial statement disclosure 
about derivatives transactions varies even more widely than the account­
ing policies that are applied. Until local standards-setting bodies can 
adopt harmonized standards, there is a need to improve the quality of 
financial statement disclosure concerning transactions in both derivatives 
and cash market instruments. 

Its qualitative nature dictates that information about management's 
attitude to financial risks, how instruments are used, and how risks are 
monitored and controlled, should appear in the management analysis sec­
tion of the annual report. The remaining information should appear in 
the footnotes to financial statements and be commented on as appropri­
ate in the management analysis. 
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This recommendation is not apparently precluded by accounting regu­
lations in any country and its early adoption is encouraged. 

Inadequate public disclosure of exposures of counterparties is of some 
concern, or of serious concern, to about three-fifths of senior manage­
ment among dealers responding to the Survey. 

Recommendations for Legislators, Regulators, and Supervisors 

Recommendation 21: Recognizing Netting 

Regulators and supervisors should recognize the benefits of netting 
arrangements JVhere and to the full extent that they are enforceable, and 
encourage their use by reflecting these arrangements in capital adequacy 
standards. Specifically, they should promptly implement the recognition of 
the effectiveness of bilateral close-out netting in bank capital regulations. 

The bilateral or multilateral netting of contractual payments due on 
settlement dates, and of unrealized losses against unrealized gains in the 
event of a counterparty's default,  is the most important means of miti­
gating credit risk. By reducing settlement risk as well as credit exposures, 
netting contributes to the reduction of systemic risk. 

Significant efforts have been made to develop standard master agree­
ments that effect netting across the full range of derivatives products. 
Nonetheless, the enforceability of such netting provisions remains among 
the highest concerns of senior management of derivatives dealers, accord­
ing to the Survey. 

Regulators and supervisors should officially recognize netting where 
and to the full extent it is enforceable, and reflect these arrangements in 
the capital standards. In this way, regulators and supervisors will stimu­
late efforts to resolve uncertainties where they exist and create tangible 
incentives for using this most important method of reducing 
counterparty risk. 

An important step in implementing this recommendation was taken in 
April of this year when the Basle Committee released a Consultative 
Paper that included a proposal for recognizing the effectiveness of close­
out netting. This is an amendment to the agreed framework of measur­
ing bank capital adequacy (the "Basle Accord") published by the Basle 
Committee in July 1988 .  When the consultation period for this proposal 
has ended, the national supervisory authorities represented on the Basle 
Committee should recognize and implement bilateral close-out nettings 
for capital purposes .  
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Recommendation 22: Legal and Regulatory Uncertainties 

Legislators, regulators, and supervisors, including central banks, should 
work in concert with dealers and end-users to identifY and remo1>e any 
remaining legal and regulatory uncertainties with respect to: 

• The form of documentation required to create legal£v enforceable 
agreements (statute offrauds). 

• The capacity of parties, such as governmental entities, insurance 
companies, pension funds, and building societies, to enter into tram­
actions ( ultra vires) .  

• The enforceability of bilateral close-out netting and collateral 
arrangements in bankruptcy. 

• The enforceability of multibranch netting arrangements t1l 
bankruptcy. 

• The legality/enforceability of derivatives transactions. 

These five main enforceability risks are analyzed for nine major juris­
dictions in Appendix II (bound separately) .  Regulators and legislators in 
these jurisdictions should remove the remaining uncertainties that have 
been identified. In other countries, market participants, regulators, and 
legislators should work to identifY and resolve any similar legal risks. 
These efforts should be conducted on a continuing basis, to account for 
new types of derivatives transactions and new technologies. It is impor­
tant to approach these issues aggressively so that the largest risks faced by 
dealers and end-users are not legal risks from legal systems that have not 
kept pace with financial developments. 

Further work on the enforceability in bankruptcy or insolvency of bilat­
eral netting and collateral arrangements is particularly important if the 
credit risk reduction techniques for derivatives are to evolve. These tech­
niques are essential building blocks for enforceable multilateral netting 
arrangements, if that is a direction participants choose to take. 

Recommendation 23: Tax Treatment 

Legislators and tax authorities are encouraged to review and, where 
appropriate, amend tax laws and regulations that disadvantage the use 
of derivatives in risk management strategies. Tax impediments i1lclztde 
the inconsistent or uncertai1l tax treatment ofgaim and losses on the 
derivatives, in comparison with the gains and losses that arise from the 
risks being managed. 

In most, if not all jurisdictions, the tax treatment being applied to 
derivatives transactions dates back to before they came into general use . 
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This can lead to considerable uncertainty in determining how gains and 
losses associated with these instruments should be taxed depending upon 
their use . 

These uncertainties and inconsistencies present real difficulties to orga­
nizations that seek to use derivatives to manage risks in their businesses. 
Confusion can discourage them from pursuing commercially sensible risk 
management strategies. 

Recommendation 24: Accounting Standards 

Accounting standards-setting bodies in each country should, as a mat­
ter of priority, provide comprehensive guidance on accounting and report­
ing of transactions in financial instruments, including derivatives, and 
should JVork toJVards international harmonization of standards on this 
subject. Also, the International Accounting Standards Committee should 
finalize its accounting standard on Financial Instruments. 

At present no country has accounting and reporting standards that 
comprehensively address all financial instruments, including derivatives. 
Even in those countries where development of accounting standards is 
considered far advanced, there are gaps or inconsistencies between dif­
ferent standards. This is an area where action needs to be taken as a 
matter of priority. 

In a number of countries, accounting standards-setters have recog­
nized the need to improve accounting standards in this area and some 
have commenced work. Furthermore, the International Accounting 
Standards Committee ( IASC) has issued an exposure draft on Financial 
Instruments (E40) and presently intends to finalize an accounting stan­
dard by the end of 1 993.  

In addressing the accounting and disclosure requirements for financial 
instruments, the IASC and national accounting standards-setters are 
encouraged to address the problems of accounting for risk management 
activities. Most existing accounting regulations were formulated before 
recent advances in risk management strategies. This poses considerable 
practical problems, both to end-users and dealers. Developments in 
accounting regulations have not kept pace with changes in the way risk is 
managed. 

In some countries, the accounting standards that govern the eligibility 
for hedge accounting treatment of hedges of anticipated transactions may 
be too restrictive: some relaxation should be permitted, subject to safe­
guards to prevent abuse . 
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Similarly, accounting standards should deal with risk management in a 
broad sense and not deal just with risk reduction (hedging) which is only 
one aspect of risk management. Risk management strategies are increas­
ingly being used by both financial and nonfinancial institutions to achieve 
an acceptable risk profile, but not necessarily a reduced level of risk. 
Concern over current accounting regulations is deterring some organiza­
tions from pursuing commercially sensible risk management strategies. 
While standards are necessary to ensure that risk management accounting 
is not abused, it is essential that accounting standards respond to modern 
risk management techniques. 
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5 
Joint Report on the Framework for 
Supervisory Information About the 
Derivatives Activities of Banks and 
Securities Firms 

[Excerpt] 

II. Catalogue of information for supervisory purposes* 

1 6. In  monitoring the activities of a financial institution involved in 
derivatives, supervisors need to be satisfied that the firm has the ability to 
measure, analyze and manage these risks. In order to achieve these objec­
tives, supervisors should seek to ensure that the firm has both quantita­
tive and qualitative information on its derivatives activities. 

1 7. Quantitative information. Quantitative information about deriva­
tives activities should address the following broad areas: 

credit risk 

- liquidity risk 

- market risk 

- earnings 

Recognizing that exchange-traded and OTC derivatives generally dif­
fer in their credit risk, liquidity risk and the potential for complexity, the 
overall reporting framework distinguishes between exchange-traded and 
OTC derivatives in identifYing information needed for supervisory assess­
ment. Each of the four broad areas is discussed in greater detail in sec­
tions 1 to 4 below. 

1 8 .  Qualitative information. In order to effectively evaluate banks' and 
securities firms' derivatives activities and related risks, supervisors should 
assess qualitative information about institutions' systems, policies and 
practices for measuring and managing the risk of derivatives. This includes, 
for example, information on the risk limits that banks and securities firms 
use to manage their exposures and any changes in these limits. The risk 

• This text is reproduced with permiSSion from the Basic: Committee on Banking 
Supervision and the Technical Committee of the International Organization of Securities 
Commissions ( IOSCO). It is an excerpt from Framework for S11pervisory Information abo11t 
the Derivatives Activities of Banks and Sec11rities Firms ( May 1995 ), prepared by the Bask 
Committee on Banking Supervision and the Technical Committee of the International 
Organization of Securities Commissions. 
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management guidelines for derivatives, which were issued by the two 
Committees in July 1 994 and which highlight key attributes of the risk 
management systems of banks and securities firms, may be used as a guide 
in requesting information on institutions' systems, policies and practices.4 

19 .  The following sections describe in greater detail the different ele­
ments of the framework for supervisory information about derivatives 
activities. The narrative discussion is summarized in tabular form in 
Annex 1 .  In Annex 1 ,  two columns are provided for each of the major 
risk categories. The first column identifies a supervisory concern or use, 
and the second column describes the information that could be applica­
ble to that use . Explanations follow that summarize how each data item 
might be used or why it is important from a supervisory perspective. In 
general, the data and related explanations reflect widely accepted con­
cepts and techniques for measurement of risk exposure that are based on 
new developments in practice. Some information elements address mul­
tiple supervisory uses listed in the first column of Annex 1 .  To summa­
rize such overlaps, Annex 2 cross-references the information elements 
with the supervisory uses that have been identified.· ·  

l.  Credit risk 

20. Credit risk is the risk that a counterparty may fail to fully perform 
on its financial obligations. With respect to derivatives, it is appropriate to 
differentiate between the credit risk of exchange-traded and OTC instru­
ments. Owing to the reduction in credit risk achieved by organized 
exchanges and clearing houses, supervisors may need to evaluate less 
information on exchange-traded derivatives for credit risk purposes than 
on OTC instruments. Accordingly, the following discussion on credit risk 
pertains primarily to OTC contracts.s 

2 1 .  The Committees recognize that the notional amount of OTC 
derivative contracts does not reflect the actual counterparty risk. Credit 
risk for an OTC contract is best broken into two components, current 
credit exposure to the counterparty and the potential credit exposure that 

4 Risk Mmzagemmt Guidefi,zes for Derivatives, Bask Com mitt.:.: on Banking Sup.:rvision, 
july 1 994, and Operatio,zal a,zd Financial Risk Management Control Mechanisms for Over­
the-Counter Derivatives Activities of Regulated Securities Firms. T.:chnical Committe.: of 
IOSCO, July 1 994. 

•• Annex 1 and 2 are nor reprinted h.:rein. 
:; Cr.:dit risk is of most conc.:rn in th.: cas.: of OTC d.:rivativ.: contracts sine.: .:xchange 

cl.:aring hous.:s for d.:rivatives employ risk manag.:m.:nt systems that substantially mitigat.: 
credit risks to tht:ir m.:mb.:rs. Both futures and options .:xchang.:s typically mark .:xposures 
to mark.:t .:ach day. In th.: cas.: of futur.:s .:xchanges, m.:mb.:rs' exposures to the clearing 
h'mse are eliminated .:ach day, and oft.:n intra·day, through variation margin paym.:nts. In 
the case of options .:xchanges, clearing house exposures to written options are fully 
collateralised . 
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may result from changes in the market value underlying the derivative 
contract. To the extent possible, credit risk from derivatives should be 
considered as part of an institution's overall credit risk exposure. This 
should include exposure from other off-balance-sheet credit instruments 
such as standby letters of credit as well as the credit risk from on-balance­
sheet positions. 

(a) Current credit exposure 

22. Current credit exposure is measured as the cost of replacing the 
cash flow of contracts with positive mark-to-market value ( replacement 
cost) if the counterparty defaults. Legally enforceable bilateral netting 
agreements can significantly reduce the amount of an institution's credit 
risk to each of its counterparties. These netting agreements can extend 
across different product types such as foreign exchange, interest rate, 
equity-linked and commodity contracts. Therefore, an institution's cur­
rent credit exposure from derivative contracts is best measured as the pos­
itive mark-to-market replacement cost of all derivative products on a 
counterparty by counterparty basis, taking account of any legally enforce­
able bilateral netting agreements. 

23 .  For individual institutions, breaking out the gross positive and 
negative market values of contracts may have supervisory value by pro­
viding an indication of the extent to which legally enforceable bilateral 
netting agreements reduce an institution's credit exposure. 

(b) Potential credit exposure 

24. In light of the potential volatility of replacement costs over time, 
prudential analysis should not only focus on replacement cost at a given 
point in time but also on its potential to change. Potential credit expo­
sure can be defined as the exposure of the contract that may be realized 
over its remaining life due to movements in the rates or prices underlying 
the contract. For banks, under the requirements of the 1988 Basle 
Capital Accord, potential exposure is captured through a so-called "add­
on," which is calculated by multiplying the contract's gross or effective6 
notional principal by a conversion factor that is based on the price volatil­
ity of the underlying contract. Bank supervisors should therefore evaluate 
information on the add-ons that banks must already compile for their 
risk-based capital calculations. Such information could include notional 
amounts by product category ( i .e .  interest rate, foreign exchange, equi­
ties, precious metals and other commodities) and by remaining maturity 

6 Effective: notional principal is obtained by adjusting the: notional amount to rc:flc:ct the: 
true: exposure: of contracts that arc: lc:vc:ragc:d or otherwise: c:nhancc:d by the: structure: of the: 
transaction. 



FrameJvorkfor Supervisory Information About Derivatives Actil'ities • 763 

( i . e .  one year or less, over one year to five years and more than five years) .  
The Basle Accord defines remaining maturity as the maturity of the 
derivative contract. However, supervisors could also take into account 
information on the instrument underlying the derivative contract. 

25 .  Some banks and securities firms have developed sophisticated sim­
ulation models that may produce more precise estimates of their poten­
tial credit exposures than under the add-ons approach, and supervisors 
may wish to take account of the results of these models. These models are 
generally based on probability analysis and techniques modelling the 
volatility of the underlying variables ( exchange rates, interest rates, equi­
ty prices, etc . )  and the expected effect of movements of these variables on 
the contract value over time. Estimates of potential credit exposure by 
simulations are heavily influenced by the parameters used (a discussion of 
the major parameters that can influence simulation results is included in 
the market risk section below).  Supervisors and firms should discuss the 
parameters and other aspects of the models to ensure an appropriate level 
of understanding and confidence in the use of such models. 

(c) Credit enhancements 

26. Information on credit enhancements used in connection with 
OTC derivative transactions is important to an effective supervisory 
assessment of the credit risk inherent in an institution's derivatives posi­
tions. Collateral can be required by an institution to reduce both its cur­
rent and potential credit risk exposure . Collateral held against the current 
exposure of derivative contracts with a counterparty effectively reduces 
credit risk and, therefore, merits supervisory attention. However, super­
visors need to consider the legal enforceability of netting agreements and 
the quality and marketability of collateral .? For supervisory analysis pur­
poses, collateral held by an institution in excess of its netted credit expo­
sure to a counterparty would not reduce current credit exposure below 
zero but could reduce potential credit exposure. Supervisors could obtain 
a better understanding of how collateral reduces credit risk by collecting 
information separately on collateral with a market value less than or equal 
to the netted current exposure to the counterparty and collateral with 
market values in excess of the netted current exposure and of the nature 
of that collateral. 

27. OTC contract provisions that require a counterparty to post initial 
collateral (or additional collateral as netted current exposure increases) 
may be used to reduce potential credit exposure. An OTC contract that 

7 For .:xampk, supervisors could obtain additional insights through information on OTC 
contracts with collateral recognized und.:r the Basic: Capital Accord (for banks) and OTC 
contracts with oth.:r readily marketable:, high quality securities as collateral. 
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is subject to a collateral or margin agreement may have lower potential 
exposure, since collateral would be required in the future to offset any 
increase in credit exposure. Accordingly, information about the notional 
amount and market value of OTC contracts subject to collateral agree­
ments could enhance supervisory understanding of an institution's 
potential credit risk. 

(d) Concentration of credit risk 

28.  As with loans, an identification of significant counterpart)' OTC 
credit exposures relative to an institution's capital is important for an 
evaluation of credit risk. This information should be evaluated together 
with qualitative information on an institution's credit risk controls. To 
identifY significant exposures and limit reporting burden,  supervisors 
could focus on those counterparties presenting netted current and poten­
tial credit exposure above a certain threshold. As a minimum, supervisors 
could identifY the 1 0  largest counterparties to which an institution is 
exposed, subject to the minimum threshold used. 

29. Since counterparty exposure may stem from different instruments, 
overall risk concentrations with single counterparties or groups of coun­
terparties cannot be measured accurately if the analysis is limited to single 
instruments (e .g. swaps) or classes of instruments (e .g. OTC derivatives) .  
For this reason, institutions should aim to monitor counterpart)' expo­
sures on an integrated basis, taking into consideration both cash instru­
ments and off-balance-sheet relationships. Supervisors could also 
consider information on exposure to counterparties in specific business 
sectors or to counterparties within a certain country or region. 

30. Supervisors could also analyze information on aggregate exposures 
to various exchanges, both on- and off-balance-sheet, and on exposures to 
certain types of collateral supporting derivative instruments. Overexposure 
to specific issues or markets can lead to additional credit concerns, partic­
ularly in the case of banks and securities firms with significant activity in 
securities markets. Some securities supervisors address this concentration 
risk by deducting from capital all positions above a certain level of market 
turnover or by applying some other suitable benchmarks. Supervisors 
without such provisions should ensure that they are at least informed 
about these concentrations, whether in the form of holdings of the under­
lying security itself or in the form of OTC derivatives positions which 
require the firm to deliver or receive such concentrated positions. 

(e) Counterparty credit quality 

3 1 .  Credit risk is jointly dependent upon credit exposure to the coun­
terparty and the probability of the counterparty's default. Information on 
the current and potential credit exposure to counterparties of various 
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credit quality would increase supervisory insights into the probability of 
credit loss. Information indicative of counterparty credit quality includes 
total current and potential credit exposure-taking into account legally 
enforceable bilateral netting agreements-to counterparties with various 
characteristics, e.g. Basic Capital Accord risk weights ( for banks),  credit 
ratings assigned by rating agencies, or the institution's internal credit rat­
ing system.  Information on guarantees, standby letters of credit, or other 
credit enhancements may also enhance supervisory understanding of 
credit quality. Aggregate information on past-due status and past-due 
information by major counterparties, together with information on actu­
al credit losses, may be of particular interest for identifYing pending coun­
terparty credit quality problems in the OTC derivatives markets. 

2. Liquidity risk 

32. As with cash instruments, there are two basic types of liquidity risk 
that can be associated with derivative instruments: market liquidity risk 
and funding risk. 

(a) Market liquidity risk 

33. Market liquidity risk is the risk that a position cannot be eliminat­
ed quickly by either liquidating the instrument or by establishing an off­
setting position . Information that breaks out exchange-traded and OTC 
derivatives could further supervisory understanding of an institution's 
market liquidity risk. Although exchange-traded and OTC markets both 
contain liquid and illiquid contracts, the basic differences between the 
two markets give an indication of the comparative difficulty of offsetting 
exposures using other instruments.s Among both OTC and exchange­
traded products, information on broad risk categories ( i .e .  interest rate, 
foreign exchange, equities and commodities) and types of instrument 
would be useful in judging the market liquidity of an institution's posi­
tions. Accordingly, notional amounts and market values of exchange­
traded and OTC instruments by type (and perhaps by maturity and by 
product) could enhance a supervisor's understanding of an institution's 
market liquidity risk. In addition, supervisors could gain important 
insights into an institution's market liquidity by taking into account the 
availability of alternative hedging strategies and closely substitutable 
instruments. 

34. To understand the market liquidity risk arising from an institution's 
derivatives activities, supervisors would benefit greatly from a picture of 

H Market illiquidity may stem from the customized nature of some OTC contracts which 
can include fundamental dements of market risk in combinations that may not be easily 
replicated using standardized exchange-traded contracts or other OTC instruments. 
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the aggregate size of the market in which the institution is active . This is 
particularly important for OTC derivatives, which are generally tailored to 
the specific needs of customers and for which marking to market is more 
difficult than for standardized products with liquid markets. As a result, it 
may be difficult to unwind a position in an appropriate time frame because 
of its size, the availability of suitable counterparties, or the narrowness of 
the market. Currently available information on notional values of deriva­
tive instruments provides, at best, an incomplete indication of the aggre­
gate size of the market for a particular derivative instrument or of an 
institution's participation in that market. An alternative, yet still imperfect, 
measure of market size would be the gross positive and gross negative 
market values of contracts by risk category or product. Such data would 
provide an indication of the economic or market value of the derivative 
instruments held by banks and securities firms in a particular market at a 
point in time and an institution's concentration in that market. 

(b) Funding risk 

35.  Funding risk is the risk of derivatives acnvltles placing adverse 
funding and cash flow pressures on an institution. Funding risk stemming 
from derivatives alone provides only a partial picture of an institution's 
liquidity position. In general, funding risk is best analyzed on an institu­
tion-wide basis across all financial instruments. However, it is also impor­
tant for supervisors to understand the impact of derivatives on an 
institution's overall liquidity position. 

36. Separate analysis of notional contract amounts of exchange-traded 
and OTC instruments ( as described earlier) should augment supervisory 
awareness of funding risks, particularly given the requirements for margin 
and daily cash settlement of exchange-traded instruments and the result­
ing demands for liquidity that large positions in these instruments may 
entail. For example, significant positions in OTC contracts hedged with 
exchange-traded instruments could result in liquidity pressures arising 
from the daily margin and cash requirements of the exchange-traded 
products. Data on OTC contracts with collateral or other "margin-like" 
requirements may also be necessary for assessing liquidity risk. In addi­
tion, information about the notional amounts and expected cash flows of 
derivatives according to specified time intervals would be helpful m 

assessing funding risk. 

37. Information on OTC contracts subject to "triggering agreements" 
provides further information about funding risk. Triggering agreements 
generally entail contractual provisions requiring the liquidation of the 
contract or the posting of collateral if certain events, such as a downgrade 
in credit rating, occur. Substantial positions in contracts with triggering 
agreements could increase funding risk by requiring the liquidation of 
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contracts or the pledging of collateral when the institution is experienc­
ing financial stress. Accordingly, information on the total notional 
amount and replacement cost ofOTC contracts ( aggregated across prod­
ucts) with triggering provisions provides supervisors with important 
information about liquidity risk. 

38 .  Supervisors should also consider evaluating information based on 
institutions' sensitivity analyses of the effect of adverse market develop­
ments on their funding requirements. This information would shed light 
on the potential for additional margin or collateral calls associated with 
exchange-traded and OTC derivatives positions due to changes in market 
variables such as interest rates and exchange rates. 

3. Market risk 

39. Market risk is the risk that the value of on- or off-balance-sheet 
positions will decline before the positions can be liquidated or offset with 
other positions. Supervisors should assess information on market risk by 
major categories of risk, such as interest rates, foreign exchange rates, 
equity prices and commodities. The market risk of derivatives is best 
assessed for the entire institution and should combine cash and deriva­
tives positions. The assessment should cover all types of activities gener­
ating market risks. Supervisors may also consider breakdowns of positions 
at the level of individual portfolios, including, in the case of banks, trad­
ing and non-trading activities. 

40. Supervisors will be interested in some or all of the following: posi ­
tion data that would allow independent supervisory assessment of market 
risk through the use of some supervisory model or monitoring criteria and 
data derived from an institution's own internal estimates of market risk. 

4 1 .  For certain institutions, particularly those that are not major deal­
ers, it may be appropriate to obtain position data (e .g. equities, debt secu­
rities, foreign exchange and commodities), which could be drawn from 
the framework of the Basle Committee's standardized approach for mar­
ket risk, once adopted, or from other approaches adopted by national 
banking and securities supervisors. The collection of position data could 
be carried out at various levels of detail, depending on the nature and 
scope of the institution's trading and derivatives activities. The detail can 
range from a broad measure of exposure at the portfolio level to a finer 
disaggregation by instrument and maturity. 

42. As an alternative or supplement to assessing position data, super­
visors could evaluate available information on an institution's internal 
estimates of market risk. For some institutions, this information could be 
derived from their internal value-at-risk methodology, which involves the 
assessment of potential losses due to adverse movements in market prices 
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of a specified probability over a defined period of time. As an alternative 
to value-at-risk, supervisors may find it useful on a case-by-case basis to 
assess internally generated information on earnings-at-risk,9 duration or 
gap analysis, scenario analyses, or any other approach that sheds light on 
an institution's market risk. Whatever the approach taken, supervisors 
should consider the measure of market risk exposure in the context of the 
institution's limit policies. 

43 .  If a firm uses value-at-risk models for measuring market risk, the 
supervisor should evaluate in detail the methodology used, including its 
main parameters. Key parameters for evaluating value-at-risk estimates 
include : ( l )  the volatility and correlation assumptions of the model 
(either implied or historical volatilities) ,  ( 2 )  the holding period over 
which the change in portfolio value is measured (e .g., two weeks),  ( 3 )  the 
contldence interval used to estimate exposure (e .g., 99% of all outcomes) 
and (4)  the historical sample period (e .g. ,  one year or two years) over 
which risk factor prices are observed. 

44. Value-at-risk measured solely at a point in time may not provide 
appropriate insights about market risk due to the speed with which posi­
tions in derivatives and other instruments can be altered. Such difficulties 
may be addressed by the use of summary statistics for the period over 
which the institution is reporting. For example, supervisors could require 
institutions to communicate information on the highest value-at-risk 
number measured during the reporting period, together with monthly or 
quarterly averages of value-at-risk exposures. By comparing end-of­
period value-at-risk with these other measures, supervisors can better 
understand the volatility which has occurred in these measures during the 
period. Supervisors could also encourage or require institutions to con­
vey comparisons of daily value-at-risk estimates with daily changes in 
actual portfolio value over a given period . IO Internal models should be 
validated by comparing past estimates of risk with actual results and by 
assessing the models' major assumptions. 

45 .  Institutions with significant trading books should subject their 
portfolios on a regular basis to stress tests using various assumptions and 
scenarios. These analyses of the portfolio under "worst case" scenarios 
should preferably be performed on an institution-wide basis and should 

9 Und.:r mark·to·markt:t accounting, valu.:·at·risk will .:qual .:arnings·at·risk bt:caus.: 
chang.:s in valu.: art: rdl.:ct.:d in .:arnings. If accrual accounting is applit:d to c.:rtain posi ­
tions, valu.:·at·risk and .:arnings·at·risk will difft:r b.:caus.: all chang.:s in valu.: art: not 
rdl.:ct.:d in .:arnings. 

J O  Tht: r.:port of th.: Euro-curr.:ncy Standing Committt:e, a discussion papt:r t:ntitl.:d, 
Public Disclosttre of Market and Credit R isks by Financial Intermediaries, issu.:d in 
S.:ptt:mb.:r 1 994 ( Fish.:r R.:port}, discuss.:s factors to consider in int.:rpr.:ting value-at-risk 
m.:asur.:s, among otht:r topics. 
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include an identification of the major assumptions used. Quantitative 
information on the results of stress scenarios, which could be specified by 
supervisors or institutions themselves, coupled with qualitative analyses of 
the actions that management might take under particular scenarios, 
would be very useful for supervisory purposes. Examples of scenarios for 
interest rate risk include a parallel yield curve shift of a determined 
amount, a steepening or flattening of the yield curve, or a change of cor­
relation assumptions. 

46. To minimize burden, supervisory assessment of market risks 
should draw as much as possible on the information that institutions must 
collect for supervisory capital purposes. In the case of the banking sector, 
the Basle Committee's market risk capital requirements, once finalized 
and implemented, should serve as a basis for supervisory information on 
banks' market risks. In addition, bank supervisors should consider adopt­
ing some of the definitions of the market risk capital standards for report­
ing purposes, such as the definition of the trading book. 

4. Earnings 

47. As with cash market instruments, the profitability of derivatives 
activities and related on-balance-sheet positions are of interest to super­
visors. The separate effects on income of trading activities and activities 
other than trading would also be of interest. 

48.  Accounting standards and valuation techniques differ from coun­
try to country and many member supervisors have little or no legal 
authority in this area. The Committees therefore recognize that earnings 
information identified under this framework may not be fully comparable 
across member countries. 

(a) Trading purposes 

49. Many sophisticated market participants view cash and derivative 
instruments as ready substitutes; their use of derivatives is complementary 
to cash instruments and positions in financial instruments are often man­
aged as a whole. For supervisors to consider information that concen­
trates solely on derivatives and to omit similar data on cash instruments 
could be misleading. In  this context, the decomposition of trading rev­
enues ( from cash and derivative instruments) according to broad risk 
classes-interest rate risk, foreign exchange risk, commodities and equi­
ties exposures, or other risks to the firm-without regard to the type of 
instrument that produced the trading income, may better describe the 
outcome of overall risk taking by the organization .  

50. The systems of  some banks or  securities firms may not decompose 
trading revenues by broad categories of risk. Under these circumstances, 
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simplifying assumptions can be used to approximate this categorization of 
income. For example, if a particular department of an institution typical­
ly handles domestic bonds and related derivatives, it  may be appropriate 
to consider trading gains and losses on these instruments as interest relat­
ed income. Further, the income from complex instruments that are 
exposed to both foreign exchange and interest rate risk could be classi­
fied according to the primary attribute of the instrument (e.g. either as a 
foreign currency or an interest rate instrument). 

5 1 .  Finer disaggregation of trading revenue within risk categories, for 
example, by origination revenue, credit spread revenue and other trading 
revenue could be useful in evaluating an organization's performance rel­
ative to its risk profile . !  I However, even those dealers with sophisticated 
information systems may not now be able to differentiate income beyond 
broad risk categories. As the analytical abilities and systems of market par­
ticipants evolve, it may be desirable to consider supervisory information 
that differentiates between revenue earned from meeting customer needs 
and that earned from other sources. Furthermore, as market participants' 
systems evolve, it may be desirable for supervisors to evaluate information 
that differentiates between trading revenue earned from cash and deriva­
tives positions in each broad risk category. As with cash instruments, a 
rapid build-up of material trading losses on derivative instruments may 
indicate deficiency in an institution's risk management systems and other 
internal controls that it should promptly evaluate and correct. 

(b) Purposes other than trading 

52. Information about derivatives held for purposes other than trad­
ing (end-user derivatives holdings) can also be useful to supervisors. For 
example, quantitative information that includes the effect on reported 
earnings of off-balance-sheet positions held by the organization to man­
age interest rate and other risks would be useful. When combined with 
information on other factors affecting net interest margins and interest 
rate sensitivity, this could provide insight into whether derivatives were 
being used to reduce interest rate risk or to take positions inconsistent 
with this objective. 

(c) Identifying unrealised or deferred losses 

53.  As with cash instruments, any material build-up of unrealised loss­
es or losses that have been realised but deferred by the institution may be 

1 1  As industry participants have recognized, trading revenue components may include: 
( I )  origination revenue that results from the initial calculation of the market value of new 
transactions; ( 2) credit spread revenue that results from changes during the period in the 
unearned credit spread; and ( 3 )  other trading revenues resulting from changes in the value 
of the portfolio due to market movements and the passage of time. 
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an area of supervisory interest, particularly for banking supervisors. At a 
minimum, the detection of such losses, and particularly, an accumulation 
of such losses, should prompt supervisory inquiry. Derivative contracts 
with unrealised losses or deferred losses may reduce future earnings and 
capital positions when these losses are reflected in profits and losses for 
accounting purposes. Therefore, when unrealised losses or deferred 
amounts are material, it is important for supervisors to consider an insti­
tution's plans for reflecting these losses in their reported profits and losses 
for accounting purposes. Moreover, a rapid build-up of material unre­
alised or deferred losses may indicate a deficiency in an institution's inter­
nal controls and accounting systems that it should promptly evaluate or 
correct. 

(d) Derivatives valuation reserves and actual credit losses 

54. Supervisors should assess information on the valuation reserves 
that an institution has established for its derivatives activities and on any 
credit losses on derivative instrument that the institution has experienced 
during the period. In assessing these valuation reserves and any credit 
losses, it is important to understand the institution's risk management 
policies and valuation practices regarding derivatives. In addition, super­
visors should determine how the institution reflected valuation reserves 
and credit losses in its balance sheet and income statement. Information 
on valuation reserves and the treatment of credit losses is useful in under­
standing how adverse changes in derivatives risks can affect an institu­
tion's financial condition and earnings. 
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6 Basle Committee Report on Risk 
Management Guidelines for Derivatives 

[Excerpt) 

I. Introduction and basic principles! 

l .  Derivatives instruments have become increasingly important to the 
overall risk profile and profitability of banking organizations throughout 
the world. Broadly defined, a derivatives instrument is a financial contract 
whose value depends on the values of one or more underlying assets or 
indexes. Derivatives transactions include a wide assortment of financial 
contracts, including forwards, futures, swaps and options. In addition, 
other traded instruments incorporate derivatives characteristics, such as 
those with imbedded options. While some derivatives instruments may 
have very complex structures, all of them can be divided into the basic 
building blocks of options, forward contracts or some combination 
thereof. The use of these basic building blocks in structuring derivatives 
instruments allows the transfer of various financial risks to parties who are 
more willing, or better suited, to take or manage them. 

2 .  Derivatives contracts are entered into throughout the world on orga­
nized exchanges and through over-the-counter (OTC) arrangements. 
Exchange-traded contracts are typically standardized as to maturity, 
contract size and delivery terms. OTC contracts are custom-tailored to an 
institution's needs and often specify commodities, instruments and/or 
maturities that are not offered on any exchange. This document addresses 
banks' activities in both OTC and exchange-traded instruments. 

3. Derivatives are used by banking organizations both as risk manage­
ment tools and as a source of revenue. From a risk management perspec­
tive, they allow financial institutions and other participants to identify, 
isolate and manage separately the market risks in financial instruments and 
commodities. When used prudently, derivatives can offer managers effi­
cient and effective methods for reducing certain risks through hedging. 
Derivatives may also be used to reduce financing costs and to increase the 
yield of certain assets. For a growing number of banking organizations, 

IThis text is reproduced with permiSSion from the: Bask Committee: on Banking 
Supervision. It is an excerpt from Risk Management Guidelines for Derivatives ( July 1994), 
prepared by the: Basic: Comminc:c: on Banking Supervision. 
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derivatives activities are becoming a direct source of revenue through 
"market-making" functions, position taking and risk arbitrage: 

• ((market-making)) functions involve entering into derivatives transac­
tions with customers and with other market-makers while maintain­
ing a generally balanced portfolio with the expectation of earning 
fees generated by a bid/ offer spread; 

• position-taking, on the other hand, represents efforts to profit by 
accepting the risk that stems from taking outright positions in antic­
ipation of price movements; 

• arbitrageurs also attempt to take advantage of price movements, but 
focus their efforts on trying to profit from small discrepancies in 
price among similar instruments in different markets. 

4. Participants in the derivatives markets are generally grouped into 
two categories based primarily on their motivations for entering into 
derivatives contracts. End-users typically enter into derivatives transac­
tions to achieve specified objectives related to hedging, financing or posi­
tion taking on the normal course of their business operations. A wide 
variety of business enterprises are end-users. They include, but are not 
limited to, a broad range of financial institutions such as banks, securities 
firms and insurance companies; institutional investors such as pension 
funds, mutual funds and specialized investment partnerships; and corpo­
rations, local and state governments, government agencies and interna­
tional agencies. 

5 .  Intermediaries, which are sometimes referred to as "dealers," cater 
to the needs of end-users by "making markets" in OTC derivatives 
instruments. In doing so, they expect to generate income from transac­
tion fees, bid/offer spreads and their own trading positions. Important 
intermediaries, or derivative dealers, include major banks and securities 
firms around the world. As intermediaries, banks have traditionally 
offered foreign exchange and interest rate risk management products to 
their customers and generally view derivatives products as a financial risk 
management service. 

6. The basic risks associated with derivatives transactions are not new 
to banking organizations. In general, these risks are credit risk, market 
risk, liquidity risk, operations risk and legal risk. Because they facilitate the 
specific identification and management of these risks, derivatives have the 
potential to enhance the safety and soundness of financial institutions and 
to produce a more efficient allocation of financial risks. However, since 
derivatives also repackage these basic risks in combinations that can be 
quite complex, they can also threaten the safety and soundness of insti­
tutions if they are not clearly understood and properly managed. 
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7. Recognizing the importance of sound risk management to the effec­
tive use of derivatives instruments, the following guidance is intended to 
highlight the key elements and basic principles of sound management 
practice for both dealers and end-users of derivatives instruments. These 
basic principles include: 

l .  Appropriate oversight by boards of directors and senior management; 

2. Adequate risk management process that integrates prudent risk lim­
its, sound measurement procedures and information systems, con­
tinuous risk monitoring and frequent management reporting; and, 

3. Comprehensive internal controls and audit procedures. 

II. Oversight of the risk management process 

l .  As is standard practice for most banking activities, an institution 
should maintain written policies and procedures that clearly outline its 
risk management guidance for derivatives activities. At a minimum these 
policies should identifY the risk tolerances of the board of directors and 
should clearly delineate lines of authority and responsibility for managing 
the risk of these activities. Individuals involved in derivatives activities 
should be fully aware of all policies and procedures that relate to their 
specific duties .  

Board of directors 

2 .  The board of directors should approve all significant policies relat­
ing to the management of risks throughout the institution. These poli­
cies, which should include those related to derivatives activities, should be 
consistent with the organization's broader business strategies, capital 
strength, management expertise and overall willingness to take risk. 
Accordingly, the board should be informed regularly of the risk exposure 
of the institution and should regularly re-evaluate significant risk man­
agement policies and procedures with special emphasis placed on those 
defining the institution's risk tolerance regarding these activities. The 
board of directors should also conduct and encourage discussions 
between its members and senior management, as well as between senior 
management and others in the institution, regarding the institution's risk 
management process and risk exposure. 

Senior management 

3. Senior management should be responsible for ensuring that there 
are adequate policies and procedures for conducting derivatives opera­
tions on both a long-range and day-to-day basis. This responsibility 
includes ensuring that there are clear delineations of lines of responsibil-
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ity for managing risk, adequate systems for measuring risk, appropriately 
structured limits on risk taking, effective internal controls and a compre­
hensive risk-reporting process. 

4. Before engaging in derivatives actlvltles, management should 
ensure that all appropriate approvals are obtained and that adequate oper­
ational procedures and risk control systems are in place. Proposals to 
undertake derivatives activities should include, as applicable : 

• a description of the relevant financial products, markets and business 
strategies; 

• the resources required to establish sound and effective risk manage­
ment systems and to attract and retain professionals with specific 
expertise in derivatives transactions; 

• an analysis of the reasonableness of the proposed activities in relation 
to the institution's overall financial condition and capital levels; 

• an analysis of the risks that may arise from the activities; 
• the procedures the bank will use to measure, monitor and control 

risks; 
• the relevant accounting guidelines; 
• the relevant tax treatment; and 
• an analysis of any legal restrictions and whether the activities are 

permissible. 

5. After the institution's initial entry into derivatives activities has been 
properly approved, any significant changes in such activities or any new 
derivatives activities should be approved by the board of directors or by 
an appropriate level of senior management, as designated by the board of 
directors. 

6. Senior management should regularly evaluate the procedures in 
place to manage risk to ensure that those procedures are appropriate and 
sound. Senior management should also foster and participate in active 
discussions with the board, with staff of risk management functions and 

with traders regarding procedures for measuring and managing risk. 
Management must also ensure that derivatives activities are allocated suf­
ficient resources and staff to manage and control risks. 

7. As a matter of general policy, compensation policies-especially in 
the risk management, control and senior management functions-should 
be structured in a way that is sufficiently independent of the performance 
of trading activities, thereby avoiding the potential incentives for exces­
sive risk taking that can occur if, for example, salaries are tied too closely 
to the profitability of derivatives. 
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Independent risk management functions 

8 .  To the extent warranted by the bank's activities, the process of mea­
suring, monitoring and controlling risk consistent with the established 
policies and procedures should be managed independently of individuals 
conducting derivatives activities, up through senior levels of the institu­
tion. An independent system for reporting exposures to both senior-level 
management and to the board of directors is an important element of this 
process. 

9. The personnel staffing independent risk management functions 
should have a complete understanding of the risks associated with all of 
the bank's derivatives activities. Accordingly, compensation policies for 
these individuals should be adequate to attract and retain personnel qual­
ified to assess these risks. 

III. The risk management process 

I .  The primary components of a sound risk management process are 
the following: a comprehensive risk measurement approach; a detailed 
structure of limits, guidelines and other parameters used to govern risk 
taking; and a strong management information system for controlling, 
monitoring and reporting risks. These components are fundamental to 
both derivatives and non-derivatives activities alike. Moreover, the under­
lying risks associated with these activities, such as credit, market, liquidi ­
ty, operations and legal risk, are not new to banking, although their 
measurement and management can be more complex. Accordingly, the 
process of risk management for derivatives activities should be integrated 
into the institution's overall risk management system to the fullest extent 
possible using a conceptual framework common to the institution's other 
activities. Such a common framework enables the institution to manage 
its risk exposure more effectively, especially since the various individual 
risks involved in derivatives activities can, at times, be interconnected and 
can often transcend specific markets. 

2 .  As is the case with all risk-bearing activities, the risk exposures an 
institution assumes in its derivatives activities should be fully supported 
by an adequate capital position . The institution should ensure that its 
capital position is sufficiently strong to support all derivatives risks on a 
fully consolidated basis and that adequate capital is maintained in all 
group entities engaged in these activities. 

Risk measurement 

3 .  An institution's system for measuring the various risks of derivatives 
activities should be both comprehensive and accurate. Risk should be 
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measured and aggregated across trading and non-trading activities on an 
institution-wide basis to the fullest extent possible. 

4 .  While the use of a single prescribed risk measurement approach for 
management purposes may not be essential, the institution's procedures 
should enable management to assess exposures on a consolidated basis. 
Risk measures and the risk measurement process should be sufficiently 
robust to reflect accurately the multiple types of risks facing the institu­
tion. Risk measurement standards should be understood by relevant per­
sonnel at all levels of the institution-from individual traders to the board 
of directors-and should provide a common framework for limiting and 
monitoring risk taking activities. 

5. With regard to dealer operations, the process of marking derivatives 
positions to market is fundamental to measuring and reporting exposures 
accurately and on a timely basis. An institution active in dealing foreign 
exchange, derivatives and other traded instruments should have the ability 
to monitor credit exposures, trading positions and market movements at 
least daily. Some institutions should also have the capacity, or at least tl1e 
goal, of monitoring their more actively traded products on a real-time basis. 

6. Analyzing stress situations, including combinations of market 
events that could affect the banking organization, is also an important 
aspect of risk measurement. Sound risk measurement practices include 
identifying possible events or changes in market behavior that could have 
unfavorable effects on the institution and assessing the ability of the insti­
tution to withstand them. These analyses should consider not only the 
likelihood of adverse events, reflecting their probability, but also "worst 
case" scenarios. Ideally, such worst case analysis should be conducted on 
an institution-wide basis by taking into account the effect of unusual 
changes in prices or volatilities, market illiquidity or the default of a large 
counterparty across both the derivatives and cash trading portfolios and 
the loan and funding portfolios. 

7. Such stress tests should not be limited to quantitative exercises that 
compute potential losses or gains. They should also include more quali ­
tative analyses of the actions management might take under particular 
scenarios. Contingency plans outlining operating procedures and lines of 
communication, both formal and informal, are important products of 
such qualitative analyses. 

lSinJitin� risks 

8 .  A sound system of integrated institution-wide limits and risk taking 
guidelines is an essential component of the risk management process. 
Such a system should set boundaries for organizational risk taking and 
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should also ensure that positions that exceed certain predetermined lev­
els receive prompt management attention. The limit system should be 
consistent with the effectiveness of the organization's overall risk man­
agement process and with the adequacy of its capital position. An appro­
priate limit system should permit management to control exposures, to 
initiate discussion about opportunities and risks and to monitor actual 
risk taking against predetermined tolerances, as determined by the board 
of directors and senior management. 

9 .  Global limits should be set for each major type of risk involved in 
an institution's derivatives activities. These limits should be consistent 
with the institution's overall risk measurement approach and should be 
integrated to the fullest extent possible with institution-wide limits on 
those risks as they arise in all other activities of the institution. Where 
appropriate, the limit system should provide the capability to allocate lim­
its down to individual business units. 

I 0. If limits are exceeded, such occurrences should be made known to 
senior management and approved only by authorized personnel. These 
positions should also prompt discussions about the consolidated risk taking 
activities of the institution or the unit conducting the derivatives activities. 
The seriousness of limit exceptions depends in large part upon manage­
ment's approach toward setting limits and on the actual size of individual 
and organizational limits relative to the institution's capacity to take risk. 
An institution with relatively conservative limits may encounter more 
exceptions to those limits than an institution with less restrictive limits. 

Reporting 

I I . An accurate, informative and timely management information sys­
tem is essential to the prudent operation of derivatives activities. Accord­
ingly, the quality of the management information system is an important 
factor in the overall effectiveness of the risk management process. The risk 
management function should monitor and report its measures of risks to 
appropriate levels of senior management and to the board of directors. In 
dealer operations, exposures and profit and loss statements should be 
reported at least daily to managers who supervise but do not, themselves, 
conduct those activities. More frequent reports should be made as market 
conditions dictate. Reports to other levels of senior management and the 
board may occur less frequently, but the frequency of reporting should 
provide these individuals with adequate information to judge the changing 
nature of the institution's risk profile. 

I2 .  Management information systems should translate the measured 
risk for derivatives activities from a technical and quantitative format to 
one that can be easily read and understood by senior managers and direc-
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tors, who may not have specialized and technical knowledge of derivatives 
products. Risk exposures arising from various derivatives products should 
be reported to senior managers and directors using a common conceptual 
framework for measuring and limiting risks. 

Management evaluation and review 

1 3 . Management should ensure that the various components of the 
institution's risk management process are regularly reviewed and evaluated. 
This review should take into account changes in the activities of the insti­
tution and in the market environment, since the changes may have creat­
ed exposures that require additional attention. Any material changes to 
the risk management system should also be reviewed. 

14 .  The risk management functions should regularly assess the 
methodologies, models and assumptions used to measure risk and to limit 
exposures. Proper documentation of these elements of the risk measure­
ment system is essential for conducting meaningful reviews. The review 
of limit structures should compare limits to actual exposures and should 
also consider whether existing measures of exposure and limits are appro­
priate in view of the institution's past performance and current capital 
position. 

1 5 .  The frequency and extent to which an institution should re­
evaluate its risk measurement methodologies and models depends, in 
part, on the specific risk exposures created by their derivatives activities, 
on the pace and nature of market changes and on the pace of innovation 
with respect to measuring and managing risks. At a minimum, an institu­
tion with significant derivatives activities should review the underlying 
methodologies of its models at least annually-and more often as market 
conditions dictate-to ensure they are appropriate and consistent. Such 
internal evaluations may, in many cases, be supplemented by reviews by 
external auditors or other qualified outside parties, such as consultants 
who have expertise with highly technical models and risk management 
techniques. Assumptions should be evaluated on a continual basis. 

1 6 . The institution should also have an effective process to evaluate 
and review the risks involved in products that are either new to it, or new 
to the marketplace and of potential interest to the institution. It should 
also introduce new products in a manner that adequately limits potential 
losses and permits the testing of internal systems. An institution should 
not become involved in a product at significant levels until senior man­
agement and all relevant personnel ( including those in risk management, 
internal control, legal, accounting and auditing) understand the product 
and are able to integrate the product into the institution's risk measure­
ment and control systems. 
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7 OCC Banking Circular No. 277: 
Risk Management of Financial Derivatives 

Risk Management of Financial Derivatives! 

[Excerpt] 

GUIDANCE 

A. Senior Management and Board Oversight 

National banks that engage in derivatives activities should have effec­
tive senior management supervision and oversight by the Board of 
Directors to ensure that such activities are conducted in a safe and sound 
manner and are consistent with the Board of Director's overall risk man­
agement philosophy and the bank's business strategies. 

l .  Written Policies and Procedures 

A bank should have comprehensive written policies and procedures to 
govern its use of derivatives. Senior management should review the ade­
quacy of these policies and procedures, in light of the bank's activities and 
market conditions, at least annually. Appropriate governance by the 
Board of Directors should include an initial endorsement of significant 
policies (and changes, as applicable) and periodic approval thereafter, as 
appropriate, considering the scope, size, and complexity of the bank's 
derivatives activities. 

2. General Risk Monitoring and Control 

Senior management of each national bank engaging in derivatives trans­
actions should establish an independent unit or individual responsible for 
measuring and reporting risk exposures. That responsibility should include 
monitoring compliance with policies and risk exposure limits. 

3. Risk Management Systems 

National banks engaged in financial derivatives transactions should 
have comprehensive risk management systems that are commensurate 

1 This tc:xt is datc:d Octobc:r 27, 1993. It comprisc:s c:xcc:rpts from the banking circular 
prepared by the Office of the Comptroller of the Currc:ncy. 
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with the scope, size, and complexity of their activities and the risks they 
assume. Such systems must ensure that market factors affecting risk expo­
sures are adequately measured, monitored, and controlled. These factors 
include changes in interest and currency exchange rates, commodity and 
equity prices and their associated volatilities, changes in the credit quality 
of counterparties, changes in market liquidity, and the potential for major 
market disruptions. Risk management procedures also should adequately 
control potential losses arising from system deficiencies. 

4. Audit Coverage 

National banks should have audit coverage of their financial derivatives 
activities adequate to ensure timely identification of internal control 
weaknesses and/or system deficiencies. Such audit coverage should be 
provided by competent professionals who are knowledgeable of the risks 
inherent in the financial derivatives transactions. 

B. Market Risk Management 

l .  Dealers and Active Position-Takers 

National banks whose financial derivatives activities involve dealing or 
active position-taking should have risk measurement systems that can 
quantity risk exposures arising from changes in market factors. Those sys­
tems should be structured to enable management to initiate prompt 
remedial action. The systems also should facilitate stress testing and 
enable management to assess the potential impact of various changes in 
market factors on earnings and capital. 

2. Limited End-Users 

A bank whose derivatives activities are limited in volume and confined 
to risk management activities may need less sophisticated risk measure­
ment systems than those required by a dealer or active position-taker. 
Senior management at such a bank should ensure that all significant risks 
arising from their transactions can be quantified, monitored, and con­
trolled. At a minimum, risk management systems should evaluate the pos­
sible impact on the bank's earnings and capital which may result from 
adverse changes in interest rates and other market conditions that are rel­
evant to the bank's risk exposure and the effectiveness of financial deriva­
tives transactions in the bank's overall risk management. 

C. Credit Risk Management 

Credit risk management should parallel the prudent controls expected 
in traditional lending activities. Policies and procedures should be formal­
ized to address concerns such as significant counterparty exposures, con­
centrations, credit exceptions, risk ratings, nonperforming contracts, and 
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allowance allocations. Timely, meaningful reports should be generated 
and distributed consistent with policy and procedure requirements. 

1 .  Credit Approval Function 

To ensure safe and sound management of derivatives credit risk expo­
sures, bank management should make sure that credit authorizations are 
provided by personnel independent of the trading unit. Credit officers 
should be qualified to identifY and assess the level of credit risk inherent 
in a proposed derivatives transaction. Approving officers also should be 
able to identifY if a proposed derivatives transaction is consistent with a 
counterparty's policies and procedures with respect to derivatives activi­
ties, as they are known to the bank. 

2. Pre-Settlement Risk 

The system a bank uses to quantifY pre-settlement credit risk exposure 
should take into account current exposure ("mark-to-market" ) as well as 
potential credit risk due to possible future changes in applicable market 
rates or prices ( "add-on") .  That system should use a reliable source for 
determining the credit risk factor used to calculate the credit risk add-on. 

3. Settlement Risk 

A bank's system for managing counterparty credit risk should address 
settlement risk. 

4. Credit Risk Monitoring 

Credit risk monitoring should be independent of the units that create 
financial derivatives exposures. This risk monitoring unit should be 
responsible for producing and distributing timely, accurate information 
about credit exposures such as line usage, concentrations, credit quality, 
limit exceptions, and significant counterparty exposures. Credit exposure 
reports should provide aggregate information about the bank's credit risk 
to a given counterparty ( including products such as loans, securities 
underwritings, and other traded products) .  The risk monitoring unit 
should ensure that appropriate levels of senior management and the 
Board of Directors receive relevant information about credit exposure 
arising from derivatives activities on a periodic and timely basis. 

D. Liquidity Risk Management 

Bank management should establish effective controls over the liquidity 
exposure arising from financial derivatives activities. Key principles in the 
governance and management of this risk are diversification and 
communication. 
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l. Market/Product Liquidity Risk 

Exposure to market/product liquidity risk should be formally 
addressed within market risk limits. Diversification policies specifically 
addressing known or potential liquidity problems also should be imple­
mented. Limits should be designed to trigger management action and 
control loss. Quality and timely communication also should be an inte­
gral part of a bank's risk management culture. 

2. Cash Flow /Funding Liquidity Risk 

A bank should have liquidity policies to formally govern its exposure to 
cash flow gaps ( from intermediate payments or settlements) arising from 
financial derivatives activities. 

3.  Early Termination Arrangements and Credit Enhancements 

Policies should control the bank's exposure arising from early termina­
tion arrangements, as well as collateralization or other credit enhancements. 

4. Monitoring 

Banks should have management information systems that permit daily 
monitoring of liquidity positions relative to limits. These reports should 
be prepared by an area or employee( s) independent of the trading unit. 

E. Operations and Systems Risk Management 

The Board of Directors and senior management should ensure the 
proper dedication of resources (financial and personnel ) to support oper­
ations and systems development and maintenance. The operations unit 
for financial derivatives activities, consistent with other trading and 
investment activities, should report to an independent unit, and should 
be managed independently of the business unit. The sophistication of the 
systems support and operational capacity should be commensurate with 
the size and complexity of the derivatives business activity. 

l .  Quality of Personnel 

Senior management should recognize the need for, and devote appro­
priate resources to, employing knowledgeable and experienced personnel 
in the operations area. 

2. Systems 

Systems design and needs may vary according to the size and com­
plexity of a bank's financial derivatives business. However, each system 
should provide for accurate and timely processing and allow for proper 
risk exposure monitoring. 
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3. Segregation of Duties 

Segregation of operational duties, exposure reporting, and risk moni­
toring from the business unit is critical to proper internal control. 

4. Valuation Issues 

Banks that engage in financial derivatives activities should ensure that 
the methods they use to value their derivatives positions are appropriate 
and that the assumptions underlying those methods are reasonable. 

5. Documentation 

Bank management should ensure a mechanism exists whereby financial 
derivatives contract documentation is confirmed, maintained, and safe­
guarded. Documentation exceptions should be properly monitored and 
resolved. 

F. Legal Issues 

Prior to engaging in derivatives transactions, a national bank should 
reasonably satisfy itself that its counterparties have the legal, and any nec­
essary regulatory, authority to engage in those transactions. In addition 
to determining the authority of a counterparty to enter into a derivatives 
transaction, a national bank also should reasonably satisfy itself that the 
terms of any contract governing its derivatives with a counterparty are 
legally sound. 

I .  Bilateral Netting 

In order to reduce counterparty credit exposure, a national bank should 
use master close-out netting agreements with its counterparties to the 
broadest extent legally enforceable, including in any possible insolvency 
proceedings of such counterparties. However, the reliance upon such 
agreements where the enforceability of such agreements against a partic­
ular counterparty has not been legally established should be considered 
carefully and will be scrutinized closely by the OCC. 

2. Multilateral Netting 

A national bank should determine credit and liquidity exposure and 
account for financial derivatives transactions on a multilaterally netted 
basis only if cleared through a clearinghouse, organization, or facility that 
meets the conditions set forth in the Report of the Committee on 
Interbank Netting Schemes of the Central Banks of the Group of 1 0  
Countries, Bank for International Settlements, Nov. 1 990 ("Lamfalussy 
Report") .  
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3. Physical Commodity Transactions 

National banks may engage in physical commodity transactions in 
order to manage the risks arising out of physical commodity financial 
derivatives transactions if they meet the following conditions: 

• Any physical transactions supplement the bank's existing risk man­
agement activities, constitute a nominal percentage of a bank's risk 
management activities, are used only to manage risk arising from 
otherwise permissible (customer-driven )  banking activities, and are 
not entered into for speculative purposes; and 

• Before entering into any such physical transactions, the bank has 
submitted a detailed plan for the activity to the OCC and the plan 
has been approved. 

G.  Capital Adequacy 

The Board of Directors should ensure that the bank maintains suffi­
cient capital to support the risk exposures (e .g. ,  market risk, credit risk, 
liquidity risk, operation and systems risk, etc . )  that may arise from its 
derivatives activities. Significant changes in the size or scope of a bank's 
activities should prompt an analysis of the adequacy of the amount of cap­
ital supporting those various activities by senior management and/or the 
Board of Directors. This analysis should be approved by the Board of 
Directors and be available for bank examiner review. In addition to inter­
nal reviews of capital adequacy, senior management should ensure that 
the bank meets all regulatory capital standards for financial derivatives 
activities. 
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8 Principles and Practices for 
Wholesale Financial Market Transactions 

Introduction 1 

These Principles and Practices for Wholesale Financial Market 
Transactions are the result of a joint effort by several groups that repre­
sent participants in the over-the-counter financial markets. These 
Principles were prepared in order to confirm the relationship between 
Participants and to articulate a set of best practices with respect to over­
the-counter financial markets transactions between Participants. 

Representatives of the Emerging Markets Traders Association, the 
Foreign Exchange Committee of the Federal Reserve Bank of New York, 
the International Swaps and Derivatives Association, the New York Clearing 
House Association, the Public Securities Association and the Securities 
Industry Association participated in the preparation of the Principles. The 
preparation of the Principles was coordinated by the Federal Reserve Bank 
of New York. 

1 .  PURPOSE OF PRINCIPLES AND PRACTICES 

1 .1  Applicability 

These Principles and Practices for Wholesale Financial Market 
Transactions (the "Principles") are intended to provide guidance for the 
conduct of wholesale transactions in the over-the-counter financial mar­
kets between Participants ( "Transactions" ) .  

"Participant" means any corporation, partnership, trust, government 
or other entity that engages regularly in one or more types of 
Transactions. The term "counterparty" as used in the Principles means a 
Participant that is the other party to a Transaction with a Participant. 

The Principles reflect principles and practices in the United States of 
America and may not reflect principles and practices in other countries. 

1 This text is reproduced with permission from the: drafting group. This undated text was 
rdc:asc:d on August 1 7, 1995. 
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1 .2 Nature of Principles 

The Principles confirm the arm's-length nature of Transactions and 
describe the assumptions that Participants may make about each other. 
The Principles also articulate a set of best practices that Participants 
should aspire to achieve in connection with their Transactions. It is 
intended that the Principles (especially those contained in Section 3) will 
continue to evolve over time as business practices change. The Principles 
do not create any legally enforceable obligations, duties, rights or 
liabilities. 

Adherence to the Principles is strictly voluntary. A Participant may 
implement the Principles as it deems appropriate. Any policies or proce­
dures implemented or other actions taken by a Participant based on the 
Principles should be appropriate for the size, nature and complexity of 
the Participant and its Transactions as well as its business activities 
generally. 

It should not be assumed that an entity that is within the definition of 
Participant necessarily adheres to the Principles. Nevertheless, because 
the Principles confirm the nature of the relationship between Participants, 
an entity that is within the definition of Participant should be aware 
that Participants will make certain assumptions when entering into 
Transactions with that entity. 

1 .3  Supplementary Nature of Principles 

The Principles are intended to supplement, and are not intended to 
replace or modifY, applicable statutes, governmental regulations, exchange, 
board of trade or self-regulatory organization rules and industry practices 
(including those embodied in applicable codes of conduct) .  

2. PARTICIPANTS-FINANCIAL RESOURCES 

2.1  Financial Resources 

A Participant should maintain adequate financial resources, including 
capital, liquidity or other sources of support, to manage the material risks 
associated with its Transactions and meet its Transaction commitments. 

3. PARTICIPANTS-POLICIES AND PROCEDURES 

3.1 Policies and Procedures 

With respect to policies and procedures of the types identified in the 
Principles, a Participant should have policies approved by its board of 
directors, a committee thereof or an appropriate level of senior manage­
ment. An appropriate level of senior management should approve con-
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trois and procedures to implement these policies. All policies, controls 
and procedures should be appropriate to the size, nature and complexity 
of the Participant and its Transactions, and should be reviewed as busi­
ness and market circumstances change. 

3.2 Supervision and Training of Employees 

A Participant should maintain internal policies and procedures for 
supervising and training appropriate officers, employees and representa­
tives of the Participant with respect to conduct related to Transactions. 

3.3 Control and Compliance 

A Participant should maintain and enforce internal control and com­
pliance procedures designed so that its Transactions are conducted in 
accordance with applicable legal and regulatory requirements, internal 
policies and any specific requirements contained in any agreements appli­
cable to its Transactions. 

3.4 Risk Management 

A Participant should maintain ( i )  policies and procedures that clearly 
delineate lines of responsibility for managing market, credit and other 
risks, ( i i )  adequate systems for measuring risks, including, where appro­
priate, systems for developing stress scenarios to measure the impact of 
market conditions that might reduce liquidity or cause extraordinary 
changes in price or volatility, ( iii ) appropriately structured limits on risk 
taking, (iv) policies and procedures designed for comprehensive and 
timely risk reporting, and (v) policies and procedures for reviewing the 
adequacy of internal measures of credit risk, market risk and valuation. 

3.5 Independent Risk Monitoring 

A Participant should have knowledgeable individuals responsible for 
risk monitoring and control who are independent of the individuals that 
conduct the Transactions that create the risk exposure. 

3.6 Valuation 

3.6. 1 Valuation of Transactions 

A Participant should maintain policies and procedures for the valuation 
of Transactions at intervals appropriate for the type of Transaction in 
question, regardless of the accounting methodology employed by the 
Participant. These policies and procedures should address the specific 
methodology used for valuation, including as appropriate the use of mar­
ket or model based valuations with reserves and adjustments. 



Principles and Practices for Wholesale Financial Market Transactions • 789 

3.6.2 Obtaining External Valuations 

If a Participant does not have the internal capability to value a 
Transaction and a price or market valuation of a Transaction is not pub­
licly available or otherwise readily ascertainable, then the Participant 
should ( i )  ascertain the availability of external valuations (which may 
include valuations from its counterparty) prior to entering into the 
Transaction and ( ii )  obtain an external valuation of the Transaction at 
intervals appropriate for the type of Transaction in question. 

When a Participant requests an external valuation for a Transaction, the 
Participant should clearly state the desired characteristics of the requested 
valuation ( e.g., mid-market, indicative or firm price) .  

3.6.3 Evaluating External Valuations 

In assessing any external valuation received, it is essential that the 
Participant consider the circumstances in which the valuation was pro­
vided, including criteria such as whether the party providing the valuation 
is a counterparty to the Transaction, the time frame within which the val­
uation was provided and whether the party supplying the valuation was 
compensated for its services. Participants should understand that a valu­
ation of a particular Transaction may include adjustments for, among 
other factors, credit spreads, cost of carry and use of capital and profit, 
and may not be representative of either ( i )  the valuation used by a coun­
terparty for internal purposes or (ii) other market or model based 
valuations. 

3.6.4 Providing Valuations to Other Participants 

Entering into a Transaction does not obligate a Participant to provide 
valuations of that Transaction to its counterparty. However, if a 
Participant does provide valuations of Transactions, it should maintain 
policies and procedures concerning the provision of valuations. Such 
policies and procedures should require the Participant to clearly state the 
characteristics of any valuation provided ( e.g., mid-market, indicative or 
firm price) .  In those markets with specific conventions regarding valua­
tions, Participants should supply valuations using those conventions, 
unless otherwise agreed. 

3.7 Credit Risk 

Before entering into a Transaction involving credit exposure to a coun­
terparty, a Participant should assess its counterparty's ability to meet its 
payment obligations. 

As credit relationships depend upon the existence of a legal relationship 
between parties, Participants should recognize situations where special 
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steps may be necessary to assure that Transactions are enforceable against 
the party on whose credit the Participant is relying, particularly when 
dealing through third parties such as agents, brokers or investment advi­
sors acting for undisclosed principals. 

3.8 Legal Capacity and Authority to Transact 

Before entering into a Transaction, a Participant should take measures 
reasonable under the circumstances to satisfy itself that its counterparty 
has the legal capacity and authority to enter into the Transaction. A 
Participant should recognize that Transactions with governmental units 
and regulated counterparties (such as depository institutions, mutual 
funds, pension plans, trusts and insurance companies) may require addi­
tional scrutiny to establish the scope of the counterparty's legal capacity 
and authority. Special scrutiny also should be given to the scope of a third 
party agent's authority to act for its principal. 

4. RELATIONSHIPS BETWEEN PARTICIPANTS 

4.1 Fair Dealing and Professional Standards 

A Participant should act honestly and in good faith when marketing, 
entering into, executing and administering Transactions. A Participant 
should act in a manner designed to promote public confidence in the 
wholesale financial markets. In addition, a Participant should show its 
counterparties professional courtesy and consideration. 

4.2 Relationships with Counterparties 

4.2.1 Decision-Making Capability 

A Participant should satisfy itself that it has the capability ( internally or 
through independent professional advice) to understand and make inde­
pendent decisions about its Transactions. That capability includes the 
experience, knowledge and ability to analyze the tax and accounting 
treatment as well as the legal, credit, market and liquidity risks of each 
Transaction. Absent a written agreement to the contrary, a Participant 
should expect that its counterparty will assume that the Participant has 
the capability to understand and make independent decisions about its 
Transactions and will act accordingly. 

4.2.2 Reliance on Investment Advice 

The character and level of risk that is desirable for a particular 
Participant is a business judgment that is appropriately made by the 
Participant's governing body or management, in accordance with any 
applicable statutory or regulatory constraints, based on an evaluation of 
the totality of its particular circumstances and objectives. 



Principles and Practices for Wholesale Financial Market Transactions • 791 

A Participant may communicate to its counterparty economic or mar­
ket information relating to Transactions and trade or hedging ideas or 
suggestions. All such communications (whether written or oral ) should 
be accurate and not intentionally misleading. Absent a written agreement 
or an applicable law, rule or regulation that expressly imposes affirmative 
obligations to the contrary, a counterpart)' receiving such communica­
tions should assume that the Participant is acting at arm's length for its 
own account and that such communications are not recommendations or 
investment advice on which the counterparty may rely. 

In any case where a Participant does not wish to make independent 
investment decisions regarding a Transaction and instead wishes to rely 
on a counterparty's communications as recommendations or investment 
advice, the Participant should, prior to entering into a Transaction with 
that counterparty involving such reliance, ( i )  put its counterparty on 
notice in writing that it is relying on the counterparty, ( i i)  obtain the 
counterparty's agreement in writing to do business on that basis, and ( iii ) 
provide the counterparty with accurate information regarding its financial 
objectives and the size, nature and condition of its business sufficient to 
provide such recommendations or investment advice. The extent of the 
counterparty's obligations to provide recommendations and investment 
advice then will be determined by that written agreement and any appli­
cable law, rule or regulation that imposes affirmative obligations on the 
counterparty. Certain laws, rules or regulations expressly provide that, in 
some situations, an oral agreement or the facts and circumstances of a 
relationship alone may give rise to an advisory or fiduciary relationship, 
in some cases even in the presence of a written agreement purporting to 
negate such a relationship. Nonetheless, to avoid misunderstandings and 
disputes, the steps outlined above should be followed. 

4.2.3 Transaction Information 

A Participant should ensure that it identifies and reaches agreement on 
all material terms and conditions of each Transaction it enters into. In 
some cases it may be useful for the parties to exchange a written outline 
of the principal terms and conditions of a Transaction prior to its execu­
tion . A Participant should either ask questions and request additional 
information or seek independent professional advice when it does not 
have a full understanding of either the risks involved in a Transaction or 
the fit between a Transaction and its desired risk profile. A counterpart)' 
should answer such questions and respond to such requests for additional 
information in good faith, and the information provided should be accu­
rate and not intentionally misleading. A Participant should expect that, if 
it does not expressly ask questions or request additional information with 
respect to a Transaction, its counterparty will assume that the Participant 
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understands the Transaction and has all the information it needs for its 
decision-making process. 

4.2.4 Other Activities of Counterparties 

A Participant should be aware that in the over-the-counter financial 
markets it may be customary for a counterparty to ( i )  take positions in 
instruments that are identical or economically related to a Transaction 
that has been or will be entered into with the Participant, or ( i i )  have 
commercial relationships with the issuer of an instrument underlying a 
Transaction that has been or will be entered into with the Participant. 

4.2.5 Role as Agent or Broker 

A Participant that represents itself as generally acting as a "broker" in 
Transactions should act only as agent for both parties or ( in those mar­
kets where it is customary to do so) as riskless principal, unless it discloses 
clearly to all parties before executing a Transaction that it is acting in 
another capacity. 

A Participant that represents itself as generally acting as a principal may 
on occasion agree to act as an agent for a counterparty, to assist the coun­
terparty to execute a Transaction with other Participants on a "best exe­
cution" basis or at a specified level, or to effect a Transaction directly if 
and when the Participant is prepared to do so at a specified level. A 
Participant acting as an agent should avoid misusing its knowledge of the 
terms on which the counterparty is prepared to execute a Transaction to 
take unfair advantage of the counterparty. 

A Participant should be aware that its agent may be engaging in other 
activities as described above in Section 4 .2 .4 .  

4.3 Confidentiality 

A Participant expects that its involvement in a Transaction will be han­
dled in confidence by its counterparty. Accordingly, a Participant should 
not, except with express permission, disclose or discuss, or request that 
others disclose or discuss, information relating to its counterparty's 
involvement in a Transaction except to the extent required by law or 
required or requested by a regulatory authority. 

5. CONSIDERATIONS RELATING TO RELATIONSHIPS 
BETWEEN PARTICIPANTS 

5.1 Introduction 

A Participant (particularly one that is holding itself out as a dealer in a 
particular wholesale financial instrument) should maintain policies and 
procedures that identifY and address circumstances that can lead to uncer-
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tainties, misunderstandings or disputes with the potential for relationship, 
reputational or litigation risk. A Participant should consider including in 
such policies and procedures provisions designed to address the particu­
lar circumstances described in this Section 5. Maintaining and complying 
with such policies and procedures should be regarded as steps taken by 
the Participant for its own protection. Accordingly, neither the mainte­
nance nor compliance with such policies and procedures should be con­
strued as giving rise to duties to others. 

5.2 Counterparty Decision-Making Capability 

A Participant may wish to evaluate (based upon information in its pos­
session) its counterparty's capability ( internally or through independent 
professional advice) to understand and make independent decisions 
about the terms and conditions of its Transactions. A Participant may, 
without limitation, consider the following factors in evaluating a coun­
terparty's capability: the nature of the counterparty's business; the finan­
cial size and condition of the counterparty; the counterparty's prior 
dealings or experience in Transactions; and the nature, complexity and 
risks of a proposed Transaction. A Participant should be aware that if it 
holds itself out as a dealer for a certain type of Transaction, other 
Participants will assume that it has the capability to understand and make 
independent decisions regarding that type of Transaction. 

A Participant may wish to maintain policies and procedures for identi­
fYing ( based on information in the possession of the representative of the 
Participant executing the Transaction on the Participant's behalf) and 
addressing exceptional situations (which may pose relationship, reputa­
tional or litigation risks to the Participant) where its counterparty either 
( i )  does not have the capability ( internally or through independent pro­
fessional advice) to understand and make independent decisions regarding 
a particular Transaction or a type of Transaction being proposed by the 
Participant or ( i i )  has the capability to understand and make independent 
decisions regarding a Transaction, but where (a)  the amount of risk to the 
counterparty involved in the Transaction appears to be clearly dispropor­
tionate in relation to the size, nature and condition of the counterparty's 
business or (b)  the counterparty appears to assume incorrectly that it may 
rely on the Participant for recommendations or investment advice. 

A Participant may wish to consider taking such steps, if any, as it may 
deem appropriate in the circumstances to address these types of excep­
tional situations, including, without limitation, ( i )  providing or obtaining 
additional information to or from the counterparty, ( i i )  involving addi­
tional qualified personnel internally, ( iii ) involving additional qualified 
personnel of the counterparty, (iv) entering into a written agreement 
specifYing the nature of the relationship or ( v) not entering into the par-
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ticular Transaction or type ofTransaction with that counterparty. This list 
of steps to consider for exceptional situations is neither exhaustive nor 
mandatory because any appropriate response will be based upon the facts 
and circumstances of a specific situation. 

5.3 Notifying Counterparties of Nature of Relationship 

A Participant may wish to inform some or all of its own counterparties 
of the nature of the relationships between Participants. Such information 
may, without limitation, take the form of ( i )  communications to a coun­
terparty that are designed to put the counterparty on notice about the 
Participant's assumptions regarding the counterparty's capability to 
understand and make independent decisions and non-reliance concerning 
Transactions with the Participant (which communications may include 
sending a copy of the Principles to the counterparty),  or (i i) representa­
tions or disclosures to be acknowledged by a counterparty that are 
designed to confirm that the Participant's assumptions regarding the 
counterparty's capability to understand and make independent decisions 
and non-reliance concerning Transactions with the Participant are correct. 

5.4 Providing Additional Information to Counterparties 

For a Transaction in which the payment formula is particularly complex 
or which includes a significant leverage component, a Participant may 
wish to assist a counterparty in its decision-making process by providing 
more information ( such as loss scenarios) to a counterparty than is typi ­
cally provided for other types of Transactions. Where loss scenarios are 
part of the information voluntarily provided to a counterparty, or where 
loss scenarios are prepared at a counterparty's request and the counter­
party does not stipulate some or all of the assumptions to be used in mak­
ing the calculations, the Participant should attempt in good faith to use 
assumptions that provide information that is reasonable under the 
circumstances. 

6. MECHANICS OF TRANSACTIONS 

6.1 When Transactions are Binding 

A Transaction should be considered final and binding when entered 
into in accordance with applicable market practice, whether by oral, writ­
ten or electronic means. 

6.2 Confirmations 

Transactions should be confirmed as soon as possible and in accor­
dance with applicable market practice. For most types of Transactions, a 
confirmation (whether sent by mail, telex, facsimile, electronic or other 
means) provides a necessary final safeguard against errors. All confirma-
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tions should be dispatched promptly by one or both parties and reviewed 
carefully by the receiving party, even when oral checks of the Transactions 
have been undertaken. The dispatch and checking of confirmations also 
should be carried out or reviewed independently from those who conduct 
the Transactions. 

6.3 Payment and Settlement Instructions 

A Participant should provide its counterparty with standing payment 
and settlement instructions, and any modifications to those standing 
instructions should be communicated as quickly as possible to facilitate 
prompt settlement of Transactions. 

6.4 Documentation 

A Participant should use, to the greatest extent practicable, standard­
ized or master agreements or comparable arrangements that apply to 
multiple Transactions, in order to provide standardized terms governing 
Transactions and to provide for the netting or offset of credit exposures 
and payment obligations. A Participant should review and where appro­
priate modify the documentation it uses in connection with Transactions 
periodically in light of changes in market practice or law. 

6.5 Complaints and Settlement of Differences 

A Participant should notify its counterparty promptly of any dispute or 
complaint involving a Transaction in order to mitigate any damages to 
itself or its counterparty. A Participant should attempt to resolve 
promptly and fairly any such dispute or complaint. A Participant should 
ensure that all complaints involving Transactions are promptly and fairly 
investigated, wherever practicable, by employees or representatives of the 
Participant who were not directly involved with the disputed Transaction. 
Such investigations should be construed as an act of prudence to reduce 
the risk of loss resulting from the dispute, and not as an admission of lia­
bility by the Participant. 

In addition, upon receiving information that a complaint or dispute 
involving a Transaction may create market exposure, the Participant 
should consider all available methods to reduce potential losses from that 
exposure. Any such steps taken should be construed as an act of prudence 
and not an admission of liability by the Participant. 

7. STANDARDS FOR TRANSACTIONS 

7.1 Misuse of Market Terminology and Conventions 

Traders, brokers, and other employees or representatives of a Partici­
pant should use clear and unambiguous language when negotiating 
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Transactions. Recognizing that each type of Transaction may have its 
own unique terminology, definitions and calculations, a Participant 
should, prior to engaging in a Transaction, familiarize itself with that type 
of Transaction's terminology and conventions, and, where necessary, 
inform its personnel of differences in terminology, conventions and spe­
cific terms that may be particularly susceptible to misinterpretation. In 
addition, no Participant should abuse deliberately market procedures or 
conventions to obtain an unfair advantage over, or to unfairly prejudice, 
its counterparties. 

7.2 Manipulative Practices 

A Participant should not engage in any trading practices that constitute 
fraudulent, deceptive or manipulative acts or practices under applicable 
laws and regulations. 

7.3 Bribes and Outside Fees and Commissions 

No employee or representative of a Participant should offer or solicit 
explicit inducements to or from employees or representatives of other 
institutions in exchange for conducting business. It is recognized, howev­
er, that entertainment and gifts in reasonable amounts are offered and 
accepted in the ordinary course of business, and do not necessarily con­
stitute inducements. A Participant should maintain policies and proce­
dures that provide guidance on the provision and receipt of entertainment 
and gifts by staff. 

7.4 Rumors and False Information 

A Participant should not spread any rumors or misinformation that the 
Participant knows or believes to be false or misleading. In addition, a 
Participant should not disseminate any information that falsely states or 
implies governmental approval of any institution or Transaction. 

7.5 Money Laundering and Other Criminal Activities 

A Participant should take measures designed to satisfY itself that its 
Transactions are not being used to facilitate money laundering or other 
criminal activities. 
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9 
Report of the Committee on Interbank 
Netting Schemes of the Central Banks of 
the Group of Ten Countries 

[Excerpt]1 

Minimum standards for the design and operation of cross-border 
and multi-currency netting and settlement schemes 

I .  Netting schemes should have a well-founded legal basis under all 
relevant jurisdictions. 

I I .  Netting scheme participants should have a clear understanding of 
the impact of the particular scheme on each of the financial risks 
affected by the netting process. 

I I I .  Multilateral netting systems should have clearly defined proce­
dures for the management of credit risks and liquidity risks which 
specif)r the respective responsibilities of the netting provider and 
the participants. These procedures should also ensure that all 
parties have both the incentives and the capabilities to manage 
and contain each of the risks they bear and that limits are placed 
on the maximum level of credit exposure that can be produced 
by each participant. 

IV. Multilateral netting systems should, at a minimum, be capable of 
ensuring the timely completion of daily settlements in the event 
of an inability to settle by the participant with the largest single 
net-debit position . 

V. Multilateral netting systems should have objective and publicly 
disclosed criteria for admission which permit fair and open access. 

VI.  All netting schemes should ensure the operational reliability of 
technical systems and the availability of back-up facilities capable 
of completing daily processing requirements. 

I This text is reproduced with permission from the: Bank for lntc:rnational Sc:ttlc:mc:nts. 
These: minimum standards, known as the: Lamfalussy Standards, arc: from the: Committee: on 
Interbank Netting Schc:mc:s of the: Central Banks of the: Group of Ten Countries, Report of 
the Committee on Interbank Netting Schemes of the Central Banks of the Group of Tm 
Countries 26 ( November 1 990).  
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10 
Report on Netting Schemes Prepared by 
the Group of Experts on Payment 
Systems of the Central Banks of the 
Group of Ten Countries 

[Excerpt]!  

. . .  the Payments Group believes that certain general conclusions can be 
drawn with respect to the allocation of credit and liquidity risks that are 
produced by different institutional forms of netting. Thus, assuming the 
legal enforceability of netting agreements, the Payments Group believes 
that arrangements which net outstanding financial or payment obligations 
can be ranked as follows, in comparison with the benchmark case, where 
no netting takes place: 

( i )  bilateral position netting reduces liquidity risks to counterparties, 
and perhaps others such as correspondent banks, relative to the 
case of no netting; but it leaves counterparty credit risk 
unchanged, or may induce increases in risk if net exposures are 
treated as if they were true exposures; 

( ii )  bilateral netting by novation reduces both liquidity and credit 
risks to counterparties, and possibly to the financial system (other 
things being equal) ,  relative to the cases of no netting and bilat­
eral position netting; 

( ii i )  multilateral position netting may reduce liquidity risks relative to 
the cases of no netting and bilateral netting, under certain cir­
cumstances; if significant defaults occur, liquidity risks may be 
higher; credit risks are the same as, or may be larger than, in the 
case of no netting; credit risks are greater than in the case ofbilat­
eral netting by novation; 

( iv) multilateral netting by novation and substitution has the potential 
to reduce liquidity risks more than any other institutional form, 
but this depends critically on the financial condition of any cen­
tral counterparty to the netting; if the liquidity of a central coun­
terparty is weak, the liquidity risks of this institutional form may 
be greater than in the case of bilateral netting by novation; the 
credit risks of this institutional form are generally less than in 
other forms that have been considered, subject again to the iden­
tity and condition of any central counterparty. 

1 This text is reproduced with permission from the Bank for International Senlements. It 
is from the Report on Netting Schemes 6 ( February 1 989), prepared by the Group of Experts 
on Payment Systems of the: Central Banks of the Group ofTen Countries. 
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11 Basle Committee Amendment of the 
1988 Capital Accord 

Baste Capital Accord: 
Treatment of Potential Exposure 

for Off-Balance-Sheet Items* 

Text amending the Capital Accord 

The following text is to substitute for the section beginning on p .  27  
of  Annex 3 of  the 1988 Capital Accord:· It recognizes the effects of  net­
ting in the calculation of the additions, expands the matrix of add-on fac­
tors, and also incorporates the language of the July 1 994 amendment 
recognizing bilateral netting in the calculation of current exposure . 
Footnotes are as they would appear in the amended 1 988 Capital Accord. 

Forwards, swaps, purchased options and similar derivative 
contracts 

The treatment of forwards, swaps, purchased options and similar deriva­
tive contracts needs special attention because banks are not exposed to 
credit risk for the full face value of their contracts, but only to the poten­
rial cost of replacing the cash flow (on contracts showing positive value) if 
the counterparty defaults. The credit equivalent amounts will depend inter 
alia on the maturity of the contract and on the volatility of the rates and 
prices underlying that type of instrument. Instruments traded on 
exchanges may be excluded where they are subject to daily receipt and 
payment of cash variation margin.  Options purchased over the counter are 
included with the same conversion factors as other instruments. 

Despite the wide range of different instruments in the market, the the­
oretical basis for assessing the credit risk on all of them has been the same. 

*This tc:xt is rc:producc:d with pc:rmission from the Basle Committee on Banking 
Supc:rvision. It is the Annex to Baste Capital Accord: Treatment of Potential Exposure for 
Off-Balance-Sheet Items (April 1 995)  by the Basle Committee on Banking Supervision. The: 
Report on International Convergence of Capital Measurement and Capital Standards (July 
1 988),  known as the Basle Capital Accord, is reprinted in 1 Current Legal Issues Affecting 
Central Banks 487 ( Robert C. Effros ed. ,  1992 ),  and the 1 992 amendment is reprinted in 
3 Current Legal Issues Affecting Central Banks 296 (Rnbert C. Effros ed . ,  1 995) .  

**The corresponding page number in the version reprinted in 1 Current Legal Issues 
Affecting Central Banks, supra, is page 5 1 0.  
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It has consisted of an analysis of the behavior of matched pairs of swaps 
under different volatility assumptions. Interest rate contracts are defined 
to include single-currency interest rate swaps, basis swaps, forward rate 
agreements, interest rate futures, interest rate options purchased and sim­
ilar instruments. Exchange rate contracts with an original maturity of 1 4  
calendar days or less may be excluded. Gold contracts are treated the 
same as exchange rate contracts for the purpose of calculating credit risk 
except that contracts with original maturity of 14  calendar days or less are 
included. Precious metals other than gold receive a separate treatment 
and include forwards, swaps, purchased options and similar derivative 
contracts that are based on precious metals (e .g. silver, platinum, and pal­
ladium) .  Other commodities are also treated separately and include for­
wards, swaps, purchased options and similar derivative contracts based on 
energy contracts, agricultural contracts, base metals ( e.g. aluminum, cop­
per, and zinc), and any other non-precious metal commodity contracts. 
Equity contracts include forwards, swaps, purchased options and similar 
derivative contracts based on individual equities or on equity indices. 

The current exposure method 

The G - 1  0 supervisory authorities are of the view that the best way to 
assess the credit risk on these items is to ask banks to calculate the cur­
rent replacement cost by marking contracts to market, thus capturing the 
current exposure without any need for estimation, and then adding a fac­
tor ( the "add-on")  to reflect the potential future exposure over the 
remaining life of the contract. It  has been agreed that, in order to calcu­
late the credit equivalent amount of these instruments under this current 
exposure method, a bank would sum: 

• the total replacement cost (obtained by "marking to market") of all 
its contracts with positive value and 

• an amount for potential future credit exposure calculated on the 
basis of the total notional principal amount of its book, split by 
residual maturity as follows: 

Exchange Precious 
Residual Interest Rate and Metals Other 
Maturity Rate Gold Equity Except Gold Commodities 

One year or 
less 0.0% 1 .0% 6.0% 7.0% 1 0.0% 

Over one year 
to five years 0.5% 5.0% 8 .0% 7.0% 1 2 .0% 

Over five years 1 . 5% 7 .5% 1 0.0% 8 .0% 1 5.0% 
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Notes: 
l .  For contracts with multiple exchanges of principal, the factors are 

to be multiplied by the number of remaining payments in the 
contract. 

2 .  For contracts that are structured to settle outstanding exposure fol­
lowing specified payment dates and where the terms are reset such 
that the market value of the contract is zero on these specified dates, 
the residual maturity would be set equal to the time until the next 
reset date. In the case of interest rate contracts with remaining 
maturities of more than one year that meet the above criteria, the 
add-on factor is subject to a floor of 0.5%. 

3 .  Forwards, swaps, purchased options and similar derivative contracts 
not covered by any of the columns of this matrix are to be treated 
as "other commodities." 

4 .  No potential future credit exposure would be calculated for single 
currency floating/floating interest rate swaps; the credit exposure 
on these contracts would be evaluated solely on the basis of their 
mark-to-market value . 

Supervisors will take care to ensure that the add-ons are based on effec­
tive rather than apparent notional amounts. In the event that the stated 
notional amount is leveraged or enhanced by the structure of the trans­
action, banks must use the effective notional amount when determining 
potential future exposure. 

The original exposure method 

At national supervisory discretion,3 banks may also use a simpler alter­
native method for interest rate and foreign exchange-related contracts, 
whereby the potential credit exposure is estimated against each type of 
contract and a notional capital weight allotted, no matter what the mar­
ket value of the contract might be at a particular reporting date. The orig­
inal exposure method may be used until market risk-related capital 
requirements are implemented, at which time the original exposure 
method will cease to be available for banks supervised according to this 
Accord.4 Banks that engage in forwards, swaps, purchased options or 
similar derivative contracts based on equities, precious metals except 
gold, or other commodities are required to apply the current exposure 
method. 

3Some national authorities may permit individual banks to choose which method to 
adopt, it being understood that once a bank has chosen to apply the current exposure 
method, it would not be allowed to switch back to the original exposure method. 

4Where appropriate, national supervisors may allow an additional transition period, but 
in no case longer than 1 2  months. 
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In  order to arrive at the credit equivalent amount using this original 
exposure method, a bank would simply apply one of the following two 
sets of conversion factors to the notional principal amounts of each 
instrument according to the nature of the instrument and its maturity: 

Maturity5 

One year or less 
Over one year to two years 

For each additional year 

Bilateral netting 

Interest Rate 
Contracts 

0.5% 
1 .0% 

1 .0% 

Exchange Rate 
Contracts and Gold 

2.0% 
5 .0% 

( i .e. 2% + 3%) 
3.0% 

Careful consideration has been given to the issue of bilateral netting, 
i .e . ,  weighting the net rather than the gross claims with the same coun­
terparties arising out of the full range of forwards, swaps, options and 
similar derivative contracts.6 The Committee is concerned that if a liq­
uidator of a failed counterparty has (or may have) the right to unbundle 
netted contracts, demanding performance on those contracts favorable to 
the failed counterparty and defaulting on unfavorable contracts, there is 
no reduction in counterparty risk. 

Accordingly, it has been agreed for capital adequacy purposes that: 

(a) Banks may net transactions subject to novation under which any 
obligation between a bank and its counterparty to deliver a given 
currency on a given value date is automatically amalgamated with 
all other obligations for the same currency and value date, legally 
substituting one single amount for the previous gross obligations. 

(b )  Banks may also net transactions subject to any legally valid form of 
bilateral netting not covered in (a),  including other forms of 
novation. 

(c)  In both cases (a) and (b), a bank will need to satisfY its national 
supervisor that it has:7 

°For interest rate contracts, there is national discretion as to whether the conversion fac­
tors are to be based on original or residual maturity. For exchange rate contracts and gold, 
the conversion factors are to be calculated according to the original maturity of the 
instrument. 

6Payments netting, which is designed to reduce the operational costs of daily settlements, 
will not be recognized in the capital framework since the counterparty's gross obligations 
are not in any way affected. 

7In cases where an agreement as described in (a) has been recognized prior to July 1 994, 
the supervisor will determine whether any additional steps are necessary to satisfY itself that 
the agreement meets the requirements set out below. 
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( l) a netting contract or agreement with the counterparty which 
creates a single legal obligation, covering all included transac­
tions, such that the bank would have either a claim to receive or 
obligation to pay only the net sum of the positive and negative 
mark-to-market values of included individual transactions in the 
event a counterparty fails to perform due to any of the follow­
ing: default, bankruptcy, liquidation or similar circumstances; 

(2 )  written and reasoned legal opinions that, in the event of a legal 
challenge, the relevant courts and administrative authorities 
would find the bank's exposure to be such a net amount under: 

• the law of the jurisdiction in which the counterparty is 
chartered and, if the foreign branch of a counterparty is 
involved, then also under the law of the jurisdiction in 
which the branch is located; 

• the law that governs the individual transactions; and 

• the law that governs any contract or agreement necessary 
to effect the netting. 

The national supervisor, after consultation when necessary with 
other relevant supervisors, must be satisfied that the netting is 
enforceable under the laws of each of the relevant jurisdictions;B 

( 3) procedures in place to ensure that the legal characteristics of 
netting arrangements are kept under review in the light of pos­
sible changes in relevant law. 

Contracts containing walkaway clauses will not be eligible for netting 
for the purpose of calculating capital requirements pursuant to this 
Accord. A walkaway clause is a provision which permits a non-defaulting 
counterparty to make only limited payments, or no payment at all, to the 
estate of a defaulter, even if the defaulter is a net creditor. 

For banks using the current exposure method, credit exposure on 
bilaterally netted forward transactions will be calculated as the sum of the 
net mark-to-market replacement cost, if positive, plus an add-on based on 
the notional underlying principal . The add-on for netted transactions 
(ANcr) will equal the weighted average of the gross add-on (A<.;ros.,)9 and 
the gross add-on adjusted by the ratio of net current replacement cost to 

HThus, if any of these supervisors is dissatisfied about enforceability under its laws, the 
netting contract or agreement will not meet this condition and neither counterparty could 
obtain supervisory benefit. 

9�ros.• equals the sum of individual add-on amounts (calculated by multiplying the 
notional principal amount by the appropriate add-on factors set out in this Annex) of all 
transactions subject to legally enforceable netting agreements with one counterparty. 
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gross current replacement cost (NGR). This is expressed through the fol ­
lowing formula: 

where 

NGR=level of net replacement cost/level of gross replacement cost for 
transactions subject to legally enforceable netting agreements . I O  

The scale of  the gross add-ons to apply in this formula will be  the same 
as those for non-netted transactions as set out in this Annex. The 
Committee will continue to review the scale of add-ons to make sure they 
are appropriate. For purposes of calculating potential future credit expo­
sure to a netting counterparty for forward foreign exchange contracts and 
other similar contracts in which notional principal is equivalent to cash 
flows, notional principal is defined as the net receipts falling due on each 
value date in each currency. The reason for this is that offsetting contracts 
in the same currency maturing on the same date will have lower poten­
tial future exposure as well as lower current exposure. 

The original exposure method may also be used for transactions sub­
ject to netting agreements which meet the above legal requirements until 
market risk-related capital requirements are implemented. The conver­
sion factors to be used during the transitional period when calculating the 
credit exposure of bilaterally netted transactions will be as follows: 

Interest Rate Exchange Rate 
Maturity Contracts Contracts 

One year or less 0.35% 1 .5% 
Over one year to two years 0.75% 3.75% 

(i.e. 1 .5% + 2 .25%) 
For each additional year 0.75% 2 .25% 

10National authoritic:s may pc:rmit a choice: of calculating the: NGR on a countc:rparty by 
countc:rparty or on an aggrc:gatc: basis t(>r all transactions subjc:ct to lc:gally c:nforcc:ablc: nc:t­
ting agrc:c:mc:nts. If supc:rvisors pc:rmit a choice: of mc:thods, the: mc:thod chosc:n by an insti­
tution is to be: usc:d consisrc:ntly. U ndc:r the: aggrc:gatc: approach, nc:t nc:gativc: currc:nt 
c:xposurc:s to individual countc:rpartic:s cannot be: usc:d to offset net positive: currc:nt c:xpo­
surc:s to othc:rs, i .e: . ,  for c:ach countc:rparty the: nc:t currc:nt c:xposurc: usc:d in calculating the: 
NGR is the: maximum of the: nc:t rc:placc:mc:nt cost or zc:ro. Note: that undc:r the: aggrc:gatc: 
approach, the: NGR is to be: applic:d individually to c:ach legally enforcc:ablc: nc:tting agrc:c:­
mc:nt so that the: crc:dit c:quivalc:nt amount will be: assigned to the: appropriate countc:rparty 
risk wc:ight catc:gory. 
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These factors represent a reduction of approximately 25% from those 
on page 29 of the Accord. • • •  For purposes of calculating the credit expo­
sure to a netting counterparty during the transitional period for forward 
foreign exchange contracts and other similar contracts in which notional 
principal is equivalent to cash flows, the credit conversion factors on 
page 29 of the Accord • • • • could be applied to the notional principal, 
which would be defined as the net receipts falling due on each value date 
in each currency. In no case could the reduced factors above be applied 
to net notional amounts. 

Risk weighting 

Once the bank has calculated the credit equivalent amounts, whether 
according to the current or the original exposure method, they are to be 
weighted according to the category of counterparty in the same way as 
in the main framework, including concessionary weighting in respect of 
exposures backed by eligible guarantees and collateral. In addition, since 
most counterparties in these markets, particularly for long-term con­
tracts, tend to be first-class names, it has been agreed that a 50 per cent 
weight will be applied in respect of counterparties which would otherwise 
attract a 1 00 per cent weight. I I  However, the Committee will keep a 
close eye on the credit quality of participants in these markets and 
reserves the right to raise the weights if average credit quality deteriorates 
or if loss experience increases. 

* * *The corresponding page number in the version reprinted in I C11rrent Legal Issues 
Affecti1lg Cmtral Ba11ks, mpra, is page 5 1 2 .  

• • •  *The corresponding page number i n  the version reprinted i n  I C11rrent Legal /ss11es 
Affecting Cmtral Ba�lks, s11pra, is page 5 1 2 .  

1 1 Some member countries reserve the right to apply the full 1 00% weight. 
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12 Basle Committee Report on Asset 
Transfers and Securitisation 

ASSET TRANSFERS AND SECURITISATION1 

This report reviews some aspects of asset transfers and securitisation by 
focusing largely on the transferor or issuer of asset-backed securities 
rather than on the purchaser or investor. It describes the mechanics of the 
securitisation process, the incentives for securitisation and the risks asso­
ciated with it, and considers some of the factors that influence supervi­
sors' response . 

l .  Introduction 

In  recent years banks have been increasingly active in the process of 
transferring loans or other assets, whether in part or in whole and, more 
recently, in issuing securities backed by these assets. Transfers of loans or 
participation in loans are now more common in most G- 1 0  countries. 
Securitisation is more complex, is therefore less common, and in some 
countries is not permitted by existing legal arrangements. 

Asset securitisation has become most popular in the United States, par­
ticularly with regard to mortgage loans where about 40% of the out­
standing residential mortgage debt has been securitised. This process has 
undoubtedly been encouraged by the support of federal government 
agencies which provide credit enhancement to investors. However, the 
process is now being used for other types of loans, such as credit card 
receivables and other consumer loans, and substantial increases in market 
volume have been recorded. Outside the United States significant 
amounts of mortgage-backed securities have been issued in Canada and 
the United Kingdom and interest is growing by banks and financial insti -

I This text is reproduced with permission from the Basle Committee on Banking 
Supervision. It consists of Chapter IX of the Report on International Developments in 
Banking Sttpervision ( Report number 8, September 1 992),  prepared and distributed by 
the Basle Committee on Banking Supervision. 

( The chapter reproduces the text of an analysis by a working group of the Basic: 
Committee. Although it has not been formally approved, the Committee felt it would be 
useful  to make the report available to other supervisors for information .)  
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tutions in other countries who wish to participate in the securitisation 
business (see annex).2 

Asset securitisation in its basic form consists of the pooling of a group 
of homogeneous loans, the sale of these assets to a special purpose com­
pany or trust, and the issue by that entity of marketable securities against 
the pooled assets. The payment of interest and principal on the securities 
is directly dependent on the cash-flows arising from the underlying 
pooled assets. Asset-backed securities are attractive to investors as their 
returns tend to be high relative to the credit risk; credit enhancement is 
normally provided for a portion or the whole amount of the issue. 
Moreover, denominations and cash-flows can be structured to meet the 
cash flow and other needs of particular types of investor. 

However, asset securitisation schemes are not static. Many securitisa­
tion techniques have been invented relatively recently and the pace of 
innovation appears to be accelerating. Some of the new models involve 
not only complex and sophisticated structures but also seek to enlarge the 
type and composition of loans suitable for pooling and securitisation. 
Although credit losses have been negligible so far, some of the newer 
techniques have not yet been fully tested in times of stress or disruption 
in the securities markets. 

For banks the process provides a number of benefits in respect of pru­
dential requirements, asset and liability management, and profitability, 
and these provide the incentive to participate in tl1e securitisation process. 
In addition non-bank financial institutions increasingly participate, as the 
process separates the exercise of functions normally carried out by a lend­
ing bank, thus enabling these institutions to enter the business of finan­
cial intermediation more easily. 

A number of concerns have been raised in connection with asset secu­
ritisation. The main ones are that credit risk could remain with the bank 
if a clean sale does not take place and the securitisation could damage the 
asset quality of a bank if it is a bank's best assets that are securitised. 
Moreover, certain structures can lead to credit flowing directly from end­
investors to end-borrowers changing and perhaps lessening the role of 
banks in the intermediary process. 

The impact of asset securitisation on the overall risk profile of a bank 
therefore demands close attention by bank supervisors in order to ensure 
that banks conduct this business in a prudent manner. There are also 
implications for banks in the similar activities of non-bank participants 
who can take the same risk but who may not be as adequately supervised. 

2 This annc:x is not rc:printc:d hc:rc:in. 



808 • Appendix 11-lnternational Financial Materials 

2. Mechanics of the Asset Securitisation Process 

(a) Packaging, Sale and Administration 

To initiate the securitisation process a pool of homogeneous assets such 
as mortgages, credit card receivables or automobile loans is created. 

Homogeneity is necessary to enable a cost-efficient analysis of the credit 
risk of the pooled assets and to achieve a common payment pattern. The 

originator of a securitisation scheme can be a bank or another financial 
institution. If a bank is the originator it may take the assets from its own 
loan portfolio, but the securitisation of assets that are purchased from a 

third party or that are non-bank assets (e .g.  receivables of commercial 
companies) is becoming more prevalent. 

In the second step the pool is sold to a special purpose vehicle ( SPV) 
which finances the purchase by issuing securities backed by the pool of 
assets and which are the sole assets of the SPV. At that stage further par­
ties, together with a rating agency, are often involved to give advice to the 
originator, analyze the credit quality of the portfolio, and structure the 
transaction. If an underwriter participates in the scheme the securities 
may pass through his books before being sold to investors. 

To facilitate the securitisation process a servicer and a trustee are nor­
mally involved. The servicer-who in many instances is the originator­
is responsible for the collection of interest and principal repayments 
deriving for the pooled assets and the remittance of these funds to the 
trustee . The servicer is entitled to receive a fee for these services and in 
addition may benefit from the temporary investment of the funds col­
lected pending periodic onward transmission. Its servicing capacity and 
expertise will be reviewed by the rating agencies. The rating of the orig­
inator/servicer, along with the rating agency assessment of the quality of 
the underlying assets and the structure of the scheme, will affect the 
extent of the credit enhancement that may need to be provided or 
arranged, especially if the rating of the assets is lower than that desired by 
potential investors. 

The trustee acts on behalf of the investors. In that capacity he must 
have a priority interest in the assets supporting the security issue, an abil­
ity to oversee the performance of the other parties involved in the trans­
action including the servicer, review periodic information on the status of 
the pool, superintend the distribution of the cash flows to the investors 
and, if necessary, declare the issue in default and take the legal actions 
that are necessary to protect the investors' interests. 
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(b) Credit and Liquidity Enhancement 

As investors are not normally prepared to take on all the credit risks 
associated with a pool of loans, asset-backed securities are usually provid­
ed with credit enhancement by a third party bank or insurance company 
and sometimes by the originator. Often different forms of enhancement 
may be combined. The simplest form of enhancement would be a 
recourse arrangement providing the buyer of the assets with the right to 
receive payment from the enhancer if the obligator fails to pay when due . 
However, such an arrangement would be regarded as shifting the credit 
risk fully to the provider of the recourse and is not therefore often used. 

To determine the appropriate enhancement the estimated credit risk in 
the pooled assets is assessed together with its historic loss profile. Usually 
this results in an enhancement that covers, by a multiple of several times, 
the historic default rates of the underlying assets . The most common 
forms of such credit enhancements are : irrevocable letters of credit, third­
party insurance, spread accounts, cash collateral accounts, over­
collateralisation and senior-subordinated structures. 

An irrevocable letter of credit may be issued by a third party bank to 
cover a portion of the assets normally equal to the estimated loss profile 
and is often subordinated to the other enhancements. 

Non-bank insurance companies have also been active in the United 
Kingdom by providing a third party insurance against the first portion of 
the default risk. 

A spread account is a deposit typically built up from the spread between 
the interest paid on the pooled assets and the lower interest paid on the 
securities issued. The servicer, instead of passing the spread back to the 
originator, passes on all funds collected to the trustee where the spread is 
accumulated up to the level required for the credit enhancement. After 
having reached this level all future spread earning can be passed back to the 
originator. To provide for early losses the originator normally has to 
deposit funds in the spread account in advance . The account is used to 
cover any losses occurring on the pooled assets, and any balance left over 
in the spread account when the securities are redeemed reverts to the 
originator. 

A cash collateral account is a deposit equal to the necessary credit 
enhancement which is held for the benefit of the holders of the securities. 
The account will be drawn down if and when losses occur. Cash advances 
are made to this cash account by the originator or a third party lender. 

Over-collateralisation means that the value of the underlying assets in 
the pool exceeds the amount of the securities issued. In such schemes the 
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excess collateral must be maintained at a level sufficient to provide the 
agreed amount of credit enhancement. If the value declines below that 
level the enhancer must fill the gap with new collateral . 

Where credit enhancement is provided by a senior-subordinated struc­
ture at least two classes of securities are issued. The senior tranche has a 
prior claim on the cash flows from the underlying assets so that all losses 
will accrue first to the junior securities up to the amount of this particu­
lar class. If for example an issue consists of 90% senior and I 0% junior 
securities the holders of the junior securities will carry all of the losses up 
to 1 0% of the total assets in the scheme. 

At first glance all these forms of credit enhancement appear to support 
only a portion of the total portfolio but in reality they consist of highly 
condensed credit risk. Normally, the credit enhancements, which as 
noted above are often used in combination with one another, will effec­
tively cover several multiples of expected losses in the total portfolio and 
the provider is therefore in the same position as if he had owned all the 
assets. Where there are several enhancements the losses will be shared 
among them in a predetermined order. These factors need to be taken 
into account when applying capital requirements to the credit enhancers 
themselves ( see section S(c)) .  

Another enhancement technique that may be used for the issue of 
asset-backed securities is  liquidity support. I t  is particularly common for 
asset-backed commercial paper programmes. These issues include in the 
pool of underlying assets different types of receivables. However, the 
maturity of the receivables usually does not match that of the commercial 
paper, which therefore has to be rolled over or replaced by new issues. 

To cover the risk that the issuer cannot renew the paper as it falls due 
the liquidity enhancer agrees to provide the funds required. Although 
formally the liquidity enhancer is not guaranteeing the securities but is 
providing a short-term loan facility to the issuer, he effectively takes on 
the residual risk beyond that taken by the credit enhancement of the 
underlying receivables, which are the sole assets of the issuing special pur­
pose vehicle. Therefore, whether the liquidity support can be regarded 
solely as a pure liquidity line depends on any enhancement being subor­
dinated to the liquidity line in the event of liquidation. 

3. Incentives for Asset Securitisation 

The main benefit from asset securitisation is that it enables banks to 
pass the risks of lending on to other parties, thus freeing capital resources 
to back new lending which would otherwise be beyond their capacity. 
The funding and liquidity benefits of the securitisation process derive 
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from the conversion of illiquid assets into liquid funds available for addi­
tional lending. Because of the credit enhancements, the rating of asset­
backed securities is often higher than that of the originator who is 
therefore able to tap funding sources not normally accessible to him. 

Asset securitisation also helps banks in their asset and liability manage­
ment. Interest rate risk can be reduced by passing it on to the investors. 
A bank wishing to extend its lending but not having funds of adequate 
maturity can avoid a security mismatch by securitising the new loans. 
Securitisation offers a bank which is heavily exposed to a particular region 
or economic sector an ability to transfer part of its loan portfolio and also 
to purchase with the proceeds other types of ABS thus achieving a more 
diversified loan portfolio. 

Banks engaging in one or more of the securitisation roles, such as 
lender, servicer, trustee, or enhancer, can increase and diversifY their 
sources of fee and interest income. By transferring assets banks can con­
tinue their existing types of lending or invest the proceeds in other lines 
of business and avoid concentration in a single type of credit risk. 

Asset securitisation can also have important benefits for borrowers. 
Since such securitisation generally helps to improve the liquidity of cred­
it markets, it can increase the availability of credit to borrowers and can 
allow borrowers to obtain funds at a lower cost. 

4. Implications of Asset Securitisation 

(a) Risks for Banking Organisations 

The securitisation process, if not carried out prudentially, can leave 
risks with the originating bank without allocating capital to back them. 
While all banking activity entails operational and legal risks, these may be 
greater the more complex the activity. But the main risk a bank may face 
in a securitisation scheme arises if a true sale has not been achieved and 
the selling bank is forced to recognise some or all of the losses if the assets 
subsequently cease to perform. Funding risks and constraints on liquidi­
ty may also arise if assets designed to be securitised have been originated, 
but because of disturbances in the market the securities cannot be placed. 
There is also at least a potential conflict of interest if a bank originates, 
sells, services, and underwrites the same issue of securities. 

A bank that has originated and transferred assets effectively may 
nonetheless be exposed to moral pressure to repurchase the securities if 
the assets cease to perform. The complexity of securitisation schemes 
could contribute to such pressure. After having completed the securitisa­
tion transaction the seller does not in general disappear but exercises 
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other functions in the process. These functions and the fact that the 
investors are well aware of the identity of the provider of the assets back­
ing the securities may give rise to links between seller and investor that 
could, at least morally, cause the seller to be under pressure to protect its 
reputation and to support the securitisation scheme. 

The risks for banks acting as a servicer are principally operational and 
are comparable to those of an agent bank for a syndicated loan . However, 
the number of loans in the portfolio and the different parties involved in 
a securitisation scheme means that there are higher risks of malfunction 
for which the servicer might also become liable. Thus, servicers need to 
engage sophisticated personnel, equipment and technology to process 
these transactions in order to minimise operational risk. 

It is sometimes contended that banks in seeking a good market recep­
tion for their securitised assets may tend to sell their best quality assets 
and thereby increase the average risk in their remaining portfolio. 
Investor and rating agency demand for high quality assets could encour­
age the sale of an institution's better quality assets. Moreover, an ongo­
ing securitisation program needs a growing loan portfolio and this could 
force a bank to lower its credit standards to generate the necessary vol­
ume of loans. In the end a capital requirement that assumes a well diver­
sified loan portfolio of a given quality might prove to be too low if the 
average asset quality has deteriorated. Such arguments are not easy to 
support with empirical evidence . Banks that have securitised large 
amounts of assets do not exhibit signs oflower asset quality. It should also 
be noted that banks which constantly securitise assets are necessarily 
interested in maintaining the quality of their loan portfolio. Any asset 
quality deterioration would affect their reputation and their rating and 
indeed the capital adequacy requirement imposed by their supervisors. 

The securitisation of revolving credits such as credit-card receivables is 
a particularly complicated example which involves the issue of securities 
of a fixed amount and term against assets of a fluctuating amount and 
indefinite maturity. A portfolio of credit-card receivables fluctuates daily 
as the individual accounts increase and decrease, and because of the dif­
ferent repayment patterns by credit-card users (e .g. by fast and slow pay­
ers) .  It is also likely that as a scheme matures the security holders will be 
repaid out of a fixed share of gross flow on the accounts in the pool, so 
deriving repayment principally from fast payers who resolve their debt 
quickly. Such schemes need a structure adequate to ensure control of the 
amortisation process and to ensure appropriate risk-sharing during amor­
tisation by the security-holders. 
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(b) Implications for Financial Systems 

The possible effects of securitisation on financial systems may well dif­
fer between countries because of differences in the structure of financial 
systems or because of differences in the way in which monetary policy is 
executed. In addition, the effects will vary depending upon the stage of 
development of securitisation in a particular country. The net effect may 
be potentially beneficial or harmful, but a number of concerns are high­
lighted below that may in certain circumstances more than offset the ben­
efits. Several of these concerns are not principally supervisory in nature, 
but they are referred to here because they may influence monetary 
authorities' policy on the development of securitisation markets. 

While asset transfers and securitisations can improve the efficiency of 
the financial system and increase credit availability by offering borrowers 
direct access to end-investors, the process may on the other hand lead to 
some diminution of the importance of banks in the financial intermedia­
tion process. In the sense that securitisation could reduce the proportion 
of financial assets and liabilities held by banks, this could render more dif­
ficult the execution of monetary policy in countries where central banks 
operate through variable minimum reserve requirements. A decline in the 
importance of banks could also weaken the relationship between lenders 
and borrowers, particularly in countries where banks are predominant in  
the economy. 

One of the benefits of securitisation, namely the transformation of illiq­
uid loans into liquid securities, may lead to an increase in the volatility of 
asset values, although credit enhancements could lessen this effect. 
Moreover, the volatility could be enhanced by events extraneous to vari­
ations in the credit standing of the borrower. A preponderance of assets 
with readily ascertainable market values could even, in certain circum­
stances, promote liquidation as opposed to going-concern concept for 
valuing banks. 

Moreover, the securitisation process might lead to some pressure on 
the profitability of banks if non-bank financial institutions exempt from 
capital requirements were to gain a competitive advantage in investment 
in securitised assets. 

Although securitisation can have the advantage of enabling lending to 
take place beyond the constraints of the capital base of the banking sys­
tem, the process could lead to a decline in the total capital employed in 
the banking system, thereby increasing the financial fragility of the finan­
cial system as a whole, both nationally and internationally. With a sub­
stantial capital base, credit losses can be absorbed by the banking system. 
But the smaller that capital base is, the more the losses must be shared by 
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others. This concern applies, not necessarily in all countries, but especial­
ly in those countries where banks have traditionally been the dominant 
financial intermediaries. 

5. Supervisory Conditions 

Supervisors of individual institutions need to assess carefully whether 
the risk associated with a particular securitisation scheme has been effec­
tively transferred to the investor or the credit enhancer, in full or in part, 
and satisfY themselves that the scheme is managed in a prudent manner 
so that the operational risks are kept to an acceptable level . 

(a) The Concept of a True Sale 

As a first step, supervisors need to assess whether or not a true sale of 
the assets, covering both the legal and, to the extent practical, the moral 
aspects, has been achieved. Where a true sale has not been achieved, cap­
ital support clearly continues to be required. 

A bank selling its assets to an originator of a securitisation scheme or 
originating a scheme by pooling its own assets or assets purchased from 
a third party could be presumed not to have executed a true sale if there 
is, inter alia, any obligation: 

• to repurchase or exchange any of the assets; 

• for any kinds of legal recourse through which any risk of loss from 
the assets sold could be retained or put back to the selling bank; 

• to any party for the payment of principal or interest on the assets 
sold (other than those arising as services) .  

I n  any of these three cases the assets normally should remain as a claim 
on the capital of the bank. 

There would also be doubts whether a true sale of own or third party 
assets has been accomplished if the selling bank has ownership or exer­
cises any equity or management control for the benefit of the bank over 
the special purpose vehicle that owns the pooled assets and issues the 
securities, or is required to consolidate the SPV as a subsidiary in its finan­
cial statements. A further indication that there may be strong links 
between the selling bank and the scheme is the inclusion of the name of 
the selling bank in the name of the vehicle. 

Furthermore, any credit enhancement (and possibly some liquidity 
enhancements) provided by the selling bank may be indicators that the 
bank has accepted a liability on recourse and therefore no true sale has 
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been achieved. This would also include the retention of any subordinat­
ed class of securitised assets. 

There might be some exceptions. In some countries a spread account 
could be regarded as not being provided by the originator but by the 
scheme itself. Alternatively, initial payment into such an account by the 
originating bank could be reasonable, if the initial payment was deduct­
ed from capital. Liquidity support provided by the seller together with a 
significant credit enhancement by a third party, subordinated to the sell­
er, could be regarded as a credit line. In these cases the enhancements 
could be regarded as not obstructing a true sale. No capital support for 
credit risk would therefore be needed, but capital support would contin­
ue to be required in those cases where risk remains with the bank. 

(b) Administration ofSecuritisation Schemes 

A bank which is involved in the administration of a securitisation 
scheme merely as a servicer or trustee may nonetheless be exposed to 
some form of moral obligation to offer recourse. The element of moral 
hazard may be greater if the servicer is also the originator. Therefore, in 
order to avoid a capital charge as a result of its administrative responsi­
bilities, the bank generally needs to ensure that any offering circular con­
tains a highly visible, unequivocal statement that it does not stand behind 
the issue or the vehicle and will not make good on any losses in the port­
folio. For servicing the scheme the bank may of course receive a benefit 
from the transaction but this ought clearly to be seen as a fee for services 
provided and not as a reward for incurring risk of ownership. 

A bank may be closely connected to the pool and become exposed to 
credit risks by virtue of its administrative duties. Indications of the exis­
tence of such a commitment are, as already mentioned, a requirement to 
consolidate the special purpose vehicle or the inclusion of its name in the 
name of the vehicle. 

Other indications of possible credit support are: 

• an obligation to provide support to the vehicle or the scheme, for 
example, by covering losses of the issue; 

• an obligation to remit funds to the buyer before they are received 
from the obligor, or to cover cash shortfalls arising from delayed 
payments or non-performance of assets being administered unless 
these are solely tools to facilitate the timing of cash flows. 

In all these cases there must be a strong presumption that the bank is 
exposed to credit risk in some form and such risk deserves to be sup­
ported by the holding of appropriate capital. 
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(c) Credit Enhancement or Liquidity Support by a Third Party Bank 

Credit enhancement for a securitisation scheme provided by a third 
party bank is comparable to an off-balance-sheet exposure and is gener­
ally treated as a direct credit substitute. One supervisory response might 
be for the whole amount of the pooled assets to be taken into account 
and risk weighted, particularly if the bank's enhancement is supporting 
the first losses that arise or if the amount of loss covered is significant by 
reference to historical loss experience. An alternative approach would be 
for the enhancement to be deducted from the providing bank's capital. 

Liquidity support given in cases where there is no significant third 
party credit enhancement, and the liquidity support is in fact providing 
credit enhancement to the scheme, ought to be regarded as effectively a 
guarantee of the securities and be treated in a way similar to a credit 
enhancement given by a third party bank. Pure liquidity support given in 
cases where there are separate arrangements for significant credit 
enhancement can generally be treated solely as a liquidity facility and as a 
commitment for capital adequacy purposes. 
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13 
Aims 

The London Code of Conduct for 
Principals and Broking Firms in the 
Wholesale Markets 

I. INTRODUCTIONI 

1 .  The London financial markets have a long-established reputation 
for their high degree of professionalism and the maintenance of the high­
est standards of business conduct. All those operating in these markets 
share a common interest in their health and in maintaining the estab­
lished exacting standards. 

2 .  The Code is applicable to most wholesale market dealings which are 
not regulated by the rules of a recognized investment exchange. These 
typically form part of 'treasury' operations and are undertaken in large 
amounts. A full list of the products covered and the appropriate size cri­
teria are shown in the box opposite .2 

3. The Bank of England (the Bank) wishes to sustain the efficient 
functioning of the London wholesale markets in which these products are 
traded and to avoid over-burdensome regulation; and believes that this 
Code is consistent with these objectives. 

4. The Code has been developed in close consultation with market 
practitioners and will continue to be kept under regular review. A fuller 
description of the Bank's regulatory arrangements covering the wholesale 
markets, of which this Code is an integral part, is set out in the 'Grey 
Paper' (The regulation of the wholesale markets in sterling, foreign 
exchange and bullion) available from the Wholesale Markets Supervision 
Division of the Bank of England. 

5. The Code sets out the general standards and controls which the 
management and individuals at broking firms ( including electronic 
broking firms) are 'core principals' ( banks, building societies plus finan­
cial institutions authorised under the Financial Services Act 1986) should 
adopt when transacting business in the relevant financial products. 
Furthermore, the Chartered Institute of Public Finance and Accountancy 
and the Association of Corporate Treasurers commend the Code to their 

I This text is reproduced with the permission of the Bank of England. The foreword, 
table of contents, and annexes to this text are omitted. This July 1995 text supersedes that 
issued in Mav 1992. 

2Pages 8 1S-19 of this text. 

8 1 7  
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PRODUCTS COVERED BY THE BANK'S WHOLESALE 
MARKETS ARRANGEMENTS 

A: Cash Market Products 
1 .  Sterling wholesale deposits. 
2 .  Foreign currency wholesale deposits. 
3. Gold and silver bullion wholesale deposits. 
4. Spot and forward foreign exchange. 
5. Spot and forward gold and silver bullion. 

B: Instruments which are defined as investments in the Financial 
Services Act but which are outside the scope of the Investment 
Services Directive: 

6. Over the counter (OTC) options (including warrants) or futures 
contracts on gold or silver. 

C: Instruments which are defined as investments in the Financial 
Services Act and are within the scope of the Investment Services 
Directive: 

7. Certificates of deposit (CDs), or other debt instruments, issued by 
institutions authorised under the Banking Act 1987, European autho­
rised institutions, and by UK building societies, with an original 
maturity of not more than 5 years. (This class of instrument is includ­
ed in the Financial Services Act under the generic term 'debenture') .  

8 .  Bank Bills (or bankers' acceptances) . *  
9. Other debentures with an original maturity of not more than 1 year 

(including non-London CDs and commercial paper). 
10 .  Medium-term notes issued under the Banking Act 1987 (Exempt 

Transactions) (Amendment) Regulations. 
1 1 .  UK local authority debt (bills, bonds, loan stock or other instru­

ments) with an original maturity of not more than 5 years. 
1 2 .  Other public sector debt with an original maturity of not more than 

1 year (e.g. Treasury bills but not gilt-edged securities) .  
1 3 .  Any certificate (or other instrument) representing the securities cov­

ered in items 7-12 ;  or rights to and interests in, these instruments. 
14 .  OTC options (including warrants) or futures contracts on any cur­

rency (including sterling); interest rate; or items 7-1 3  above. 

members, which also deal as principal in these markets, as best practice, 

to which they, too, should adhere. 

Distribution 

6. It is the responsibility of braking firms/core principals to seek to 

establish whether their UK based clients/counterparties have a copy of 
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1 5 .  Interest rate and currency swaps, regardless of their original maturi­
ty; forward rate agreements, or any other 'contracts for differences' 
involving arrangements to profit (or avoid loss) by reference to 
movements in the value of any of the instruments in 7-1 3  above; or 
the value of any currency; or in the interest on loans in any currency. 

1 6. Sale and repurchase agreements ('repos'), sale and buybacks and 
stock borrowing and lending involving debentures, loan stock or 
other debt instruments, including gilts, of whatever original matu­
rity where the repurchase or repayment will take place within twelve 
months. 

Note 1. Instruments subject to the rules of a recognised investment 
exchange are not covered. 

Note 2. Instruments denominated in foreign currencies, as well as in ster­
ling are covered. 

Note 3. Transactions by listed institutions may come within the Bank's 
supervisory framework even if one of the other parties to the trans­
action is operating abroad. 

Note 4. The regulation of the deposit-taking under the Banking Act 1987 
is not affected in any way. 

Note 5. The Government made clear in January 1988 that ordinary for­
ward foreign exchange (and bullion) transactions tall outside the 
Financial Services Act; these nevertheless fall within the scope of 
the Bank's arrangements. 

Note 6. Wholesale transactions between core principals in items 1 and 8 are 
not usually less than £1 00,000. For items 2 and 4, the usual mini­
mum is £500,000 (or currency equivalent). For bullion (items 3 
and 5) ,  the relevant amounts are 2 ,000 ounces for gold and 50,000 
ounces for silver. 

Note 7. For items 7, 9-13,  and 16, the minimum size of wholesale transac­
tions is £1 00,000 (or the equivalent in foreign currency). For swaps, 
options, futures, forward rate agreements (FRAs) and other 'con­
tracts for differences' (items 6, l4 and 1 5 )  the minimum underlying 
value is £500,000 (or the equivalent in foreign currency). 

*With c:ffc:ct from I January 1 996, ti.>llowing amc:ndmc:nt to the: Financial Sc:rvicc:s 
Act. 

the Code. If they do not, they should send them one or advise them to 
contact the Bank direct. Where relevant, local authorities plus other insti­
tutions and companies in the UK are encouraged to adopt a similar 
approach. 

7. The Bank will seek to make as many as possible overseas based 
firms aware that their wholesale market deals in the London market are 
undertaken in accordance with the London Code. If  braking firms or 
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core principals receive any questions from overseas based firms about 
their wholesale market deals they should, where appropriate, make them 
aware of the Code's existence; and that copies can be obtained from the 
Bank. Non-core principals are encouraged to adopt a similar approach.  

Compliance and Complaints 

8 .  Compliance with the Code is necessary to ensure that the high­
est standards of integrity and fair dealing continue to be observed 
throughout these markets. Breaches by those institutions which they 
supervise will be viewed most seriously by the Bank and by the Building 
Societies Commission; any such breaches may be reflected in their assess­
ment of the fitness and propriety of these institutions. In addition, the 
Securities and I nvestments Board and the U K  Self-Regulating 
Organisations expect those core principals which they supervise to abide 
by the code when dealing in the wholesale markets. 

9. If any principal ( core or non -core) or broking firm believes that an 
institution supervised by the Bank has breached either the letter or the 
spirit of the Code in respect of any wholesale market transaction in which 
it is involved, it is encouraged-whether or not it is itself supervised by 
the Bank-to seek to settle this matter amicably with the other party. If 
this is not possible, the institution which is subject to the complaint 
should make the complainant aware that it can bring the matter to the 
attention of the Head of Wholesale Markets Supervision Division of the 
Bank of England. All such complaints will be investigated by the Bank. 
As a general rule the Bank will seek evidence from all parties named in 
the complaint and will wish to discuss this in detail with management of 
the institution subject to the complaint. 

1 0 .  Where a breach of the Code by a bank or other firm listed by the 
Bank under Section 43 of the Financial Services Act (FSA)-a 'listed 
institution'-is established, and depending on how serious it is, the Bank 
may publicly reprimand individuals and/or the firms involved. It may also 
restrict a listed institution's activities or, if the breach is sufficiently seri­
ous to cast doubt on the competence of the firm or on its integrity, sus­
pend or remove the offending firm from the list. The Bank will seek to 
promulgate its decision as widely as it considers appropriate; in so doing 
the Bank will wish to consider the possible implications of making its 
findings known to others. 

1 1 . Since the compensation fund arrangements established under the 
FSA do not apply to any exempt business undertaken by listed institu­
tions, if any breaches of the Code are found to have occurred, the offend­
ing institution will be expected to consider making appropriate redress to 
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any damaged party or  parties, bearing in mind any legal implications of 
so doing. 

Arbitration 

12 .  In order to help resolve differences the Bank is willing, if  asked, to 
arbitrate in disputes between firms it supervises. These arrangements are 
set out in more detail in paragraph 1 20 .  

II. GENERAL STANDARDS 

Core principals and broking firms-and their employees-should at all 
times abide by the spirit as well as the letter of the Code when undertak­
ing, arranging or advising on transactions in the wholesale markets. 

Managers of core principals and broking firms must ensure that the obli­
gations imposed on them and their staff by the general law are observed. 
Management and staff should also be mindful of any relevant rules and 
codes of practice of other regulatory bodies. 

Responsibilities 

• Of the principal/broker 

1 3 . All firms (core principals and brokers) should ensure that they and, 
to the best of their ability, all other parties act in a manner consistent with 
the Code so as to maintain the highest reputation for the wholesale mar­
kets in London. 

14 .  Core principals which conduct non-investment business ( see the 
box on page 3) 1  with private individuals should have internal procedures 
which set out whether these individuals will be treated as retail customers 
or as wholesale market participants under the arrangements set out in this 
Code. The procedures set out in Part IV of this Code may not be rele­
vant, directly, to such business. 

1 5 .  It is essential that all relevant staff are made familiar with the Code 
and conduct themselves at all times in a thoroughly professional manner. 
In particular they must conduct transactions in a way that is consistent 
with the procedures set out in Part IV of this Code. 

1 6. All firms will be held responsible for the actions of their staff. They 
must: 

ensure that any individual who commits the firm to a transac­
tion has the necessary authority to do so. 

I Pages 8 1 8-19 of rhis rc:xr. 
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ensure that employees are adequately trained in the practices of 
the markets in which they deal/broke; and are aware of their 
own, and their firm's, responsibilities. Inexperienced dealers 
should not rely on a broker, for instance, to fill gaps in their 
training or experience; to do so is clearly not the broker's 
responsibility. 
ensure staff are made aware of and comply with any other rel­
evant guidance that may from time to time be issued by the 
Bank. 
ensure that employees comply with any other regulatory 
requirements that may be applicable or relevant to a firm's 
activities in the wholesale markets. 

1 7. When establishing a relationship with a new counterparty or 
client, firms must take steps to make them aware of the precise nature of 
firms' liability for business to be conducted, including any limitations on 
that liability and the capacity in which they act. In particular, broking 
firms should explain to a new client the limited role of brokers (see 
paragraphs 29 and 30 below). 

1 8 .  All firms should identify any potential or actual conflicts of inter­
est that might arise when undertaking wholesale market transactions and 
take measures either to eliminate these conflicts or control them such as 
to ensure the fair treatment of counterpartics. 

19 .  All firms should know their counterparty. For principals this is 
essential where the nature of the business undertaken requires the assess­
ment of creditworthiness. Before dealing with another principal for the 
first time in any product covered by this Code, core principals should 
ensure that appropriate steps (see Part II I of this Code) arc taken. 

20. As part of the 'know your counterparty' process firms must take 
all necessary steps to prevent their transactions in the wholesale markets 
being used to facilitate money laundering. To this end firms should be 
familiar with the Guidance Notes published in 1995 . 1 These make clear 
the very limited responsibilities name passing brokers have in this area; in 
particular banks (and others that use brokers) should not seek to rely on 
brokers to undertake anything other than identity and location checks on 
their behalf. 

2 1 .  As a general rule core principals will assume that their counterpar­
ties have the capability to make independent decisions and to act accord­
ingly; it is for each counterparty to decide if it needs to seek independent 
advice. If a non-core principal wishes to retain a core principal as its finan-

1 Available: from the: British Bankers' Association, 10 Lombard Strc:c:t, London EC3V 9EL. 
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cial adviser it is strongly encouraged to do so in writing, setting forth the 
exact nature and extent of the reliance it will place upon the core princi­
pal. All principals should accept responsibility for entering into wholesale 
market transactions and any subsequent losses they might incur. They 
should assess for themselves the merits and risks of dealing in these mar­
kets. Non-core principals must recognize that it is possible for core prin­
cipals to take proprietary positions which might be similar or opposite to 
their own. 

22 .  It is good practice for principals, subject to their own legal advice, 
to alert counterparties to any legal or tax uncertainties which they know 
are relevant to a proposed relationship or transaction, in order that the 
counterparty may seek its own advice if it so wishes. 

23 .  Management of broking firms should advise their employees of 
the need to ensure that their behavior could not at any time be con­
strued as having misled counterparties about the limited role of brokers 
(see paragraphs 29 and 30 below); failure to be vigilant in this area will 
adversely affect the reputation of the broking firm itself. 

• Of the employee 

24. When entering into or arranging individual deals, dealers and bro­
kers must ensure that at all times great care is taken not to misrepresent 
in any way the nature of any transaction. Dealers and brokers must ensure 
that: 

the identity of the firm for which they are acting and its role is 
clear to their counterparties/clients to avoid any risk of confu­
sion . This is  particularly important, for instance, where an indi­
vidual dealer acts for more than one company, or in more than 
one capacity. If so, he must make absolutely clear, at the out­
set of any deal, on behalf of which company or in which capac­
ity he is acting. 
it is clearly understood in which products they are proposing 
to deal. 
any claims or acknowledgements about, or relevant to, a par­
ticular transaction being considered should, as far as the indi­
vidual dealer or broker is aware, be fair and not misleading. 
facts believed to be material to completing a specific transac­
tion are disclosed before the deal is done, except where such 
disclosure would reveal confidential information about the 
activities of another firm .  Unless specifically asked for more 
information, or clarification, a dealer at a core principal will 
assume his counterparty has all the necessary information for 
this decision making process when entering into a wholesale 
market transaction. 
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25 .  When a deal is being arranged through a broker, the broker should 

act in a way which does not unfairly favour one client, amongst those 

involved, over another, irrespective of what brokerage arrangements exist 

between them and the broking firm. 

Clarity of role 

• Role of principals 

26. The role of firms acting as principal is to deal for their own 

account. All principals have the responsibility for assessing the cred­

itworthiness of their counterparties or potential counterparties 
whether dealing direct or through a broking firm. It is for each prin­

cipal to decide whether or not to seek independent professional 

advice to assist in this process. 

27. It is also for the principal to decide what credence, if any, is 

given to any information or comment provided by a broker to a 
dealer. Where such information or comment might be interpreted as 
being relevant to a particular counterparty or potential counterpar­

ty, this does not alter the fact that the responsibility for assessing the 
creditworthiness of a counterparty, whether or not it is supervised, 
rests with the principal alone. 

28.  Some firms may act as agent for connected or other companies as 

well as, or instead of, dealing for their own account. If so, such agents 

should: 

always make absolutely clear to all concerned the capacity in 

which they are acting (e .g. if they also act as principal or broker) . 

declare at an early stage of negotiations the party for whom 

they are acting. It may be considered desirable to set out this 

relationship formally in writing for future reference. 

ensure that all confirmations make clear when a deal is done 
on an agency basis. 
when acting as agent for an unregulated principal, make clear 

at an early stage this qualification to potential counterparties; 

and include this on confirmations. 

IThc:n: arc: two c:xcc:ptions to this rule:. The: first covc:rs the: spc:cialist intc:r-dc:alc:r brokc:rs, 
involvc:d primarily in US Trc:asury bills, norc:s and bonds, which act as matchc:d principals. The: 
othc:r occ:ption is whc:n namc:-passing broking firms arc: invc:sting thc:ir own monc:y; in such 
transactions, brokc:rs must make: clc:ar to the: rdc:vant counrc:rparric:s that thc:y arc: acting as 
principals. 
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• Role of brokers 

29. Typically the role of the specialist wholesale market broking firms 
in London supervised as such by the Bank is to act as arrangers of deals. !  

They: 
bring together counterparties on mutually acceptable terms 
and pass names to facilitate the conclusion of a transaction. 
receive payment for this service in the form of brokerage 
(except where a prior explicit agreement between the manage­
ment of all parties to a deal provides otherwise) .  
are not permitted, even fleetingly, to act as principal in a deal 
(even on a 'matched principal' basis) ,  or to act in any discre­
tionary fund management capacity. I 

30. It is accepted that, in providing the service specified in the previ­
ous paragraph, individual brokers may be called upon to give advice or 
express opinions, usually in response to requests from individual dealers. 
While brokers should be mindful of the need not to reveal confidential 
information about the market activities of individual clients, there is no 
restriction on brokers passing, or commenting, on general information 
which is in the public domain. Equally, there is no responsibility upon a 
broker to volunteer general information of this type. Where information 
is sought or volunteered individual brokers should exercise particular 
care . For instance, brokers do not have sufficient information to be qual­
ified to advise principals on the creditworthiness of specific counterpar­
ties and to do so is not their role. 

III. CONTROLS 

It is essential that Management have in place, and review regularly, 
appropriate control procedures which their dealing and other relevant 
staff must follow. 

Know your counterparty 

It is necessary for a variety of reasons, including firms' own risk control 
and the need to meet their legal obligations (e.g. on money laundering) 
for firms to undertake basic 'know their counterparty' checks before deal­
ing in any products covered by this Code. 

ITh.: rdarionship b.:rw.:.:n an institution otli:ring a discr.:rionary or advisory manag.:m.:nr 
s.:rvic.: and irs cli.:nrs in any of th.: financial products d.:scrib.:d in rh.: box on pag.: 2 [ pag.:s 
8 1 8- 19  of this r.:xr) falls outsid.: rh.: scop.: of this Cod.: and, if it constitut.:s inv.:stm.:nt busi­
n.:ss within rh.: r.:rms of th.: Financial S.:rvic.:s Act 1 986, should b.: conduct.:d in accordanc.: 
with th.: r.:quir.:m.:nrs of th.: r.:kvanr Sdf-R.:gulating Organisation. 
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Before agreeing to establish a dealing relationship in any of these whole­
sale market products, core principals should be mindful of any reputa­
tional risks which might arise as a result, and whether these risks might be 
greater when undertaking such transactions with non-core principals. In 
the absence of firm evidence to the contrary, non-core principals should be 
regarded as end-users (i.e. ccustomers') of the wholesale markets. 

3 1 .  In  order to minimize the risks which they face it is desirable for 
core principals to have in place a clearly articulated approval process for 
their dealers and salespersons to follow before dealing for the first time in 
any wholesale market product with counterparties. This process, which 
should be appropriately monitored by management, should apply both 
when granting an initial dealing line for a product, and subsequently if 
changing or extending it to other wholesale products. Such a process 
might include the following considerations, which will need to be tai­
lored to the type of transaction being considered. 

• With all counterparties 
What information is available to the core principal on the legal 
capacity of the counterparty to undertake such transactions? Is 
this information sufficient to make an informed decision on 
the legal risks it might face if it undertakes such business with 
the counterparty? 

• With customers 
Who initiated the request for the product relationship? Might 
this decision have been influenced by any product advice given 
by the core principal? 
If advice is given was this subject to a written agreement 
between the parties; if not, should it be? Are both parties clear 
what reliance the customer is placing upon that advice? 
What, if any, are the legal responsibilities the core principal might 
owe to the customer to whom advice is given in subsequently 
undertaking transactions in that product? For instance, manage­
ment might ask itself if it is being asked to advise on the cus­
tomer's whole portfolio--wh ich might put it in a different legal 
position than if it were advising on only part of the portfolio. 
Are there potential conflicts between the firm's interests and 
those of the potential customer? If there are how should they 
be managed; and does the customer need to be alerted? 
Have appropriate legal agreements between the core principal 
and the customer been enacted? Do they make clear the 
respective responsibilities of both parties for any losses? Do 
they make clear which party is responsible for decisions to 
close-out trades undertaken? 
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32. Procedures should be in place to ensure that the information 
available to banks and other core principals, upon which they will base 
their judgement on whether or not to open/extend a dealing relationship 
with a particular customer, is carefully assessed on a broad product by 
product basis. 

33. Once a customer dealing relationship has been established in one, 
or more, wholesale market product(s )  it is strongly recommended that 
management at both parties periodically review it, against the above 
criteria. It is also in their own interest for core principals to review peri­
odically the totali ty of their business relationship with each customer 
against the same criteria. 

• Additional arrangements for small investors 

The Bank believes that it is in the interest of banks and other listed insti­
tutions for management to consider most carefully whether to grant or 

extend dealing facilities in OTC wholesale market products to 'small 
investors' (i.e. individuals or small business investors as defined under 
SFA rules). 

34. The expectation at the time the FSA was introduced was that indi­
viduals (or other small investors) would not normally be dealing in the 
wholesale OTC markets, which are primarily for core principals and other 
professionals such as large corporates, that regularly use the markets and 
which should have professionally trained staff able to undertake such 
transactions on their behalf. 

35 .  It is more likely, therefore, that small investors will ask for advice 
on the particular product being considered (for instance in terms of its 
risk profile, how this might differ from exchange traded instruments with 
which they might be more familiar, or how to value its worth over time, 
etc) .  It is the Bank's view (shared by the SIB) that where this is so they 
should not automatically be granted a new or extended dealing line for 
this product. If the product being considered is a derivative and/or lever­
aged, the Bank believes that it is in the interest of banks and other listed 
institutions to have in place a written agreement, which makes clear 
which products are concerned and the extent to which any reliance can 
be placed by the small investor on the advice given. 

36. Where an FSA exempt product is involved (items 6-1 6  in the box 
on page 3 ) 1 small investors should also be advised that by seeking to con­
duct such business with a s43 listed institution they would not have the 
protection of the FSA. The provisions set out in paragraph 2 1  above 
would apply. 

I Pagc:s 8 1 8-19 of this tc:xt. 
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37. The Bank believes it prudent for core principals to maintain, as 
accurately as they can, records of conversations-both internal or with 
the investor-material to their relationship. Where these are in written 
form, records must be kept in line with statutory requirements. Where 
tapes are the only record of specific transactions, management should 
consider very carefully whether some or all of these should be retained for 
a similar length of time to written records. 

Dealing mandates 

38. There has been growing interest in the use of dealing mandates as 
a means of clarifying the extent of a relationship between core principals 
and their customers, and their respective responsibilities. That in turn 
could help reduce the scope for errors. In the Bank's view it is appropri ­
ate for core principals to consider the merits of establishing dealing man­
dates to govern their relationship with non-core principals, but it is 
unlikely that mandates would be necessary between core principals. When 
deciding whether to initiate a mandate it is important that proper con­
sideration is given by both parties to the manner in which the mandate is 
to be structured and subsequently administered. 

39. It is good practice for both parties to agree what the mandate 
should and should not cover. To aid this process associations like the 
ACT and BBA may be able to guide their members on common practice . 
Where a mandate has been initiated, both parties should review it peri ­
odically; as a general rule, the onus i s  on  the counterparty to  noti�' the 
core principal promptly of any change necessary to an existing mandate. 

40. While they can have a useful role in improving internal controls 
dealing mandates should not be used as a vehicle to pass all responsibili­
ty to another counterparty. They should not, therefore, weaken the stan­
dard set out in paragraph 1 6-that all firms will be held responsible for 
the actions of their staff. Firms must, in particular, ensure that any indi ­
vidual who commits the firm to a transaction has the necessary authority 
to do so, and is aware of the term of any mandate that has been agreed .  

Confidentiality 

4 1 .  Confidentiality is essential for the preservation of a reputable and 
efficient market place. Principals and brokers share equal responsibility 
for maintaining confidentiality. Principals or brokers should not, without 
explicit permission, disclose or discuss, or apply pressure on others to dis­
close or discuss, any information relating to specific deals which have 
been transacted, or are in the process of being arranged, except to or with 
the parties directly involved ( and, if necessary, their advisers) or where 
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this is required by law or to comply with the requirements of a supervi­
sory body. 

42. Where confidential or market sensitive information is routinely 
shared by a London based firm with other branches/subsidiaries within 
its group it is for management to review periodically if this is appropriate . 
Where it is, the Bank believes that London management should be 
responsible and accountable for how such information is subsequently 
controlled-in particular they should make clear that such information 
should at all times continue to be treated as being subject to the confi­
dentiality provisions of the Code. It is a responsibility of management to 
ensure that all relevant personnel are aware of, and observe, this funda­
mental principle. 

43.  Care should be taken over the use of open loudspeakers in both 
brokers' offices and principals' dealing rooms to ensure that they do not 
lead to breaches of confidentiality. 

44. Situations arise where sales/marketing staff from core principals 
visit the offices of their customers; during such visits the customer may 
wish to arrange a transaction via the sales/marketing representative. 
Subject to proper controls this is perfectly acceptable. However, individ­
ual dealers or brokers should not visit each others' dealing rooms except 
with the express permission of the management of both parties. In par­
ticular a principal's dealer should not deal from within the offices of a 
broker or another principal. Brokers should never conduct business from 
outside their own offices. The only exception to these general rules might 
be when it is necessary for two unconnected institutions to share the 
same facilities as part of their agreed contingency arrangements. In such 
circumstances management should ensure appropriate arrangements are 
in place to protect counterparty confidentiality. 

45 .  A principal should not place an order with a broker with the inten­
tion of ascertaining the name of a counterparty in order to make direct 
contact to conclude the deal; neither should direct contact be made to 
increase the amount of a completed trade arranged through a broker. 

Location of back office functions 

46. There is a growing trend towards locating front and back office 
functions in physically separate locations; indeed a number of the branch­
es of international banks in London have relocated and consolidated their 
back office functions in their home country. Others have back offices out­
side London. The Bank's view is that there should be no objection to 
banks consolidating back offices in a single location, even if that were 
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overseas-provided that there are individuals in London with whom any 
deal or settlement queries can be resolved quickly. 

47. At the same time the banking supervisors have reviewed whether 
it is still necessary in all cases, on control grounds, to maintain a physical 
segregation of back and front office staff within banks. They have con­
cluded that whilst in most cases physical segregation is preferable, a lack 
of such segregation may be acceptable provided that it can be demon­
strated that appropriate management controls are in place . For instance 
lack of segregation may be acceptable where computer logical access con­
trols are in place. Even so, it is essential that a strict segregation of 
duties between staff in the front and back office is maintained, and 
especially that confirmations are sent direct to back office staff (see also 
paragraph 98 below) .  

Taping 

48.  Experience has shown that recourse to tapes proves invaluable to 
the speedy resolution of differences and disputes. The use of recording 
equipment in the offices of voice brokers and principals has become com­
mon; other means for monitoring 'conversations' are embodied within 
electronic braking systems now used in the markets. The Bank strongly 
recommends taping by principals and brokers of all conversations by 
dealers and brokers together with backoffice telephone lines used by 
those responsible for confirming deals or passing payment and other 
instructions. The Bank expects firms which it supervises to use tapes. Any 
which do not tape all their front plus relevant back office conversations 
should review this management policy periodically and be prepared to 
persuade the Bank that there are particular reasons for them to continue 
with such an approach.  This review should be repeated annually. Failure 
to tape will normally count against a firm if it seeks to use the arbitration 
process described in paragraph 120 to settle a difference, or is the subject 
of a complaint. 

49. When initially installing tape equipment, or taking on new clients 
or counterparties, firms should take the necessary steps to inform them 
that conversations will be recorded. Tapes should be kept for at least 
two months, and preferably longer. Experience suggests that, with the 
growing involvement of the private banking divisions within core princi­
pals in selling wholesale products to small investors, taping of all conver­
sations by salesmen/ account officers in these areas is in the interests of 
core principals. The longer tapes are retained the greater the chances are 
that any subsequent disputes over transactions or where advice has been 
given, can be resolved satisfactorily. Tapes which cover any transaction 
about which there is a dispute should be retained until the problem 
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has been resolved. Management should ensure that access to taping 
equipment and tapes, whether in use or in store, is strictly controlled so 
that they cannot be tampered with. 

Deals at non-current rates 

There is now widespread recognition that, as a general rule, deals at 
non-market rates should not be undertaken. 

50.  Banks and other listed firms are strongly discouraged from under­
taking deals involving rolling-over an existing contract at the original 
rate. These should only be undertaken, if at all ,  on rare occasions and 
then after most careful consideration by both parties and approval, on a 
deal by deal basis, by their senior management. Senior management must 
ensure that proper procedures are in place to identifY and bring to their 
attention all such deals when they are proposed so that they can be 
made fully aware of the details before reaching a decision on whether a 
particular trade should go ahead on this basis. Before reaching such a 
decision, senior management should seek written confirmation from the 
counterparty, also at senior management level, of the reasons for the 
transaction. This is essential not only because of the potential credit risk 
implications of rolling-over deals at original rates but also because failure 
to use current rates could result in the principal unknowingly participat­
ing in the concealment of a profit or loss, or in perpetration of a fraud. 
In order to provide a clear audit trail, there should be an immediate 
exchange of letters between the senior managements of both parties to 
any such deals to demonstrate that the above procedures have been 
followed. 

5 1 .  However, if management accept that the application of non­
market rates can be necessary to create deal structures which satisfY the 
legitimate requirements of counterparties, they should ensure proper 
controls are in place to prevent such arrangements from concealing fraud, 
creating unacceptable conflicts of interest, or involving other illegal activ­
ity. It is particularly important to ensure that there is no ambiguity in 
such transactions over the amounts which each counterparty is to pay and 
receive . It  should, for instance, be possible to demonstrate from the doc­
umentation available to both parties that the combination of cashflows, 
coupons, and foreign exchange rates etc . ,  used in such transactions pro­
duces a result that is consistent with the current market price for a 
straightforward transaction of similar maturity. It is therefore essential 
that appropriate documentation is in place before any such deals are 
undertaken and that this is reviewed, by senior management, regu­
larly so that they can satisfy themselves whether it remains appro­
priate to undertake further transactions on this basis. 
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52. A specific area where there is sometimes pressure to conduct deals 
at non-current rates is in the foreign exchange market. In particular pres­
sure can be placed on dealers undertaking a foreign exchange swap to 
avoid the immediate fixing of the spot price underlying the trade . This 
practice is judged by practitioners in the London market to be 
unethical and is not appropriate practice for UK based institutions. 
Spot rates should be determined immediately after completion of the 
foreign exchange swap transaction. 

Dealing with unidentified principals 

53.  There has been a growing trend towards discretionary manage­
ment companies dealing in wholesale market products on behalf of their 
clients. For its own commercial reasons a fund manager may not wish to 
divulge the name of its client(s)  when concluding such deals. Since this 
practice raises important considerations, particularly in terms of banks' 
ability to assess their credit risk to particular counterparties and to meet 
supervisory requirements on large exposures, the Bank is in discussions 
with the relevant market associations about it; and may in due course seek 
views from other supervisors in Basle on this practice. In the interim, 
before any institution transacts business on this basis its senior manage­
ment should decide, as a matter of policy, whether they judge it appro­
priate to do so. In doing so, they should consider all the risks involved. 
They should fully document the decision which they reach . 

Mter-hours dealing 

54. Extended trading after normal local hours has become accepted in 
some markets, most notably foreign exchange. Dealing after-hours into 
other centres forms an integral part of the operations of many firms both 
in London and elsewhere. Such dealing can involve additional hazards­
whether undertaken direct or via a broker. For example, when dealing 
continues during the evening from premises other than the principals' 
dealing rooms, one of the principals involved might subsequently forget, 
or deny, having done a deal. Management should therefore issue clear 
guidelines to their staff, both on the kinds of deal which may be under­
taken in those circumstances and on the permitted limits of any such deal­
ing. All deals should be confirmed promptly-preferably by telex or 
similar electronic message direct to the counterparty's offices-and care­
fully controlled when arranged off-premises. Management should con­
sider installing answerphone facilities in the dealing area which dealers 
should use to record full details of all off-premises trades. These should 
be processed promptly on the next working day. 
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Stop-loss orders 

55 .  Principals may receive requests from branches, customers and cor­
respondents to execute transactions-for instance to buy or sell a curren­
cy-if prices or rates should reach a specified level. These orders, which 
include stop-loss and limit orders from counterparties desiring around­
the-clock protection for their own positions, may be intended for execu­
tion during the day, overnight, or until executed or cancelled. 
Management should ensure that the terms of such orders are explicitly 
identified and agreed, and that there is a clear understanding with the 
counterparty about the obligation it has assumed in accepting such 
orders. Moreover, management needs to establish clear policies and pro­
cedures for its traders who accept and execute stop-loss and limit orders. 
Management should also ensure that any dealer handling such an instruc­
tion has adequate lines of communication with the counterparty so that 
the dealer can reach authorized personnel in case of an unusual situation 
or extreme price/rate movement. 

Conflicts of interest 

• Dealing for personal account 

56. Management should consider carefully whether their employees 
should be allowed to deal at all for own account in any of the products 
covered by this Code . Where allowed by management, it is their respon­
sibility to ensure that adequate safeguards are established to prevent 
abuse. These safeguards should reflect the need to maintain confidential­
ity with respect to non-public price-sensitive information and to ensure 
that no action is taken by employees which might adversely affect the 
interest of the firm's clients or counterparties. 

• Deals using a connected broker 

57.  Brokers have a legal obligation to disclose the nature and extent of 
any material conflict between their own interests and their responsibilities 
to clients. To safeguard the independence of brokers they should give all 
their clients formal written notification of any principal( s) where a mate­
rial connection exists (unless a client explicitly waives its rights to this 
information in writing); and notifY any subsequent changes to this list of 
principals as they occur. For the purposes of this Code, a material con­
nection would include situations where the relationship between the par­
ties could have a bearing on the transaction or its terms, as a result for 
example of common management responsibilities or material sharehold­
ing links, whether direct or indirect. The Bank regards a shareholding of 
1 0% or more in a broker as material; but, depending on the circum­
stances, a smaller holding may also represent a material connection. 
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58.  Any deals arranged by a broker involving a connected principal 
must be at arm's length ( i .e .  at mutually agreed rates which are the same 
as those prevailing for transactions between unconnected counterparties ) .  

Marketing and incentives 

59. When listed institutions are operating within the boundaries of the 
Section 43 arrangements, they will not be subject to advertising or cold­
calling rules since these would be inappropriate in such professional mar­
kets. Nevertheless listed institutions should take care to ensure that any 
advertisements for their services within the exempt area are directed so far 
as possible towards professionals. 

60. In recent years a number of foreign exchange electronic broking 
services have begun operating in London. Understandably such firms 
have considered a range of marketing arrangements, in the form of incen­
tives, to generate liquidity in their systems. After consulting through the 
Joint Standing Committee it was concluded that the principle that bro­
kers should not make payments to banks for using their services should 
be strictly maintained. As with conventional voice brokers, the provision 
of discount arrangements is a legitimate marketing technique, even if 
these involve cross-product subsidisation between different parts of the 
same group. 

Entertainment, gifts and gambling 

6 1 .  Management or employees must neither offer inducements to 
conduct business, nor solicit them from the personnel of other institu­
tions. However it is recognized that entertainment and gifts are offered 
in the normal course of business and do not necessarily constitute induce­
ments. l':evertheless, this is an area where the Bank receives a surprising­
ly high number of complaints about the potentially excessive nature of 
entertainment being offered. In response the Bank consulted practition­
ers during 1994 on how best to help facilitate a consistent approach 
across the London market. This reconfirmed that management should 
have a clearly articulated policy towards the giving/receipt of entertain­
ment ( and gifts), and ensure it is properly observed. It should include 
procedures for dealing with gifts judged to be excessive but which can­
not be declined without causing offence. The policy should be reviewed 
periodically. In developing and implementing its policy, management 
should have regard to the potential adverse impact on the reputation 
of the firm, and the London market generally, of any adverse com­
ment/publicity generated by any entertainment ( or gifts) given or 
received. 
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62 . The following general pointers have been identified which man-
agement ought to consider including as part of their policy: 

Firms should have in place arrangements to monitor the type, 
frequency and cost of entertainment and gifts. Periodic control 
reports should be made available to management. 
Authorisation and control procedures should be clear and 
unambiguous in order to ensure proper accountability. 
Policies should contain specific reference to the appropriate 
treatment for gifts (given and received). This policy should 
specifically preclude the giving (or receiving) of cash or cash 
convertible gifts. 
In determining whether the offer of a particular gift or form of 
entertainment might be construed as excessive, management 
should bear in mind whether it could be regarded as an 
improper inducement, either by the employer of the recipient 
or the supervisory authorities. Any grey areas should be 
cleared in advance with management at the recipient firm(s) .  
Firms should not normally offer entertainment if a representa­
tive of the host company will not be present at the event. 

63. These procedures should be drawn up bearing in mind that the 
activities of dealers of some of the principals active in the markets may be 
governed by statute. For instance, offering hospitality or gifts to officers 
and members of local authorities and other public bodies is subject to the 
provisions of legislation that carries sanctions under criminal law. One of 
the most onerous requirements of this legislation is that any offer or 
receipt of hospitality is, prima facie, deemed to be a criminal offence, 
unless the contrary is proved. 

64. Similar guidelines should also be established on gambling with 
other market participants. All these activities carry obvious dangers 
and, where allowed at all, it is strongly recommended that they are 
tightly restricted. 

Abused substances ( including drugs and alcohol) 

65 . Management should take all reasonable steps to educate them­
selves and their staff about possible signs and effects of the use of drugs 
and other abused substances. The judgement of any member of staff 
using such substances is likely to be impaired; dependence upon drugs etc 
makes them more likely to be vulnerable to outside inducement to con­
duct business not necessarily in the best interests of the firm or the mar­
ket generally and could seriously diminish their ability to function 
satisfactorily. 
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IV. DEALING PRINCIPLES AND PROCEDURES: 
A STATEMENT OF BEST PRACTICE 

Scope 

Deals in the London wholesale markets (defined by the products covered 
in the box on page 3)1 should be conducted on the basis of this Code of 
Conduct. 

66. Whilst this Code is designed for the London markets, its provi­
sions may extend beyond U K  shores, for example where a listed UK bro­
ker arranges a deal involving an overseas counterparty. Where deals 
involving overseas counterparties are to be made on a different basis in 
any respect, for example because of distinct local rules or requirements, 
this should be clearly identified at the outset to avoid any possible 
confusion . 

Overseas market conventions 

The trading of currency assets in London should follow recognised trad­
ing conventions that have been established internationally or in specific 
overseas markets, provided they do not conflict with the principles of this 
Code. 

67. Where foreign currency-denominated short-term securities issued 
overseas are traded in London, there may be important differences in 
dealing practice compared with the trading of London instruments, part­
ly reflecting the way the instruments are traded in their domestic markets. 
The London Code is intended to be complementary to any generally 
accepted local standards and practices for such instruments traded in 
London . The Bank would expect firms trading these instruments in 
London to abide by any such local conventions. 

Procedures 

• Preliminary negotiation of terms 

Firms should clearly state at the outset, prior to a transaction being exe­
cuted, any qualifying conditions to which it will be subject. 

68. Typical examples of qualifications include where a price is quoted 
subject to the necessary credit approval; finding a counterparty for 
matching deals; or the ability to execute an associated transaction. For 
instance principals may quote a rate which is 'firm subject to the execu­
tion of a hedge transaction' .  For good order's sake it is important that 

I Pages 8 1 8-19 of this text. 
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firms complete deals as quickly as possible; the onus is on both sides to 
keep each other informed of progress or possible delays. If a principal's 
ability to conclude a transaction is constrained by other factors, for exam­
ple opening hours in other centres, this should be made known to bro­
kers and potential counterparties at an early stage and before names are 
exchanged. 

69 . In the Euronote and commercial paper markets, principals should 
notifY investors, at the time of sale, of their willingness or otherwise to 
repurchase paper. Investors should also be notified, before the sale, of any 
significant variation from the standard terms or conditions of an issue. 

• Undertaking derivative transactions with end-users ( i.e. 'cus-
tomers' of the market) 

It is important, before derivative transactions are undertaken with a 
customer, that dealers are satisfied that appropriate 'know your counter­
party' procedures (see section III above) have been implemented for the 
product under consideration. 

70. When a core principal is dealing with any customer of the market 
in leveraged or derivative products it is good practice for its dealers to 
assist their opposite number by using clear concise terminology. It is how­
ever the responsibility of each party involved to seek clarification, before 
concluding a deal, on any points about which they are not clear. Each 
party should also consider whether it would be helpful for the core prin­
cipal to send by electronic means (telex or fax)  a pre-deal message setting 
out the terms upon which the deal will be priced and agreed by both par­
ties. While this may not be judged appropriate for some customers (e .g.  
an experienced large corporate ), it is likely to be helpful to send pre­
deal messages to small investors (as defined earlier) . Such a message 
may also be particularly useful, for instance, where the product involved 
is relatively new to the customer; or where the individual dealer acting on 
behalf of the customer is not the regular contact point for undertaking 
such trades with that customer. The sending or receipt of such a message 
is not a substitute for the confirmation procedures described below. 

7 1 .  The existence, or not, of such a message should not however be 
taken as undermining in any way the principle that each party must accept 
responsibility for entering into such trades and any losses that they might 
incur as a result of doing so. There are, of course, circumstances in which 
this principle might be brought into question; for instance if the dealer at 
the core principal had deliberately misled the customer by knowingly pro­
viding false and/or inaccurate information at the time the deal was being 
negotiated. It is therefore very important that great care is taken not to 
mislead or misinform. 
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72. To help minimise the scope for error and misunderstanding the 
Bank strongly recommends that management require their dealers to use 
standard pre-deal check lists of the key terms that they need to agree 
when entering into leveraged and/or derivative transactions. 

• Firmness of quotation 

All firms, whether acting as principal, agent or broker, have a duty to 
make absolutely clear whether the prices they are quoting are firm or 
merely indicative. Prices quoted by brokers should be taken to be firm in 
marketable amounts unless otherwise qualified. 

73. A principal quoting a firm price (or rate ) either through a broker 
or directly to a potential counterparty is committed to deal at that price 
(or rate) in a marketable amount provided the counterparty name is 
acceptable. In order to minimise the scope for confusion where there is 
no clear market convention, dealers quoting a firm price (rate) should 
indicate the length of time for which their quote is firm. 

74. It is generally accepted that when dealing in fast moving markets 
( like spot forex or currency options) a principal has to assume that a price 
given to a broker is good only for a short length of time-typically a mat­
ter of seconds. However, this practice would be open to misunderstand­
ings about how quickly a price is deemed to lapse if it were adopted when 
dealing in generally less hectic markets, for example the forward foreign 
exchange or deposit markets, or when market conditions are relatively 
quiet. Since dealers have prime responsibility for prices put to a broker, 
the onus in such circumstances is on dealers to satist)• themselves that 
their prices have been taken off, unless a time limit is placed by the prin­
cipal on its interest at the outset (e .g. 'firm for one minute only') .  
Otherwise, the principal should feel bound to deal with an acceptable 
name at the quoted rate in a marketable amount. 

75.  For their part brokers should make every effort to assist dealers by 
checking from time to time with them whether their interest at particu­
lar prices ( rates) is still current. They should also do so when a specific 
name and amount have been quoted. 

76. What constitutes a marketable amount varies from market to mar­
ket but will generally be familiar to practitioners. A broker, if quoting on 
the basis of small amounts or particular names, should qualify the quota­
tion accordingly. Where principals are proposing to deal in unfamiliar 
markets through a broker, it is recommended that they first ask brokers 
what amounts are sufficient to validate normal market quotations. If their 
interest is in a smaller amount, this should be specified by the principal 
when initially requesting a price from or offering a price to the broker. 
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77. In the swap market, considerable use is made of 'indicative inter­
est' quotations. When arranging a swap an unconditional firm rate will 
only be given where a principal deals directly with a client, or when such 
a principal has received the name of a client from a broker. A principal 
who quotes a rate or spread as 'firm subject to credit' is bound to deal at 
the quoted rate or spread if the name is consistent with a category of 
counterparty previously identified for this purpose (see also paragraph 82 
below).  The only exception is where the particular name cannot be 
accepted, for example if the principal has reached its credit limit for that 
name, in which case the principal will correctly reject the transaction . It  
is not an acceptable practice for a principal to revise a rate which was 'firm 
subject to credit' once the name of the counterparty has been disclosed. 
Brokers and principals should work together to establish a range of insti­
tutions for whom the principal 's rate is firm subject to credit. 

• Concluding a deal 

Principals should regard themselves as bound to a deal once the price and 
any other key commercial terms have been agreed. Oral agreements are 
considered binding. However, holding brokers unreasonably to a price is 
viewed as unprofessional and should be discouraged by management. 

78. Where quoted prices are qualified as being indicative or subject to 
negotiation of commercial terms, principals should normally treat them­
selves as bound to a deal at the point where the terms have been agreed 
without qualification. Oral agreements are considered binding; the sub­
sequent confirmation is evidence of the deal but should not override 
terms agreed orally. The practice of making a transaction subject to doc­
umentation is not good practice (see also paragraphs 1 07-1 09) .  In order 
to minimize the likelihood of disputes arising once documentation is pre­
pared, firms should make every effort to agree all material points quickly 
during the oral negotiation of terms, and should include these on the 
confirmation. Any remaining details should be agreed as soon as possible 
thereafter. 

79 . Where brokers are involved, it is their responsibility to ensure that 
the principal providing the price (rate) is made aware immediately it has 
been dealt upon . As a general rule a deal should only be regarded as hav­
ing been 'done' where the broker's contact is positively acknowledged by 
the dealer. A broker should never assume that a deal is done without 
some form of oral acknowledgement from the dealer. Where a broker 
puts a specific proposition to a dealer for a price (e .g. specifying an 
amount and a name for which a quote is required) ,  the dealer can rea­
sonably expect to be told almost immediately by the broker whether the 
price has been hit or not. 
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• Passing of names by brokers 

Brokers should not divulge the names of principals prematurely, and cer­
tainly not until satisfied that both sides display a serious intention to 
transact. Principals and brokers should at all times treat the details of 
transactions as absolutely confidential to the parties involved (see para­
graph 41 above). 

80. To save time and minimise frustration, principals should wherever 
practicable give brokers prior indication of counterparties with whom, for 
whatever reason, they would be unwilling to do business (referring as 
necessary to particular markets or instruments ) .  At the same time brokers 
should take full account of the best interests and any precise instructions 
of the client. 

8 1 .  To save subsequent awkwardness, principals (including agents) 
have a particular obligation to give guidance to brokers on any particular 
features (maturities etc) or types of counterparty (such as non-financial 
institutions) which might cause difficulties. In some instruments, princi­
pals may also wish to give brokers guidance on the extent of their price 
differentiation across broad categories of counterparties. Where a broker 
is acting for an unlisted (or unsupervised) name he should disclose this 
fact as soon as possible; the degree of disclosure required in such a case 
will usually be greater. For instance, credit considerations may require 
that such names be disclosed to a listed principal first ( as in the swap mar­
ket), in order that the listed principal may quote a rate at which it is com­
mitted to deal. Equally, disclosure of difficult names may be necessary 
since this may influence the documentation. 

82. In all their wholesale market business, brokers should aim to 
achieve a mutual and immediate exchange of names. Hmvever, this will 
not always be possible. There will be times when one principal's name 
proves unacceptable to another and the broker will quite properly decline 
to divulge by whom it was refused. This may sometimes result in the prin­
cipal whose name has been rejected feeling that the broker may in fact 
have quoted a price ( rate) which it could not in fact substantiate. In such 
cases, the Bank will be prepared to establish with the reluctant principal 
that it did have business to do at the quoted price and the reasons why 
the name was turned down, so that the aggrieved party can be assured 
the original quote was valid without, of course, revealing the reluctant 
party's name. 

83.  In the sterling and currency deposit markets, it is accepted that 
principals dealing through a broker have the right to turn down a name 
wishing to take deposits; this could therefore require predisclosure of the 
name before closing the deal. Once a lender has asked the key question 
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'who pays', it is considered committed to do business at the price quot­
ed with that name, or an alternative acceptable name if offered immedi­
ately. The name of a lender shall be disclosed only after the borrower's 
name has been accepted by the lender. Conversely, where a borrower is 
taking secured money there may be occasions when it will wish to decline 
to take funds, through a broker, when the lender's name is passed. 

84. In the case of instruments like CDs, where the seller may not be 
the same entity as the issuer, the broker shall first disclose the issuer's 
name to the potential buyer. Once a buyer has asked 'whose paper is it', 
the buyer is considered committed to deal at the price quoted. Once the 
buyer asks 'who sells' it is considered committed to deal with the partic­
ular seller in question (or an alternative acceptable name, so long as this 
name is immediately shown to the buyer by the broker). The name of the 
buyer shall be disclosed only after the seller's name has been accepted by 
the buyer. The seller has the right to refuse the particular buyer, so long 
as it is prepared at that time to sell the same amount at the same price to 
an alternative acceptable name immediately shown to it by the broker. 

85 .  In the CD markets a price quoted is generally accepted as good for 
any name 'on the run' . 

• Use of intermediaries 

Brokers must not interpose an intermediary in any deal which could 
take place without its introduction. 

86. An intermediary should only be introduced by a broker where it is 
strictly necessary for the completion of a deal , most obviously where a 
name switch is required because one counterparty is full of another's 
name but is prepared to deal with a third party. Any fees involved in trans­
actions involving intermediaries must be explicitly identified by the 
broker and shown on the relevant confirmation(s) .  

87.  Where a broker needs to switch a name this should be undertak­
en as promptly as possible, bearing in mind that this may take longer at 
certain times of the day; or if the name is a particularly difficult one; or if 
the deal is larger than normal . In no circumstances should a deal be left 
overnight without acceptable names having been passed. 

• Confirmation procedures 

Prompt passing, recording and careful checking of confirmations is 
vital to minimise the possibility of errors and misunderstanding whether 
dealing direct or through brokers. Details should be passed as soon as 
practicable after deals have been done and checked upon receipt. The pass­
ing of details in batches is not recommended. For markets where stan­
dard terms are applicable e.g. under standard documentation, it is 
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recommended that confirmations conform to the formats specified for the 
market or instrument concerned. 

(a) Oral deal checks 

An increasing number of practitioners find it helpful to undertake oral 
deal checks at least once a day, especially when using a broker. 

88 .  Particularly when dealing in faster moving markets like foreign 
exchange, but also when dealing in other instruments which have very 
short settlement periods, many principals now request regular oral deal 
checks-whether dealing through brokers or direct-prior to the 
exchange and checking of a written or electronically dispatched confir­
mation. Their use can be an important means of helping to reduce the 
number and size of differences particularly when dealing through brokers 
or for deals involving non-London counterparties. It is for each firm to 
agree with its broker(s) whether or not it wishes to be provided with this 
service; and if so, how many such checks a day it requires. When arbi­
trating in disputes, the Bank will take into account the extent to which 
principals have sought to safeguard their interests by undertaking oral 
checks. 

89. If a single check is thought to be sufficient, the Bank sees merit in 
this being undertaken towards the end of the trading day as a useful com­
plement, particularly where late deals are concerned, to the process of 
sending out and checking confirmations. 

90. As a matter of common sense, the broker should always obtain 
acknowledgement from a dealer on completion of the check that all the 
deals have been agreed or, if not, that any identified discrepancies are 
resolved as a matter of urgency. Lack of response should not be construed 
as acknowledgement. 

(b) Written/electronic confirmations 

In all markets, the confirmation provides a necessary final safeguard 
against dealing errors. Confirmations should be dispatched and checked 
carefully and promptly, even when oral deal checks have been undertak­
en. The issue and checking of confirmations is a back-office responsibili­
ty which should be carried out independently from those who initiate 
deals. 

9 1 .  A confirmation of each deal must be sent out without delay. This 
is particularly essential if dealing for same day settlement. As a general 
rule the. Bank believes all participants in the wholesale markets should 
have, or be aiming to have, in place the capability to dispatch confirma­
tions so that they are received and can be checked within a few hours of 
when the deal was struck. Where the products involved are more com-
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plex, and so require more details to be included on the confirmation, this 
may not be possible; nevertheless it is in the interest of all concerned that 
such deals are confirmed as quickly as is practicable. The Bank recom­
mends that principals should enquire about any confirmations which have 
not been received within the expected timescale. 

92.  It is not uncommon in the derivatives markets, and perfectly 
acceptable if the two principals involved agree, for only one party (rather 
than both) to the deal to send out a confirmation .  But where this is so, 
it is imperative not only that the recipient checks it promptly, but that 
it also in good time responds to the issuer of the confirmation agree­
ing/querying the terms. For good order's sake it would also be impera­
tive that the issuer of the confirmation has in place procedures for chasing 
a response if one is not forthcoming within a few hours of the confirma­
tion being sent. 

93 .  All confirmations should include the trade date, the name of the 
other counterparty and all other details of the deal, including where 
appropriate the commission charged by the broker. Some principals 
include their own terms and conditions of trading on their written con­
firmations. To avoid misunderstandings, any subsequent changes should 
be brought specifically to the attention of their counterparties. 

94. In many markets, it is accepted practice for principals to confirm 
directly all the details of transactions arranged through a broker; the bro­
ker should nevertheless also send a confirmation to each counterparty. 

95 .  All principals are reminded that the prompt sending and checking 
of confirmations is also regarded as best practice in deals not arranged 
through a broker, including those with corporates and other customers. 

96. Wherever practicable the Bank wishes to discourage the practice in 
some markets of sending two confirmations (e.g. an initial one by telex, 
fax or other acceptable electronic means) followed by a written confir­
mation, which if posted could easily not arrive until after the settlement 
date and could cause confusion and uncertainty. For this reason, the Bank 
believes that wherever practicable a single confirmation should be sent 
promptly by each party, if possible by one of the generally accepted elec­
tronic means now available ( notably the ACS system, SWIFT, fax or 
telex). Where this is not practicable, for instance in more complex deriva­
tive transactions, firms should indicate (e.g. on the preliminary confirma­
tion ) that a more detailed written version is to follow. The Bank does not 
believe that it is good practice to rely solely on an oral check. 

97. It is vital that principals check confirmations carefully and imme­
diately upon receipt so that discrepancies can be quickly revealed and cor-
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rected. Firms that check within a few hours of receipt would be comply­
ing with best practice. 

98.  As a general rule, confirmations should not be issued by or sent to 
and checked by dealers. This is a back-office function . Where dealers do 
get involved in these procedures they should be closely controlled. The 
most common instance where it may sometimes be thought helpful to 
mark a copy of the confirmation for the attention of the person who has 
arranged the deal, in addition to the back office, is in markets requiring 
detailed negotiation of terms ( notably those involving contracts for dif­
ferences) .  Certain automated dealing systems produce confirmations 
automatically; provided these are received in the back office no addition­
al confirmation need be sent. 

99. Particular attention needs to be paid by all parties when confirm­
ing deals in which at least one of the counterparties is based outside 
London, and to any consequential differences in confirmation procedure. 

• Payment/settlement instructions 

Instructions should be passed as quickly as possible to facilitate prompt 
settlement. The Bank strongly recommends the use of standard settlement 
instructions; their use can make a significant contribution to reducing 
both the incidence and size of differences arising from the mistaken set­
tlement of funds. 

1 00.  The use of standard settlement instructions (SSis) continues to 
increase in London. International acceptance of the benefits of many SSis 
is an important next step. In order to facil itate still greater usage of SSis 
the BBA now maintains a directory of London based institutions that use 
them. The Bank wishes to encourage firms that it supervises, that do not 
already do so, to draw up plans to move towards using SSis as soon as 
possible. A major advantage of using SSis is that they remove the need to 
confirm payment details by phone. 

l 0 l .  The guidelines set out in Schedule 2 ,  which have been drawn up 
in consultation with practitioners, set out a framework which it is hoped 
principals will aim to adopt when using SSis for wholesale market trans­
actions. The guidance notes emphasise that SSis should only be estab­
lished via confirmed letter or authenticated SWIFT message, and not by 
SWIFT broadcast. While many firms comply with this guidance, difficul­
ties have been encountered where some insist on using SWIFT broad­
casts. Having raised the matter with SWIFT it is clear that broadcast 
messages remain unsuitable for the purpose of changing SSis and are 
non-binding on recipients. SWIFT is currently looking at developing a 
new message for this purpose . In  the interim, however, the majority view 
is that banks which receive notice from a counterparty of the amendment 
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of an SSI by a SWIFT broadcast should be free to act upon such notice 
if they so wish. They should seek authentication of the message by way of 
sending confirmation of the arrangement, making clear when and for 
what deals the new instructions will be implemented. Until that process 
is complete the original instructions will be deemed still to be operative . 

1 02 . It has been the practice in the domestic sterling market that bro­
kers pass payment instructions. In view of the increasing use of SSis, the 
domestic sterling market should be moving away from requiring this ser­
vice from brokers. Brokers should therefore only be expected to pass pay­
ment instructions in very unusual circumstances or in certain deposit 
markets where the counterparty is a non-core principal ( such as a local 
authority ) .  

1 03 .  Similarly brokers do not pass payment instructions in the foreign 
exchange and currency deposits market where the counterparties are both 
in the UK. It is for banks to agree with brokers the basis on which they 
will be able to pass such instruction for deals using a non- UK counter­
party; all such instructions should be passed with minimum delay. It is 
intended that, with the hoped for increasing use of SSis internationally, 
brokers will cease providing payment instructions involving overseas 
counterparties in due course. 

1 04.  Where SSis are not being used, principals should ensure that any 
alterations to original payment instructions, including the paying agent 
where this has been specifically requested, should be immediately notified 
direct to the counterparty. This notification should be supported by writ­
ten, telex, or similar confirmation of the new instructions. 

l OS .  While it is important that payment instructions are passed quick­
ly, it is equally important that principals have in place appropriate proce­
dures for controlling the timing of their instructions to correspondent 
banks to release funds when settling wholesale market transactions. A 
recent survey by G - 1 0  central banks suggested that there is a wide gap 
between the best and worst controls practised in the markets; failure to 
maintain effective controls over payment flows can significantly increase 
the risks that institutions face when dealing in the OTC wholesale 
markets. 

• Fraud 

l 06. There is a need for great vigilance by all staff against attempted 
fraud. This is particularly so where calls are received on an ordinary tele­
phone line (usually in principal to principal transactions) .  As a precau­
tionary measure, it is strongly recommended that details of all telephone 
deals which do not include pre-agreed standard settlement instructions 
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should be confirmed by telex or similar means without delay by the recip­
ient, seeking an answer-back to ensure the deal is genuine. 

• Terms and documentation 

It is now common for wholesale market deals to be subject to some form of 
legal documentation binding the two parties to certain standard condi­
tions and undertakings. The Bank endorses the use, wherever possible, of 
such documentation (which typically will take the form either of signed 
Master Agreements exchanged between the two parties or can take the 
form of standard Terms). Core principals should have procedures in 
place to enable documentation to be completed and exchanged as soon as 
possible. 

l 07. It is in the interest of all principals to make every effort to 
progress the finalisation of documentation as quickly as possible . In some 
markets, such as repo, or in other circumstances such as those described 
in paragraphs 3 1  and 5 1 ,  documentation should be in place before any 
deals are undertaken. More generally, however, the Bank believes the aim 
should be for documentation to be in place within three months of the 
first deal being struck. Failure to agree documentation within this 
timescale should cause management to review the additional risks that 
this might imply for any future deals with the counterparty concerned. 
Factors which may influence managements' views include whether they 
can take comfort on their legal position from the mutual confirmation of 
terms with a particular counterparty; or where the delay is in putting in 
place multiple master agreements for products that are, in the interim, 
subject to previously agreed documentation . 

1 08 .  Some documentation in common usage provides for various 
options and/or modifications to be agreed by mutual consent. These must 
be clearly stated before dealing. Firms should make clear at an early stage, 
when trading any of the above mentioned products, if they are not intend­
ing to use standard terms documentation. Where changes are proposed 
these should also be made clear. For other wholesale instruments, where 
standard terms do not yet exist ( e.g. barrier options) ,  particular care and 
attention should be paid to the negotiation of terms and documentation. 

l 09. Some outstanding transactions might still be subject to old doc­
umentation ( e .g. the 1987 ISDA) that results in one-way payment provi­
sions. The use of such provisions is not recommended. Banking 
supervisors worldwide have indicated that such transactions will not be 
eligible for netting for capital adequacy purposes and the Bank supports 
moves to amend such clauses where they are still in existence. Non-core 
principals are encouraged to co-operate in core principals in this 
objective. 
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• Stock lending and repos 

Where sale and repurchase (or stock borrowing and lending) transac­
tions are entered into, proper documentation and prior agreement of key 
terms and conditions are essential. 

I I  0.  The Bank expects core principals to abide by the relevant codes 
drawn up by market practitioners. When undertaking stock lending trans­
actions the Stock Borrowing and Lending Committee Code of Guidance 
should apply. With the advent of a gilt repo market the Gilt Repo Code 
of Best Practice should be adhered to. 

I l l .  The Gilt Repo Code will apply not only to gilt repo, but also to 
other transactions involving gilts which have similar effect and intent, 
including secured lending (of money and gilts) e.g. under the gilt-edged 
stock lending agreement; lending of gilts against collateral; and buy/sell­
backs (whether or not under a Master Agreement) .  The Bank also 
believes that the general standards set down in the Gilt Repo Code will 
be relevant when undertaking other, non-gilt, repo activity covered by 
the London Code . 

• Assignments or transfers 

Assignments should not generally be undertaken without the consent of 
the parties concerned. 

1 12 .  Assignments have become increasingly common in the deriva­
tives market. Principals who enter into any wholesale market transaction 
with the intention of shortly afterwards assigning or transferring the deal 
to a third party should make clear their intention to do so when initially 
negotiating the deal. It is recommended that the confirmation sent by the 
principal should specify any intent to assign and give details of the proce­
dure that will be used. The subsequent documentation should also make 
provision for assignment. 

1 1 3 .  When a principal is intending to execute such a transfer it must 
obtain the consent of the transferee before releasing its name . If the prin­
cipal proposes to use a broker to arrange the transfer, consent from the 
transferee for this to happen must also be obtained. The transferee has an 
obligation to give the principal intending to transfer sufficient informa­
tion to enable the transaction to be conducted in accordance with the 
principles of best practice set out elsewhere in the Code. Where the trans­
action is conducted through a broker, this information should likewise be 
made available to him. In particular, the information from the transferee 
should include details of the type of credit the transferee is prepared to 
accept, and whether he is seeking any sort of reimbursement for the 
administrative costs that might be incurred. Principals and brokers 
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arranging a transfer or assignment should also agree the basis of pricing 
the transfer at an early stage of the negotiations. When arranging assign­
ments, it is important for participants to observe the general principle set 
out elsewhere in the Code that there should be mutual disclosure of 
names. Finally it should be noted that proper, clear documentation is as 
important for transfers as for the origination of deals. 

Settlement of differences 

If all the procedures outlined above are adhered to, the incidence and size 
of differences should be reduced; and those mistakes which do occur should 
be identified and corrected promptly. Failure to observe these principles 
could leave those responsible bearing the cost, without limit on size or 
duration, of any differences which arise. Except in the foreign exchange 
market, all differences must be settled in cash. 

1 14 .  In all the wholesale markets ( including foreign exchange ) if a 
broker misses a price he is required by the Bank to offer to close the deal 
at the next best price if held to the deal. The broker must then settle the 
difference arising by cheque (or, if both sides agree, points if it is a for­
eign exchange transaction); principals should always be prepared to 
accept this cash settlement since to do otherwise would put the bro­
ker in breach of the Code. It is unprofessional for a dealer to refuse 
to accept a difference cheque and insist the deal is honoured; indi­
vidual brokers facing this situation should advise their senior manage­
ment who, if necessary, should raise the matter with management of the 
client. The Bank is keen to be advised of any persistent offenders. 

1 1 5 .  Where brokers are used to arrange derivative products like barri­
er options, they should not be held liable for disputes between principals 
that arise \vhere there is a disagreement over whether a certain spot level 
has or has not been reached in sufficient quantity to trigger the option. 
Nor should brokers be cited as independent referees in such transactions 
unless they have explicitly agreed to do so before the deal is struck. 

1 1 6 .  As noted above, the prompt despatch and checking of confirma­
tions is of paramount importance. Non-standard settlement instructions 
should be particularly carefully checked, and any discrepancies identified 
promptly upon receipt, and notified direct to the counterparty, or to the 
broker (in circumstances described earlier) .  

1 1 7. Where difference payments arise because of errors in the payment 
of funds, principals are reminded that it is the view of the Bank and the 
Joint Standing Committees that they should not benefit from undue 
enrichment by retaining the funds. Technological developments have 
resulted in faster and more efficient mechanisms for the delivery and 
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checking of confirmations. This means that when brokers pass payment 
instructions that cannot be cross-checked against direct confirmation 
details, their liability in the event of an error should be limited to 24 
hours from when the deal was struck. This limit on the broker's liability 
is not intended to absolve brokers of responsibility for their own errors; 
rather it recognises that once payments do go astray the broker is limited 
in what action it can directly take to rectify the situation. 

1 1 8 .  In the foreign exchange and currency deposit markets arrange­
ments have been drawn up to facilitate the payment of differences via the 
Secretary of the Foreign Exchange Joint Standing Committee. !  In the 
foreign exchange market only, and only with the explicit consent of prin­
cipals, brokers may make use of 'points' to settle differences. Even then 
their use will only be permitted if arrangements for management control, 
recording and reporting of points consistent with the requirements laid 
down by the Bank (see Annex 1 )2 have been established. 

1 19 .  Listed broking firms must agree their own procedures with the 
Wholesale Markets Supervision Division of the Bank before using 
'points.' The informal use of 'points' between individual dealers and bro­
kers is not acceptable. Using 'points' in lieu of cash to settle differences 
is not permitted in any market other than foreign exchange. As a matter 
of prudent housekeeping, all differences should normally be settled with­
in 30 days from the date the original deal was undertaken. 

Arbitration procedure 

1 20.  The Bank is prepared to arbitrate in disputes between firms it 
supervises about the application of the Code, or current market practice, 
to specific transactions in wholesale market products. As a condition for 
doing so the Bank will expect the parties to have exhausted their own 
efforts to resolve the matter directly. All parties must then first agree to 
the Bank taking such a role and to accept its decision in full and final set­
tlement of the dispute. In doing so, the Bank may draw on the advice and 
expertise of members of the ] oint Standing Committees or other market 
practitioners as it feels appropriate. Requests for arbitration should be 
addressed to the Bank's Wholesale Markets Supervision Division. The 
Bank will not normally arbitrate in any dispute which is subject to, or is 
likely to be subject to, legal proceedings. Paragraphs 48 and 49 of the 

IAJI requests for settlement via these arrangements should be marked for the attention of 
The Secretary, Foreign Exchange Joint Standing Committee, Bank of England Dealing Room 
( HO-G), Bank of England, Threadneedle Street, London EC2R 8AH. They should be 
accompanied by a written report of the circumstances resulting in the difference. 

2The annexes are omitted from this text. 
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Code, on taping, and paragraphs 88-90, on oral deal checks, are espe­
cially relevant to firms considering recourse to these arrangements. 

Commission/brokerage 

Brokers' charges are freely negotiable. Principals should pay brokerage 
bills promptly. 

1 2 1 .  Where the services of a broker are used it is traditional practice 
for an appropriate brokerage package to be agreed by the directors or 
senior management on each side. Any variation on a particular transac­
tion from those previously agreed brokerage arrangements should be 
expressly approved by both parties and clearly recorded on the subse­
quent documentation; this should be the exception rather than the rule . 
Under no circumstances should a broker pay cash to a principal as an 
incentive to use its service (see also early section on Marketing). 

122 .  Although brokers normally quote dealing prices excluding com­
mission/brokerage charges, it is perfectly acceptable, and not uncom­
mon, in some derivative markets for the parties to agree that the broker 
quotes rates gross of commission and separately identifies the brokerage 
charge. Equally there may be circumstances when the broker (or princi­
pal ) and client may agree on an acceptable net rate; if so it is important 
that the broker (or principal) subsequently informs the client how that 
rate is divided between payments to counterparties and upfront commis­
sion. In such cases it is essential that all parties are quite clear that this 
division will be determined no later than the time at which the deal is 
struck; and that a record is kept. 

123 .  The Bank is aware that some principals fail to pay due brokerage 
bills promptly. This is not good practice and can significantly disadvan­
tage brokers since overdue payments are treated by the Bank, for regula­
tory purposes, as a deduction from their capital base. 

Market conventions 

Management should ensure that indi11idual brokers and dealers are 
aware of their responsibility to act professionally at all times and, as part 
of this, to use clear, unambiguous terminology. This is epen more impor­
tant when dealing with non-core principals, whose staff may be less expe­
rienced in dealing in these markets. 

1 24.  The use of clear language is in the interests of all concerned. 
Management should establish internal procedures ( including retraining if  
necessary) to alert individual dealers and brokers who act in different 
markets (or move from one market to another) both to any differences in 
terminology between markets and to the possibility that any particular 
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term could be misinterpreted. The use of generally accepted concise ter­
minology is undoubtedly helpful. In those markets where standard terms 
and conditions have been published individual dealers and brokers should 
familiarise themselves with the definitions they contain .  

125 .  Standard conventions for calculating the interest and proceeds 
on certain sterling and currency instruments, together with market con­
ventions regarding brokerage, are set out in Schedule 1 .  

Market disruption/bank holidays 

1 26. There have been instances of general disruption to the wholesale 
markets which have, in turn, resulted in interruptions to the sterling set­
tlement systems and consequent delays in sterling payments. It has been 
agreed by the Joint Standing Committees that in such unexpected cir­
cumstances the Bank should determine and publish the interest rate( s) 
which parties to deals affected by such interruptions should use to calcu­
late the appropriate interest adjustment (unless all the parties to the deal 
agree instead on some other arrangement-such as to continue to apply 
the existing rate of interest on the original transaction or as provided for 
in the relevant documentation) .  The Bank shall have absolute discretion 
in its determination of any interest rate(s), and shall not be required to 
explain its method of determining the same and shall not be liable to any 
person in respect of such determination. 

1 27 .  Occasionally unforseen events mean that market participants will 
have entered into contracts for a particular maturity date only to find, 
subsequently, that that day is declared a public holiday. I t  is normal mar­
ket practice in London to extend contracts maturing on a non-business 
day to the next working day. But to minimise possible disputes market 
participants may need to agree settlement arrangements for such deals 
with their counterparties in advance. 
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MARKET CONVENTIONS Schedule 1 

1 .  Calculation of interest and brokerage in the sterling deposit 
market 

• Interest 

On CDs and deposits or loans this is calculated on a daily basis on a 
365-day year. 

Interest on a deposit or loan is paid at maturity, or annually and at 
maturity, unless special arrangements are made at the time the deal is 
concluded. 

On secured loans the discount houses and Stock Exchange money bro­
kers do not pay interest at intervals of less than 28 days. The current gen­
eral practice is to calculate at the close of business on the penultimate 
working day interest outstanding on secured loans to the last working day 
of each calendar month and to pay the interest thereon on the last work­
ing day of the month. 

• Brokerage 

All brokerage is calculated on a daily basis on a 365-day year and bro­
kerage statements are submitted monthly. 

2. Calculation of interest in a leap year 

The calculation of interest in a leap year depends upon whether inter­
est falls to be calculated on a daily or an annual basis. The position may 
differ as between temporary and longer-term loans. 

• Temporary loans 

Because temporary loans may be repaid in less than one year ( but may, 
of course, be continued for more than a year) interest on temporary 
money is almost invariably calculated on a daily basis. Thus any period 
which includes 29 February automatically incorporates that day in the 
calculation; in calculating the appropriate amount of interest, the number 
of days in the period since the last payment of interest is expressed as a 
fraction of a normal 365-day year, not the 366 days of a leap year, which 
ensures that full value is given for the 'extra' day. 

Examples: 

Assume last previous interest payment l February (up to and including 
3 1  January) and date of repayment l April (in a leap year). Duration of 
loan for final interest calculation = 29 days (February) + 3 1  days (March) 
= 60 days. 
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Calculation of interest would be 

r 60 
P x -- x  -- = 

1 00 365 

Assume no intermediate interest payments. Loan placed 1 March and 
called for repayment 1 March the following year ( leap year) .  Total period 
up to and including 29 February = 366 days. Calculation of interest 
would be 

r 366 
P x -- x -- = 

1 00 365 

This is in line with banking practice regarding interest on deposits 
which is calculated on a 'daily' basis and no conflict therefore arises. 

• Longer-term loans 

The following procedure for the calculation of interest on loans which 
cannot be repaid in less than one year ( except under a TSB or building 
society stress clause) was agreed between the BBA and the Chartered 
Institute of Public Finance and Accountancy on 1 2  December 1978. 

(a) Fixed interest 

The total amount of interest to be paid on a longer-term loan at fixed 
interest should be calculated on the basis of the number of complete cal­
endar years running from the first day of the loan, with each day of any 
remaining period bearing interest as for 1/365 of a year. 

Normal practice for the calculation of interest in leap years is to disre­
gard 29 February if it falls within one of the complete calendar years. 
Only when it falls within the remaining period is it counted as an addi­
tional day with the divisor remaining at 365. 

Example: 3\/z year loan, maturing on 30 June of a leap year. 

First 3 years' interest: 

Final 6 months' interest: 

P x -
r

- x 3 =  
1 00 

r 1 82 
P x -- x -- = 

1 00 365 

Certain banks, however, require additional payment of interest for 29 
February in all cases, and it was therefore agreed that: 
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both the original offer or bid, and the agent's confirmation, must state 
specifically if such payment is to be made; and 

the documentation must incorporate the appropriate phraseology. 

Interest on longer term loans should be paid half-yearly, on the half-
yearly anniversary of the loan or on other prescribed dates and at maturity. 
To calculate half-yearly interest payments the accepted market formula 
IS: 

r d 
P x -- x -- = 

1 00 365 

where d = actual number of days. 

Although, with the agreement of both parties, the following is some­
times used: 

(b) Floating rate 

r 1 
P x -- x -- =  

1 00 2 

Interest on variable rate loans, or roll-overs, which are taken for a fixed 
number of years with the rate of interest adjusted on specific dates, 
should be calculated in the same manner as for temporary loans. 

3. Brokerage and other market conventions in the foreign 
exchange and currency deposit markets 

• Brokerage 

(a) General (foreign exchange and currency deposits) 

Brokerage arrangements are freely negotiable. 

These arrangements should be agreed by directors and senior manage­
ment in advance of any particular transaction. 

(b) Currency deposits 

Calculation of brokerage on all currency deposits should be worked 
out on a 360-day year. 

Brokers' confirmations and statements relating to currency deposits 
should express brokerage in the currency of the deal . 

In a simultaneous forward-forward deposit (for example one month 
against six months), the brokerage to be charged shall be on the actual 
intervening period (in the above example, five months) .  



• Other Market Conventions 

Currency deposits 

Length of the year 
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For the purpose of calculating interest, one year i s  i n  general deemed 
to comprise 360 days; but practice is not uniform in all currencies or 
centres. 

Spreads and quotations 

Quotations will normally be made in fractions, except in short-dated 
foreign exchange dealings, where decimals are normally used. 

Call and notice money 

For US dollars ( and sterling), notice in respect of call money must be 
given before noon in London. For other currencies, it should be given 
before such time as may be necessary to conform with local clearing prac­
tice in the country of the currency dealt in. 

4. Calculations in the foreign currency asset markets 

• Euro-commercial paper (and other such instruments) 

The net proceeds of short-term interest-bearing and discount Euro­
commercial paper, on which interest is determined on a 360-day basis, 
are calculated in the same manner as those for short-term,  interest­
bearing and discount COs. 

Formula for non-interest bearing Euronotes quoted on a 'discount to 
yield' basis: 

where 

N 

( y M )  
1 + -- X -­

( 1 00 360 ) 

J:'.: = Nominal amount or face value 

Y = Yield 

M = J:'.:umber of days to maturity 

Example: 

Purchase consideration 

A Euronote with a face value of US$5 million and with 90 days to run 
is sold to yield 7.23% per annum. 
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----'5''--oo_o--'-,o_o_o_ = $4,9 1 1 ,229.53 
( 7 .23 x 90 )  

1 + ----­
( 36,000 ) 

• US Treasury bills (and other US discount securities such as 
bankers' acceptances and commercial paper) 

The quoted trading rates for such assets are discount rates. The price 
of the asset is calculated on the basis of a 360-day year. 

The market price ( Pm) on a redemption value of $ 1  00 can be calcu­
lated as follows: 

where 

( M x D )  
Pm = 1 00 - ---­

( 360 ) 

M = days to maturity or days held 

D = discount basis (per cent). 



London Code of Conduct • 857 

GUIDELINES FOR EXCHANGING Schedule 2 
STANDARD SETTLEMENT INSTRUCTIONS (SSis) 

These guidelines have been drawn up by the Bank of England in 
consultation with practitioners. While the parties to SSis are free to 
agree changes to the detail on a bilateral basis, it is hoped that this 
framework will be useful and as such followed as closely as possible. 

When establishing SSis with a counterparty for the first time these 
should be appropriately authorised internally before being issued. It is 
desirable that SSis be established by post (and issued in duplicate, typi­
cally under nvo authorised signatories). However authenticated SWIFT 
message can also be used if necessary. 

Cancellation or amendment of a standard instruction should ideally 
be undertaken by authenticated SWIFT; tested telex is also an acceptable 
means when cancelling or making amendments. SWIFT broadcast is not 
an acceptable means for establishing, cancelling or amending SSis. 

A mutually agreed period of notice for changing SSis should be given; 
typically this will be between 10 working days and one month.  Some par­
ties may also wish to provide for changes to be made at shorter notice in 
certain circumstances. 

Recipients have a responsibility to acknowledge acceptance (or other­
wise) of the proposed/amended SSI within the timescale agreed (see 
above) .  Failure to do so could result in a liability to compensate for any 
losses which result. In the case of written notification this should be 
undertaken by the recipient signing and returning the duplicate letter. 

Recipients should also confirm the precise date on which SSis will be 
activated (via SWIFT or tested telex) .  

Instructions should be issued for each currency and wholesale 
market product. Each party will typically nominate only one correspon­
dent per currency for foreign exchange deals and one per currency for 
other wholesale market deals. The same correspondent may be used for 
foreign exchange and other wholesale market deals. 

As a general rule, all outstanding deals, including maturing forwards, 
should be settled in accordance with the SSI in force at their value date 
(unless otherwise and explicitly agreed by the parties at the time at which 
any change to an existing SSI is agreed) .  

The SSI agreement for each business category should contain the 
following: 

the nature of the deals covered (for example whether they 
include same day settlement or only spot/forward forex deals). 
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confirmation that a single SSI will apply for all such deals with 
the counterparty. 

the effective date. 

confirmation that it will remain in force 'until advised'. 

recognition that no additional telephone confirmation of settle­
ment details will be required. 

recognition that any deviation from the SSI will be subject to an 
agreed period of notice. 

When operating SSis on this basis, the general obligations on both 
parties are to ensure that: 

they apply the SSI which is current on the settlement date for rel­
evant transactions. 

confirmations are issued in accordance with the London Code of 
Conduct; the aim should be to send them out on the day a deal 
is struck. 

Confirmations are checked promptly upon receipt in accordance with the 
London Code. Any discrepancies should be advised by no later than 3 .00 
pm on the business day following trade date, if not sooner. 

[Annex I and 2 are omitted from this text. ] 
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1 EC Directive on Deposit-Guarantee 
Schemes 

Council Directive1 

30 May 1994 

on deposit-guarantee schemes 

(94/19/EC) 

THE EUROPEAN PARLIAMENT AND THE COUNCIL OF THE EUROPEAN 
UNION, 

Having regard to the Treaty establishing the European Community, 
and in particular the first and third sentences of Article 57(2)  thereof, 

Having regard to the proposal from the Commission,2 

Having regard to the opinion of the Economic and Social Committee,3 

Acting in accordance with the procedure referred to in Article 1 89b of 
the Treaty,4 

Whereas, in  accordance with the objectives of the Treaty, the harmo­
nious development of the activities of credit institutions throughout the 
Community should be promoted through the elimination of all restric­
tions on the right of establishment and the freedom to provide services, 
while increasing the stability of the banking system and protection for 
savers; 

Whereas, when restrictions on the activities of credit institutions are 
eliminated, consideration should be given to the situation which might 
arise if deposits in a credit institution that has branches in other Member 
States become unavailable; whereas it is indispensable to ensure a harmo­
nized minimum level of deposit protection wherever deposits are located 
in the Community; whereas such deposit protection is as essential as the 
prudential rules for the completion of the single banking market; 

1 OJ No. L 1 35,  3 1 .5 . 1 994, p. 5 .  
2 O J  No. C 1 63, 30.6. 1 992, p.6 and O J  No. C 1 78,  30.6 . 1 993, p . 1 4 .  
3 O J  No. C 332, 1 6 . 1 2 . 1 992, p. 1 3 .  
4 OJ No. C 1 1 5,  26.4 . 1 993, p. 96, and Decision o f  the European Parliament of9 March 

1 994, OJ No. C 9 1 ,  28.3 . 1 994, p. 8 5 .  
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Whereas in the event of the closure of an insolvent credit institution the 
depositors at any branches situated in a Member State other than that in 
which the credit institution has its head office must be protected by the 
same guarantee scheme as the institution's other depositors; 

Whereas the cost to credit institutions of participating in a guarantee 
scheme bears no relation to the cost that would result from a massive 
withdrawal of bank deposits not only from a credit institution in difficul­
ties but also from healthy institutions following a loss of depositor confi­
dence in the soundness of the banking system; 

Whereas the action the Member States have taken in response to 
Commission recommendation 87 /63/EEC of 22 December 1986 con­
cerning the introduction of deposit-guarantee schemes in the CommunityS 
has not fully achieved the desired result; whereas that situation may prove 
prejudicial to the proper functioning of the internal market; 

Whereas the Second Council Directive 89 /646/EEC of 1 5  December 
1989 on the coordination of laws, regulations and administrative provi­
sions relating to the taking up and pursuit of the business of credit insti­
tutions and amending Directive 77 /780/EEC,6 provides for a system for 
the single authorization of each credit institution and its supervision by 
the authorities of its home Member State, which entered into force on 
I January 1 993; 

Whereas a branch no longer requires authorization in any host 
Member State, because the single authorization is valid throughout the 
Community, and its solvency will be monitored by the competent author­
ities of its home Member State; whereas that situation justifies covering 
all the branches of the same credit institution set up in the Community 
by means of a single guarantee scheme; whereas that scheme can only be 
that which exists for that category of institution in the State in which that 
institution's head office is situated, in particular because of the link which 
exists between the supervision of a branch's solvency and its membership 
of a deposit-guarantee scheme; 

Whereas harmonization must be confined to the main elements of 
deposit-guarantee schemes and, within a very short period, ensure pay­
ments under a guarantee calculated on the basis of a harmonized mini­
mum level; 

Whereas deposit-guarantee schemes must intervene as soon as deposits 
become unavailable; 

> OJ No. L 33, 4.2 . 1 987, p. 1 6. 
6 OJ No. L 386, 30. 1 2 . 1 989, p. 1 .  Directive as amended by Directive 92/30/EEC, OJ 

No. L 1 1 0, 28.4 . 1 992, p. 52 .  
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Whereas it is appropriate to exclude from cover, in particular, the 
deposits made by credit institutions on their own behalf and for own 
account; whereas that should not prejudice the right of a guarantee 
scheme to take any measures necessary for the rescue of a credit institu­
tion that finds itself in difficulties; 

Whereas the harmonization of deposit-guarantee schemes within the 
Community does not of itself call into question the existence of systems 
in operation designed to protect credit institutions, in particular by ensur­
ing their solvency and liquidity, so that deposits with such credit institu­
tions, including their branches established in other Member States, will 
not become unavailable; whereas such alternative systems serving a dif­
ferent protective purpose may, subject to certain conditions, be deemed 
by the competent authorities to satisfY the objectives of this Directive; 
whereas it will be for those competent authorities to verifY compliance 
with those conditions; 

Whereas several Member States have deposit-protection schemes under 
the responsibility of professional organizations, other Member States 
have schemes set up and regulated on a statutory basis and some schemes, 
although set up on a contractual basis, are partly regulated by statute; 
whereas that variety of status poses a problem only \Vith regard to com­
pulsory membership of and exclusion from schemes; whereas it is there­
fore necessary to take steps to limit the powers of schemes in this area; 

Whereas the retention in the Community of schemes providing cover 
for deposits which is higher than the harmonized minimum may, within 
the same territory, lead to disparities in compensation and unequal con­
ditions of competition between national institutions and branches of 
institutions from other Member States; whereas, in order to counteract 
those disadvantages, branches should be authorized to join their host 
countries' schemes so that they can offer their depositors the same guar­
antees as are offered by the schemes of the countries in which they are 
located; whereas it is appropriate that after a number of years the 
Commission should report on the extent to which branches have made 
usc of this option and on the difficulties which they or the guarantee 
schemes may have encountered in implementing these provisions; 
whereas it is not ruled out that home Member State schemes should 
themselves offer such complementary cover, subject to the conditions 
such schemes may lay down; 

Whereas market disturbances could be caused by branches of credit 
institutions which offer levels of cover higher than those offered by credit 
institutions authorized in their host Member States; whereas it is not 
appropriate that the level of scope of cover offered by guarantee schemes 
should become an instrument of competition; whereas it is therefore nee-
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essary, at least during an initial period, to stipulate that the level and scope 
of cover offered by a home Member State scheme to depositors at 
branches located in another Member State should not exceed the maxi­
mum level and scope offered by the corresponding scheme in the host 
Member State; whereas possible market disturbances should be reviewed 
after a number of years, on the basis of the experience acquired and in the 
light of developments in the banking sector; 

Whereas in principle this Directive requires every credit institution to 
join a deposit-guarantee scheme; whereas the Directives governing the 
admission of any credit institution which has its head office in a non­
member country, and in particular the First Council Directive 
(77 /780/EEC) of 12 December 1977 on the coordination of the laws, 
regulations and administrative provisions relating to the taking up and 
pursuit of the business of credit institutions,? allow Member States to 
decide whether and subject to what conditions to permit the branches of 
such credit institutions to operate within their territories; whereas such 
branches will not enjoy the freedom to provide services under the second 
paragraph of Article 59 of the Treaty, nor the right of establishment in 
Member States other than those in which they are established; whereas, 
accordingly, a Member State admitting such branches should decide how 
to apply the principles of this Directive to such branches in accordance 
with Article 9( 1 )  of Directive 77/780 /EEC and with the need to pro­
tect depositors and maintain the integrity of the financial system; whereas 
it is essential that depositors at such branches should be fully aware of the 
guarantee arrangements which affect them; 

Whereas, on the one hand, the minimum guarantee level prescribed in 
this Directive should not leave too great a proportion of deposits with­
out protection in the interest both of consumer protection and of the sta­
bility of the financial system; whereas, on the other hand, it would not be 
appropriate to impose throughout the Community a level of protection 
which might in certain cases have the effect of encouraging the unsound 
management of credit institutions; whereas the cost of funding schemes 
should be taken into account; whereas it would appear reasonable to set 
the harmonized minimum guarantee level at ECU 20 000; whereas lim­
ited transitional arrangements might be necessary to enable schemes to 
comply with that figure; 

Whereas some Member States offer depositors cover for their deposits 
which is higher than the harmonized minimum guarantee level provided 

7 OJ :-:o. L 322, 1 7 . 1 2 . 1 977, p. 30. Din:ctivt: as last amt:ndt:d by Dirt:ctivt: 89/646/ EEC, 
OJ :-:o. L 386, 30. 1 2 . 1989, p. I .  
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for in this Directive; whereas it does not seem appropriate to require that 
such schemes, certain of which have been introduced only recently pur­
suant to recommendation 87 /63/EEC, be amended on this point; 

Whereas a Member State must be able to exclude certain categories of 
specifically listed deposits or depositors, if it does not consider that 
they need special protection, from the guarantee afforded by deposit­
guarantee schemes; 

Whereas in certain Member States, in order to encourage depositors to 
look carefully at the quality of credit institutions, unavailable deposits are 
not fully reimbursed; whereas such practices should be limited in respect 
of deposits falling below the minimum harmonized level; 

Whereas the principle of a harmonized minimum limit per depositor 
rather than per deposit has been retained; whereas it is therefore appro­
priate to take into consideration the deposits made by depositors who 
either are not mentioned as holders of an account or are not the sole 
holders; whereas the limit must therefore be applied to each identifiable 
depositor; whereas that should not apply to collective investment under­
takings subject to special protection rules which do not apply to the 
aforementioned deposits; 

Whereas information is an essential element in depositor protection 
and must therefore also be the subject of a minimum number of binding 
provisions; whereas, however, the unregulated use in advertising of refer­
ences to the amount and scope of a deposit-guarantee scheme could 
affect the stability of the banking system or depositor confidence; whereas 
Member States should therefore lay down rules to limit such references; 

Whereas, in specific cases, in certain Member States in which there are 
no deposit-guarantee schemes for certain classes of credit institutions 
which take only an extremely small proportion of deposits, the introduc­
tion of such a system may in some cases take longer than the time laid 
down for the transposition of this Directive; whereas in such cases a tran­
sitional derogation from the requirement to belong to a deposit­
guarantee scheme may be justified; whereas, however, should such credit 
institutions operate abroad, a Member State would be entitled to require 
their participation in a deposit-guarantee scheme \Vhich it had set up; 

Whereas it is not indispensable, in this Directive, to harmonize the 
methods of financing schemes guaranteeing deposits or credit institutions 
themselves, given, on the one hand, that the cost of financing such 
schemes must be borne, in principle, by credit institutions themselves 
and, on the other hand, that the financing capacity of such schemes must 
be in proportion to their liabilities; whereas this must not, however, jeop­
ardize the stability of the banking system of the Member State concerned; 
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Whereas this Directive may not result in the Member States' or their 
competent authorities' being made liable in respect of depositors if they 
have ensured that one or more schemes guaranteeing deposits or credit 
institutions themselves and ensuring the compensation or protection of 
depositors under the conditions prescribed in this Directive have been 
introduced and officially recognized; 

Whereas deposit protection is an essential element in the completion of 
the internal market and an indispensable supplement to the system of 
supervision of credit institutions on account of the solidarity it creates 
amongst all the institutions in a given financial market in the event of the 
failure of any of them, 

HAS ADOPTED THIS DIRECTIVE: 

Article l 

For the purposes of this Directive: 

1 .  'deposit' shall mean any credit balance which results from funds left in 
an account or from temporary situations deriving from normal bank­
ing transactions and which a credit institution must repay under the 
legal and contractual conditions applicable, and any debt evidenced by 
a certificate issued by a credit institution. 

Shares in United Kingdom and Irish building societies apart from 
those of a capital nature covered in Article 2 shall be treated as 
deposits. 

Bonds which satisfY the conditions prescribed in Article 22( 4) of 
Council Directive 85/61 1/EEC of 20 December 1985 on the coor­
dination of laws, regulations and administrative provisions relating to 
undertakings for collective investment in transferable securities 
(UCITS)B shall not be considered deposits. 

For the purpose of calculating a credit balance, Member States shall 
apply the rules and regulations relating to set-off and counterclaims 
according to the legal and contractual conditions applicable to a 
deposit; 

2. 'joint account' shall mean an account opened in the names of two or 
more persons or over which two or more persons have rights that may 
operate against the signature of one or more of those persons; 

N OJ No. L 375, 3 1 . 12 . 1 985, p.  3. Directive as last amended by Directive 88/220/EEC, 
0) No. L 1 00, 19 .4 . 1 988, p. 3 1 .  
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3.  'unavailable deposit' shall mean a deposit that is due and payable but 
has not been paid by a credit institution under the legal and contrac­
tual conditions applicable thereto, where either: 

( i )  the relevant competent authorities have determined that in their 
view the credit institution concerned appears to be unable for the 
time being, for reasons which are directly related to its financial 
circumstances, to repay the deposit and to have no current 
prospect of being able to do so. 

The competent authorities shall make that determination as soon as 
possible and at the latest 2 1  days after first becoming satisfied that a 
credit institution has failed to repay deposits which are due and 
payable; or 

( ii )  a judicial authority has made a ruling for reasons which are direct­
ly related to the credit institution's financial circumstances which 
has the effect of suspending depositors' ability to make claims 
against it, should that occur before the aforementioned determi­
nation has been made; 

4. 'credit institution' shall mean an undertaking the business of which is 
to receive deposits or other repayable funds from the public and to 
grant credits for its own account; 

5. 'branch' shall mean a place of business which forms a legally depen­
dent part of a credit institution and which conducts directly all or 
some of the operations inherent in the business of credit institutions; 
any number of branches set up in the same Member State by a credit 
institution which has its head office in another Member State shall be 
regarded as a single branch. 

Article 2 

The following shall be excluded from any repayment by guarantee 
schemes: 

• subject to Article 8(3) ,  deposits made by other credit institutions on 
their own behalf and for their own account, 

• all instruments which would fall within the definition of 'own funds' 
in Article 2 of Council Directive 89/299 /EEC of 1 7  April 1989 on 
the own funds of credit institutions,9 

• deposits arising out of transactions in connection with which there 
has been a criminal conviction for money laundering as defined in 

9 OJ No. L 1 24, 5 .5 . 1 989, p. 1 6. Dirc:ctivc: as last amc:ndc:d by Dirc:ctivc: 92/1 6/EEC, 
OJ No. L 75, 2 1 .3 . 1 992, p. 48 . 
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Article 1 of Council Directive 9 1 /308/EEC of 1 0  June 199 1  on 
prevention of the use of the financial system for the purpose of 
money laundering . lO 

Article 3 

I .  Each Member State shall ensure that within its territory one or more 
deposit-guarantee schemes are introduced and officially recognized. 
Except in the circumstances envisaged in the second subparagraph and in 
paragraph 4, no credit institution authorized in that Member State pur­
suant to Article 3 of Directive 77 /780/EEC may take deposits unless it 
is a member of such a scheme. 

A Member State may, however, exempt a credit institution from the 
obligation to belong to a deposit-guarantee scheme where that credit 
institution belongs to a system which protects the credit institution itself 
and in particular ensures its liquidity and solvency, thus guaranteeing pro­
tection for depositors at least equivalent to that provided by a deposit­
guarantee scheme, and which, in the opinion of the competent 
authorities, fulfils the following conditions: 

• the system must be in existence and have been officially recognized 
when this Directive is adopted, 

• the system must be designed to prevent deposits with credit institu­
tions belonging to the system from becoming unavailable and have 
the resources necessary for that purpose at its disposal, 

• the system must not consist of a guarantee granted to a credit insti­
tution by a Member State itself or by any of its local or regional 
authorities, 

• the system must ensure that depositors are informed in accordance 
with the terms and conditions laid down in Article 9. 

Those Member States which make use of this option shall inform the 
Commission accordingly; in particular, they shall notifY the Commission 
of the characteristics of any such protective systems and the credit insti­
tutions covered by them and of any subsequent changes in the informa­
tion supplied. The Commission shall inform the Banking Advisory 
Committee thereof. 

2. If a credit institution does not comply with the obligations incumbent 
on it as a member of a deposit-guarantee scheme, the competent author­
ities which issued its authorization shall be notified and, in collaboration 

l ll OJ �o. L 1 66, 28.6. 199 1 ,  p. 77. 
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with the guarantee scheme, shall take all appropriate measures including 
the imposition of sanctions to ensure that the credit institution complies 
with its obligations. 

3. If those measures fail to secure compliance on the part of the credit 
institution, the scheme may, where national law permits the exclusion of 
a member, with the express consent of the competent authorities, give 
not less than 12 months' notice of its intention of excluding the credit 
institution from membership of the scheme. Deposits made before the 
expiry of the notice period shall continue to be fully covered by the 
scheme. If, on the expiry of the notice period, the credit institution has 
not complied with its obligations, the guarantee scheme may, again hav­
ing obtained the express consent of the competent authorities, proceed 
to exclusion. 

4. Where national law permits, and with the express consent of the com­
petent authorities which issued its authorization, a credit institution 
excluded from a deposit-guarantee scheme may continue to take deposits 
if, before its exclusion, it has made alternative guarantee arrangements 
which ensure that depositors will enjoy a level and scope of protection at 
least equivalent to that offered by the officially recognized scheme. 

5. If a credit institution the exclusion of which is proposed under para­
graph 3 is unable to make alternative arrangements which comply with 
the conditions prescribed in paragraph 4, then the competent authorities 
which issued its authorization shall revoke it forthwith. 

Article 4 

1 .  Deposit-guarantee schemes introduced and officially recognized in a 
Member State in accordance with Article 3( 1 )  shall cover the depositors 
at branches set up by credit institutions in other Member States. 

Until 3 1  December 1999 neither the level nor the scope, including the 
percentage, of cover provided shall exceed the maximum level or scope of 
cover offered by the corresponding guarantee scheme within the territo­
ry of the host Member State . 

Before that date, the Commission shall draw up a report on the basis of 
the experience acquired in applying the second subparagraph and shall 
consider the need to continue those arrangements. If appropriate, the 
Commission shall submit a proposal for a Directive to the European 
Parliament and the Council ,  with a view to the extension of their 
validity. 

2 .  Where the level and/or scope, including the percentage, of cover 
offered by the host Member State guarantee scheme exceeds the level 
and/or scope of cover provided in the Member State in which a credit 
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institution is authorized, the host Member State shall ensure that there is 
an officially recognized deposit-guarantee scheme within its territory 
which a branch may join voluntarily in order to supplement the guaran­
tee which its depositors already enjoy by virtue of its membership of its 
home Member State scheme. 

The scheme to be joined by the branch shall cover the category of insti­
tution to which it belongs or most closely corresponds in the host 
Member State . 

3 .  Member States shall ensure that objective and generally applied con­
ditions are established for branches' membership of a host Member 
State's scheme in accordance with paragraph 2. Admission shall be con­
ditional on fulfilment of the relevant obligations of membership, includ­
ing in particular payment of any contributions and other charges. 
Member States shall follow the guiding principles set out in Annex I I  in 
implementing this paragraph. 

4. If  a branch granted voluntary membership under paragraph 2 does 
not comply with the obligations incumbent on it as a member of a 
deposit-guarantee scheme, the competent authorities which issued the 
authorization shall be notified and, in collaboration with the guarantee 
scheme, shall take all appropriate measures to ensure that the aforemen­
tioned obligations are complied with. 

If those measures fail to secure the branch's compliance with the afore­
mentioned obligations, after an appropriate period of notice of not less 
than 12  months the guarantee scheme may, with the consent of the com­
petent authorities which issued the authorization, exclude the branch. 
Deposits made before the date of exclusion shall continue to be covered by 
the voluntary scheme until the dates on which they fall due. Depositors 
shall be informed of the withdrawal of the supplementary cover. 

5 .  The Commission shall report on the operation of paragraphs 2, 3 and 
4 no later than 3 1  December 1 999 and shall, if appropriate, propose 
amendments thereto. 

Article 5 

Deposits held when the authorization of a credit institution authorized 
pursuant to Article 3 of Directive 77 /780/EEC is withdrawn shall con­
tinue to be covered by the guarantee scheme. 

Article 6 

1 .  Member States shall check that branches established by a credit insti­
tution which has its head office outwith the Community have cover 
equivalent to that prescribed in this Directive. 
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Failing that, Member States may, subject to Article 9( 1 )  of Directive 
77 /780/EEC, stipulate that branches established by a credit institution 
which has its head office outwith the Community must join deposit-guar­
antee schemes in operation within their territories . 

2 .  Actual and intending depositors at branches established by a credit 
institution which has its head office outwith the Community shall be pro­
vided by the credit institution with all relevant information concerning 
the guarantee arrangements which cover their deposits. 

3. The information referred to in paragraph 2 shall be made available in 
the official language or languages of the Member State in which a branch 
is established in the manner prescribed by national law and shall be draft­
ed in a clear and comprehensible form. 

Article 7 

1 .  Deposit-guarantee schemes shall stipulate that the aggregate deposits 
of each depositor must be covered up to ECU 20 000 in the event of 
deposits' being unavailable. 

Until 31 December 1999 Member States in which, when this Directive is 
adopted, deposits are not covered up to ECU 20 000 may retain the 
maximum amount laid dmvn in their guarantee schemes, provided that 
this amount is not less than ECU 1 5  000. 

2. Member States may provide that certain depositors or deposits shall 
be excluded from guarantee or shall be granted a lower level of guaran­
tee . Those exclusions are listed in Annex I .  

3 .  This Article shall not preclude the retention or adoption of  provisions 
which offer a higher or more comprehensive cover for deposits. In par­
ticular, deposit-guarantee schemes may, on social considerations, cover 
certain kinds of deposits in full .  

4. Member States may limit the guarantee provided for in paragraph 1 or 
that referred to in paragraph 3 to a specified percentage of deposits. The 
percentage guaranteed must, however, be equal to or exceed 90% of 
aggregate deposits until the amount to be paid under the guarantee 
reaches the amount referred to in paragraph 1 .  

5 .  The amount referred to in paragraph 1 shall be reviewed periodically 
by the Commission at least once every five years. If appropriate , the 
Commission shall submit to the European Parliament and to the Council 
a proposal for a Directive to adjust the amount referred to in paragraph 1 ,  
taking account in particular of developments i n  the banking sector and 
the economic and monetary situation in the Community. The first review 
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shall not take place until five years after the end of the period referred to 
in Article 7( I ), second subparagraph .  

6 .  Member States shall ensure that the depositor's rights to compensa­
tion may be the subject of an action by the depositor against the deposit­
guarantee scheme . 

Article 8 

I .  The limits referred to in Article 7( I ), ( 3 )  and ( 4 )  shall apply to the 
aggregate deposits placed with the same credit institution irrespective of 
the number of deposits, the currency and the location within the 
Community. 

2 .  The share of each depositor in a joint account shall be taken into 
account in calculating the limits provided for in Article 7( I ), ( 3) and ( 4 ). 

In the absence of special provisions, such an account shall be divided 
equally amongst the depositors. 

Member States may provide that deposits in an account to which two or 
more persons are entitled as members of a business partnership, associa­
tion or grouping of a similar nature, without legal personality, may be 
aggregated and treated as if made by a single depositor for the purpose 
of calculating the limits provided for in Article 7( I ), ( 3) and ( 4 ) . 

3 .  Where the depositor is not absolutely entitled to the sums held in an 
account, the person who is absolutely entitled shall be covered by the 
guarantee, provided that that person has been identified or is identifiable 
before the date on which the competent authorities make the determina­
tion described in Article I ( 3 )( i )  or the judicial authority makes the ruling 
described in Article I ( 3)(i i) .  If there are several persons who are abso­
lutely entitled, the share of each under the arrangements subject to which 
the sums are managed shall be taken into account when the limits pro­
vided for in Article 7( I ) , (3 )  and (4) are calculated. 

This provision shall not apply to collective investment undertakings. 

Article 9 

I .  Member States shall ensure that credit institutions make available to 
actual and intending depositors the information necessary for the iden­
tification of the deposit-guarantee scheme of which the institution and 
its branches are members within the Community or any alternative 
arrangement provided for in Article 3( I ) , second subparagraph, or 
Article 3(4) .  The depositors shall be informed of the provisions of the 
deposit-guarantee scheme or any alternative arrangement applicable, 
including the amount and scope of the cover offered by the guarantee 
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scheme . That information shall be made available in a readily compre­
hensible manner. 

Information shall also be given on request on the conditions for compensa­
tion and the formalities which must be completed to obtain compensation. 

2. The information provided for in paragraph 1 shall be made available 
in the manner prescribed by national law in the official language or lan­
guages of the Member State in which the branch is established. 

3. Member States shall establish rules limiting the use in advertising of 
the information referred to in paragraph 1 in order to prevent such use 
from affecting the stability of the banking system or depositor confi­
dence. In particular, Member States may restrict such advertising to a fac­
tual reterence to the scheme to which a credit institution belongs. 

Article 1 0  

1 .  Deposit-guarantee schemes shall be i n  a position to pay duly verified 
claims by depositors in respect of unavailable deposits within three 
months of the date on which the competent authorities make the deter­
mination described in Article 1 ( 3 )( i) or the judicial authority makes the 
ruling described in Article 1 ( 3) ( ii ) .  

2 .  In wholly exceptional circumstances and in special cases a guarantee 
scheme may apply to the competent authorities for an extension of the 
time limit. .1'-:o such extension shall exceed three months. The compe­
tent authorities may, at the request of the guarantee scheme , grant no 
more than two further extensions, neither of which shall exceed three 
months .  

3 .  The time limit laid down in paragraphs 1 and 2 may not be invoked 
by a guarantee scheme in order to deny the benefit of guarantee to any 
depositor who has been unable to assert his claim to payment under a 
guarantee in time . 

4 .  The documents relating to the conditions to be fulfilled and the for­
malities to be completed to be eligible for a payment under the guaran­
tee referred to in paragraph 1 shall be drawn up in detail in the manner 
prescribed by national law in the official language or languages of the 
Member State in which the guaranteed deposit is located. 

5 . .1'-:otwithstanding the time limit laid down in paragraphs 1 and 2,  
where a depositor or any person entitled to or interested in sums held in 
an account has been charged with an offence arising out of or in relation 
to money laundering as defined in Article 1 of Directive 9 1/308/EEC, 
the guarantee scheme may suspend any payment pending the judgment 
of the court. 
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Article 1 1  

Without prejudice to any other rights which they may have under nation­
al law, schemes which make payments under guarantee shall have the 
right of subrogation to the rights of depositors in liquidation proceedings 
for an amount equal to their payments. 

Article 12 

1\'otwithstanding Article 3,  those institutions authorized in Spain or  in 
Greece and listed in Annex I I I  shall be exempt from the requirement to 
belong to a deposit-guarantee scheme until 3 1  December 1999 . 

Such credit institutions shall expressly alert their actual and intending 
depositors to the fact that they are not members of any deposit-guarantee 
scheme. 

During that time, should any such credit institution establish or have 
established a branch in another Member State, that Member State may 
require that branch to belong to a deposit-guarantee scheme set up with­
in its territory under conditions consonant with those prescribed in 
Article 4 (2), ( 3 )  and (4) .  

Article 13 

In the list of authorized credit institutions which i t  i s  required to draw up 
pursuant to Article 3 (7)  of Directive 77 /780/EEC the Commission shall 
indicate the status of each credit institution with regard to this Directive. 

Article 14 

l .  The Member States shall bring into force the laws, regulations and 
administrative provisions necessary for them to comply with this Directive 
by l July 1995. They shall forthwith inform the Commission thereof. 

When the Member States adopt these measures they shall contain a ref­
erence to this Directive or shall be accompanied by such reference on the 
occasion of their official publication. The methods of making such refer­
ence shall be laid down by the Member States. 

2. The Member States shall communicate to the Commission the texts 
of the main provisions of national law which they adopt in the field gov­
erned by this Directive. 

Article 1 5  

This Directive shall enter into force on the day of its publication i n  the 
Official Journal of the European Communities. 
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Article 16  

This Directive i s  addressed to the Member States. 

Done at Brussels, 30 May l 994 . 

For the European Parliament 
The President 
E. KLEPSCH 

For the Cotmcil 
The President 

G. ROMEOS 
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ANNEX I 

List of exclusions referred to in Article 7(2) 

1 .  Deposits by financial institutions as defined in Article 1 ( 6) of 
Directive 89 /646/EEC. 

2 .  Deposits by insurance undertakings. 

3. Deposits by government and central administrative authorities. 

4. Deposits by provincial, regional, local and municipal authorities. 

5. Deposits by collective investment undertakings. 

6. Deposits by pension and retirement funds. 

7. Deposits by a credit institution's own directors, managers, mem­
bers personally liable, holders of at least 5% of the credit institu ­
tion's capital, persons responsible for carrying out the statutory 
audits of the credit institution's accounting documents and depos­
itors of similar status in other companies in the same group.  

8 .  Deposits by close relatives and third parties acting on behalf of the 
depositors referred to in 7 .  

9.  Deposits by other companies in  the same group. 

10 .  Non-nominative deposits. 

1 1 . Deposits for which the depositor has , on an individual basis, 
obtained from the same credit institution rates and financial con­
cessions which have helped to aggravate its financial situation. 

1 2 .  Debt securities issued by the same institution and liabilities arising 
out of own acceptances and promissory notes. 

1 3 . Deposits in currencies other than : 
• those of the Member States, 
• ecus. 

14 .  Deposits by companies which are of such a size that they are not 
permitted to draw up abridged balance sheets pursuant to 
Article 1 1  of the Fourth Council Directive ( 78/660/EEC) of 25 
July 1978 based on Article 54(  3 ) (g)  of the Treaty on the annual 
accounts of certain types of companies . ! !  

1 1 0J 1'-:o .  L 222,  1 4 . 8 . 1 978, p .  I I .  Directive as last amended by Dircctin� 
90/605/EEC, OJ 1'-:o. L 3 1 7, 1 6. 1 1 . 1 990, p.  60. 
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ANNEX II 

Guiding principles 

Where a branch applies to join a host Member State scheme for sup­
plementary cover, the host Member State scheme will bilaterally establish 
with the home Member State scheme appropriate rules and procedures 
for paying compensation to depositors at that branch. The following 
principles shall apply both to the drawing up of those procedures and in 
the framing of the membership conditions applicable to such a branch (as 
referred to in Article 4(2 ) ) : 

(a) the host Member State scheme will retain full rights to impose its 
objective and generally applied rules on participating credit insti ­
tutions; it will be able to require the provision of relevant infor­
mation and have the right to verifY such information with the 
home Member State's competent authorities; 

(b) the host Member State scheme will meet claims for supplementary 
compensation upon a declaration from the home Member State's 
competent authorities that deposits are unavailable. The host 
Member State scheme will retain full rights to verity a depositor's 
entitlement according to its own standards and procedures before 
paying supplementary compensation; 

(c) home Member State and host Member State schemes will cooper­
ate fully with each other to ensure that depositors receive compen­
sation promptly and in the correct amounts. In particular, they will 
agree on how the existence of a counterclaim which may give rise 
to set-off under either scheme will affect the compensation paid to 
the depositor by each scheme; 

(d) host Member State schemes will be entitled to charge branches for 
supplementary cover on an appropriate basis which takes into 
account the guarantee funded by the home Member State scheme. 
To facilitate charging, the host Member State scheme will be enti ­
tled to assume that its liability will in all circumstances be limited 
to the excess of the guarantee it has offered over the guarantee 
offered by the home Member State regardless of whether the 
home Member State actually pays any compensation in respect of 
deposits held within the host Member State 's territory. 
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ANNEX III 

List of credit institutions mentioned in Article 1 2  

(a)  Specialized classes of Spanish institutions, the legal status of 
which is currently undergoing reform, authorized as 
• Entidades de Financiaci6n o Factoring, 
• Sociedades de Arrendamiento Financiero, 
• Sociedades de Credito Hipotecario. 

(b)  The following Spanish state institutions: 
• Banco de Credito Agricola, SA, 
• Banco Hipotecario de Espana, SA, 
• Banco de Credito Local, SA. 

(c)  The following Greek credit cooperatives: 
• Lamia Credit Cooperative, 
• Ioannina Credit Cooperative, 
• Xylocastron Credit Cooperative, 

as well as those of the credit cooperatives of a similar nature listed 
below which are authorized or in the process of being authorized 
on the date of the adoption of this Directive: 

• Chania Credit Cooperative, 
• Iraklion Credit Cooperative , 
• Magnissia Credit Cooperative , 
• Larissa Credit Cooperative, 
• Patras Credit Cooperative, 
• Thessaloniki Credit Cooperative . 
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2 EC Directive on Unfair Terms in 
Consumer Contracts 

Council Directive! 

5 April l993 

on unfair terms in consumer contracts 

(93/13/EEC) 

THE COUNCIL OF THE EUROPEAN COMMUNITIES, 

Having regard to the Treaty establishing the European Economic 
Community, and in particular Article I OOA thereof, 

Having regard to the proposal from the Commission,2 

In cooperation with the European Parliament,3 

Having regard to the opinion of the Economic and Social Committee,4 

Whereas it is necessary to adopt measures with the aim of progressive­
ly establishing the internal market before 3 1  December 1992; whereas 
the internal market comprises an area without internal frontiers in which 
goods, persons, services and capital move freely; 

Whereas the laws of Member States relating to the terms of contract 
between the seller of goods or supplier of services, on the one hand, and 
the consumer of them, on the other hand, show many disparities, with 
the result that the national markets for the sale of goods and services to 
consumers differ from each other and that distortions of competition may 
arise amongst the sellers and suppliers, notably when they sell and supply 
in other Member States; 

Whereas, in particular, the laws of Member States relating to unfair 
terms in consumer contracts show marked divergences; 

Whereas it is the responsibility of the Member States to ensure that 
contracts concluded with consumers do not contain unfair terms; 

Whereas, generally speaking, consumers do not know the rules of law 
which, in Member States other than their own, govern contracts for the 

I OJ No. L 95, 2 1 .4.93, p. 29. 
2 OJ No. C 73, 24. 3 . 1 992, p. 7 . 
. � OJ No. C 326, 1 6 . 1 2 . 1 99 1 ,  p. 1 08 and OJ No. C 2 1 ,  25 . 1 . 1 993. 
4 OJ No. C 1 59, 1 7.6. 1 99 1 ,  p. 34. 

879 
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sale of goods or services; whereas this lack of awareness may deter them 
from direct transactions for the purchase of goods or services in another 
Member State; 

Whereas, in order to facilitate the establishment of the internal market 
and to safeguard the citizen in his role as consumer when acquiring goods 
and services under contracts which are governed by the laws of Member 
States other than his own, it is essential to remove unfair terms from 
those contracts; 

Whereas sellers of goods and suppliers of services will thereby be 
helped in their task of selling goods and supplying services, both at home 
and throughout the internal market; whereas competition will thus be 
stimulated, so contributing to increased choice for Community citizens 
as consumers; 

Whereas the two Community programmes for a consumer protection 
and information policyS underlined the importance of safeguarding con­
sumers in the matter of unfair terms of contract; whereas this protection 
ought to be provided by laws and regulations which are either harmo­
nized at Community level or adopted directly at that level; 

Whereas in accordance with the principle laid down under the heading 
'Protection of the economic interests of the consumers', as stated in those 
programmes: 'acquirers of goods and services should be protected against 
the abuse of power by the seller or supplier, in particular against one­
sided standard contracts and the unfair exclusion of essential rights in 
contracts' ;  

Whereas more effective protection of  the consumer can be  achieved by 
adopting uniform rules of law in the matter of unfair terms; whereas 
those rules should apply to all contracts concluded between sellers or sup­
pliers and consumers; whereas as a result inter alia contracts relating to 
employment, contracts relating to succession rights, contracts relating to 
rights under family law and contracts relating to the incorporation and 
organization of companies or partnership agreements must be excluded 
from this Directive; 

\Vhereas the consumer must receive equal protection under contracts 
concluded by word of mouth and written contracts regardless, in the lat­
ter case, of whether the terms of the contract are contained in one or 
more documents; 

Whereas, however, as they now stand, national laws allow only partial 
harmonization to be envisaged; whereas, in particular, only contractual 

5 OJ :-;o. C 92, 2 5 .4 . 1 975, p.  I and OJ No. C 1 33, 3.6. 1 98 1 ,  p.  1 .  
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terms which have not been individually negotiated are covered by this 
Directive; whereas Member States should have the option, with due 
regard for the Treaty, to afford consumers a higher level of protection 
through national provisions that are more stringent than those of this 
Directive; 

Whereas the statutory or regulatory provisions of the Member States 
which directly or indirectly determine the terms of consumer contracts are 
presumed not to contain unfair terms; whereas, therefore, it does not 
appear to be necessary to subject the terms which reflect mandatory statu­
tory or regulatory provisions and the principles or provisions of interna­
tional conventions to which the Member States or the Community are 
party; whereas in that respect the wording 'mandatory statutory or regu­
latory provisions' in Article 1 (2 )  also covers rules which, according to the 
law, shall apply between the contracting parties provided that no other 
arrangements have been established; 

Whereas Member States must however ensure that unfair terms are not 
included, particularly because this Directive also applies to trades, busi­
ness or professions of a public nature; 

Whereas it is necessary to fix in a general way the criteria for assessing 
the unfair character of contract terms; 

Whereas the assessment, according to the general criteria chosen, of 
the unfair character of terms, in particular in sale or supply activities of a 
public nature providing collective services which take account of solidar­
ity among users, must be supplemented by a means of making an overall 
evaluation of the different interests involved; whereas this constitutes the 
requirement of good faith; whereas, in making an assessment of good 
faith, particular regard shall be had to the strength of the bargaining posi­
tions of the parties, whether the consumer had an inducement to agree 
to the term and whether the goods or services were sold or supplied to 
the special order of the consumer; whereas the requirement of good faith 
may be satisfied by the seller or supplier where he deals fairly and equi­
tably with the other party whose legitimate interests he has to take into 
account; 

Whereas, for the purposes of this Directive, the annexed list of terms 
can be of indicative value only and, because of the cause of the minimal 
character of the Directive, the scope of these terms may be the subject of 
amplification or more restrictive editing by the Member States in their 
national laws; 

Whereas the nature of goods or services should have an influence on 
assessing the unfairness of contractual terms; 
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Whereas, for the purposes of this Directive, assessment of unfair char­
acter shall not be made of terms which describe the main subject matter 
of the contract nor the quality /price ratio of the goods or services sup­
plied; whereas the main subject matter of the contract and the 
price/quality ratio may nevertheless be taken into account in assessing 
the fairness of other terms; whereas it follows, inter alia, that in insurance 
contracts, the terms which clearly define or circumscribe the insured risk 
and the insurer's liability shall not be subject to such assessment since 
these restrictions are taken into account in calculating the premium paid 
by the consumer; 

Whereas contracts should be drafted in plain, intelligible language, the 
consumer should actually be given an opportunity to examine all the 
terms and, if in doubt, the interpretation most favourable to the con­
sumer should prevail; 

Whereas Member States should ensure that unfair terms are not used 
in contracts concluded with consumers by a seller or supplier and that if, 
nevertheless, such terms are so used, they will not bind the consumer, 
and the contract will continue to bind the parties upon those terms if it 
is capable of continuing in existence without the unfair provisions; 

Whereas there is a risk that, in certain cases, the consumer may be 
deprived of protection under this Directive by designating the law of a 
non-Member country as the law applicable to the contract; whereas pro­
visions should therefore be included in this Directive designed to avert 
this risk; 

Whereas persons or organizations, if regarded under the law of a 
Member State as having a legitimate interest in the matter, must have 
facilities for initiating proceedings concerning terms of contract drawn up 
for general use in contracts concluded with consumers, and in particular 
unfair terms, either before a court or before an administrative authority 
competent to decide upon complaints or to initiate appropriate legal pro­
ceedings; whereas this possibility does not, however, entail prior verifica­
tion of the general conditions obtaining in individual economic sectors; 

Whereas the courts or administrative authorities of the Member States 
must have at their disposal adequate and effective means of preventing 
the continued application of unfair terms in consumer contracts, 

HAS ADOPTED THIS DIRECTIVE: 

Article I 

l .  The purpose of this Directive is to approximate the laws, regulations 
and administrative provisions of the Member States relating to unfair 
terms in contracts concluded between a seller or supplier and a consumer. 
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2. The contractual terms which reflect mandatory statutory or regulato­
ry provisions and the provisions or principles of international conventions 
to which the Member States or the Community are party, particularly in 
the transport area, shall not be subject to the provisions of this Directive. 

Article 2 

For the purposes of this Directive: 

(a) 'unfair terms' means the contractual terms defined in Article 3; 

(b)  'consumer' means any natural person who, in contracts covered by 
this Directive, is acting for purposes which are outside his trade, busi­
ness or profession; 

(c)  'seller or supplier' means any natural or legal person who, in contracts 
covered by this Directive, is acting for purposes relating to his trade, 
business or profession, whether publicly owned or privately owned. 

Article 3 

l .  A contractual term which has not been individually negotiated shall be 
regarded as unfair if, contrary to the requirement of good faith, it causes 
a significant imbalance in the parties' rights and obligations arising under 
the contract, to the detriment of the consumer. 

2. A term shall always be regarded as not individually negotiated where it 
has been drafted in advance and the consumer has therefore not been able 
to influence the substance of the term, particularly in the context of a pre­
formulated standard contract. 

The fact that certain aspects of a term or one specific term have been indi­
vi dually negotiated shall not exclude the application of this Article to the 
rest of a contract if an overall assessment of the contract indicates that it 
is nevertheless a pre-formulated standard contract. 

Where any seller or supplier claims that a standard term has been indi­
vidually negotiated, the burden of proof in this respect shall be incum­
bent on him. 

3 .  The Annex shall contain an indicative and non-exhaustive list of the 
terms which may be regarded as unfair. 

Article 4 

l .  Without prejudice to Article 7, the unfairness of a contractual term 
shall be assessed, taking into account the nature of the goods or services 
for which the contract was concluded and by referring, at the time of con­
clusion of the contract, to all the circumstances attending the conclusion 
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of the contract and to all the other terms of the contract or of another 
contract on which it is dependent. 

2. Assessment of the unfair nature of the terms shall relate neither to the 
definition of the main subject matter of the contract nor to the adequacy 
of the price and remuneration, on the one hand, as against the services or 
goods supplies in exchange, on the other, in so far as these terms are in 
plain intelligible language. 

Article 5 

In  the case of contracts where all or certain terms offered to the consumer 
are in writing, these terms must always be drafted in plain, intelligible lan­
guage. Where there is doubt about the meaning of a term, the interpre­
tation most favourable to the consumer shall prevail . This rule on 
interpretation shall not apply in the context of the procedures laid down 
in Article 7(2 ). 

Article 6 

l .  Member States shall lay down that unfair terms used in a contract con­
cluded with a consumer by a seller or supplier shall, as provided for under 
their national law, not be binding on the consumer and that the contract 
shall continue to bind the parties upon those terms if it is capable of con­
tinuing in existence without the unfair terms. 

2. Member States shall take the necessary measures to ensure that the 
consumer does not lose the protection granted by this Directive by virtue 
of the choice of the law of a non-Member country as the law applicable 
to the contract if the latter has a close connection with the territory of the 
Member States. 

Article 7 

l .  Member States shall ensure that, in the interests of consumers and of 
competitors, adequate and effective means exist to prevent the continued 
use of unfair terms in contracts concluded with consumers by sellers or 
suppliers. 

2. The means referred to in paragraph l shall include provisions whereby 
persons or organizations, having a legitimate interest under national law 
in protecting consumers, may take action according to the national law 
concerned before the courts or before competent administrative bodies 
for a decision as to whether contractual terms drawn up for general use 
are unfair, so that they can apply appropriate and effective means to pre­
vent the continued use of such terms. 
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3. With due regard for national laws, the legal remedies referred to in 
paragraph 2 may be directed separately or jointly against a number of sell­
ers or suppliers from the same economic sector or their associations which 
use or recommend the use of the same general contractual terms or sim­
ilar terms. 

Article 8 

Member States may adopt or retain the most stringent provisions com­
patible with the Treaty in the area covered by this Directive, to ensure a 
maximum degree of protection for the consumer. 

Article 9 

The Commission shall present a report to the European Parliament and 
to the Council concerning the application of this Directive five years at 
the latest after the date in Article 1 0( 1 ). 

Article 10 

1 .  Member States shall bring into force the laws, regulations and adminis­
trative provisions necessary to comply with this Directive no later than 3 1  
December 1994. They shall forthwith inform the Commission thereof. 

These provisions shall be applicable to all contracts concluded after 3 1  
December 1994. 

2 .  When Member States adopt these measures, they shall contain a refer­
ence to this Directive or shall be accompanied by such reference on the 
occasion of their official publication . The methods of making such a ref­
erence shall be laid down by the Member States. 

3. Member States shall communicate the main provisions of national law 
which they adopt in the field covered by this Directive to the 
Commission. 

Article l l  

This Directive is addressed to the Member States. 

Done at Luxembourg, 5 April 1993. 

For the Council 
The President 

N. HELVEG PETERSEN 
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Annex 

TERMS REFERRED TO IN ARTICLE 3(3)  

l .  Terms which have the object or  effect of: 

(a)  excluding or limiting the legal liability of a seller or supplier in the 
event of the death of a consumer or personal injury to the latter resulting 
from an act or omission of that seller or supplier; 

(b) inappropriately excluding or limiting the legal rights of the con­
sumer vis-a-vis the seller or supplier or another party in the event of total 
or partial non-performance or inadequate performance by the seller or 
supplier of any of the contractual obligations, including the option of off­
setting a debt owed to the seller or supplier against any claim which the 
consumer may have against him; 

(c) making an agreement binding on the consumer whereas provision 
of services by the seller or supplier is subject to a condition whose real­
ization depends on his own will alone; 

(d) permitting the seller or supplier to retain sums paid by the con­
sumer where the latter decides not to conclude or perform the contract, 
without providing for the consumer to receive compensation of an equiv­
alent amount from the seller or supplier where the latter is the party 
cancelling the contract; 

(e) requiring any consumer who fails to fulfil his obligation to pay a dis­
proportionately high sum in compensation; 

(f) authorizing the seller or supplier to dissolve the contract on a dis­
cretionary basis where the same facility is not granted to the consumer, 
or permitting the seller or supplier to retain the sums paid for services not 
yet supplied by him where it is the seller or supplier himself who dissolves 
the contract; 

(g) enabling the seller or supplier to terminate a contract of indetermi­
nate duration without reasonable notice except where there are serious 
grounds for doing so; 

(h)  automatically extending a contract of fixed duration where the con­
sumer does not indicate otherwise, when the deadline fixed for the con­
sumer to express this desire not to extend the contract is unreasonably 
early; 

(i) irrevocably binding the consumer to terms with which he had no 
real opportunity of becoming acquainted before the conclusion of the 
contract; 
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(j ) enabling the seller or supplier to alter the terms of the contract uni­
laterally without a valid reason which is specified in the contract; 

(k) enabling the seller or supplier to alter unilaterally without a valid 
reason any characteristics of the product or service to be provided; 

( I )  providing for the price of goods to be determined at the time of 
delivery or allowing a seller of goods or supplier of services to increase 
their price without in both cases giving the consumer the corresponding 
right to cancel the contract if the final price is too high in relation to the 
price agreed when the contract was concluded; 

(m) giving the seller or supplier the right to determine whether the 
goods or services supplied are in conformity with the contract, or giving 
him the exclusive right to interpret any term of the contract; 

(n)  limiting the seller's or supplier's obligation to respect commitments 
undertaken by his agents or making his commitments subject to compli­
ance with a particular formality; 

( o) obliging the consumer to fulfil all his obligations where the seller 
or supplier does not perform his; 

(p) giving the seller or supplier the possibility of transferring his rights 
and obligations under the contract, where this may serve to reduce the 
guarantees for the consumer, without the latter's agreement; 

( q) excluding or hindering the consumer's right to take legal action or 
exercise any other legal remedy, particularly by requiring the consumer to 
take disputes exclusively to arbitration not covered by legal provisions, 
unduly restricting the evidence available to him or imposing on him a 
burden of proof which, according to the applicable law, should lie with 
another party to the contract. 

2 .  Scope of subparagraphs (g), (j) and ( I )  

(a )  Subparagraph (g) i s  without hindrance to terms by which a suppli­
er of financial services reserves the right to terminate unilaterally a con­
tract of indeterminate duration without notice where there is a valid 
reason, provided that the supplier is required to inform the other con­
tracting party or parties thereof immediately. 

(b)  Subparagraph (j) is without hindrance to terms under which a sup­
plier of financial services reserves the right to alter the rate of interest 
payable by the consumer or due to the latter, or the amount of other 
charges for financial services without notice where there is a valid reason, 
provided that the supplier is required to inform the other contracting 
party or parties thereof at the earliest opportunity and that the latter are 
free to dissolve the contract immediately. 
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Subparagraph ( j )  is also without hindrance to terms under which a sell­
er or supplier reserves the right to alter unilaterally the conditions of a 
contract of indeterminate duration, provided that he is required to 
inform the consumer with reasonable notice and that the consumer is free 
to dissolve the contract. 

(c) Subparagraphs (g), (j) and ( I )  do not apply to: 

• transactions in transferable securities, financial instruments and 
other products or services where the price is linked to fluctuations in 
a stock exchange quotation or index or a financial market rate that 
the seller or supplier does not control; 

• contracts for the purchase or sale of foreign currency, traveller's 
cheques or international money orders denominated in foreign cur­
rency; 

(d) Subparagraph ( I )  is without hindrance to price-indexation clauses, 
where lawful, provided that the method by which prices vary is explicitly 
described. 
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Chapta lA, "Some: Spc:cific Legal Fc:aturc:s of the: Intc:rnational Monc:tary Fund� (Gianviti ) 

1 .  The: ESAF Trust also holds rc:sourcc:s transfarc:d from the: Spc:cial Disbursemc:nt 
Account. 

2. Intc:rnational Monetary Fund, Articks ofAgrec:mmt, Art. I(v) (April 1993). 

3 .  Intanational Monc:tary Fund, Articks of Agrc:c:mc:nt, Art. V, § 3(a)( i )  (July 22, 
1944)( providing "[t]hc: member dc:siring to purchase the currency rc:prc:sc:nts that it is 
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sions of this Agrc:c:ment . . .  �) ,  reprimed in I I I  I11e bztemntiow1l Mmzetar.v Fund 1945-1965 

at 185,  1 9 1  ( } .  Kdth Horsc:fidd .:d., 1 969 ) .  
4. Id. Art. VI, § 1 .  
5 .  Articles of Agrc:c:ment, supra note: 2,  Art. I( i i ) .  
6. ld. Art. VII I , § 2(a).  
7. Id. Art. VI, § 3. 
8 .  Id. Art. I(v) .  

9. From the: mc:mber's pc:rspc:ctivc:, crediting the: Fund's account with its currency requires 
c:ithc:r availabk budgetary rc:sourcc:s or a loan ( tc>r c:xampk, from the cc:ntral bank), whik a 
promissory note: is costlc:ss. Moreover, once: foreign c:xchangc: is rc:cc:ived !Tom the Fund, ir 
can be: convc:rtc:d into local currency, which, if rc:cc:ived in exchange: tc>r a promissory note:, 
will incrc:asc: the: local currency rc:sources availabk to the: mc:mbc:r. From the: Fund's pc:rspc:c­
rivc:, thc:rc: may be a nec:d to rc:cc:ivc: currc:ncy rathc:r than a promissory note:, if that currency 
is nc:c:dc:d fi>r its operations and transactions. In that case:, the: Fund may require: the: member 
to convc:rt all or part of the: promissory note: into an equivalent amount of the: member's cur­
rc:ncy. Id. Art. I I I , § 4. 

10. ld. Art. V, § 1 1 .  
1 1 . As in all purchases of the: Fund's rc:sourcc:s, the: mc:mbc:r must reprc:sc:nr that it has a 

nc:c:d to make: the: purchase:, but, in this case, the: Fund cannot chalkngc: the: rc:quc:sr ld. Art. 
V, § 3( c). Morc:over, rc:sc:rvc: tranche: purchases can be made: c:vc:n to finance: a large: or sus­
rained outflow of capital. Id. Art. VI, § 2. 

1 2 .  A mc:mber declared indigibk to usc: the: Fund's general resources cannot make a 
rc:sc:rvc: tranche purchase or any otha purchase:. 

1 3. Dc:cision No. 287-3 (March 1 7, 1 948), repri11tcd i11 Selected Decisiom and Selected 
Docummts of the bztemational M01zetary Fmzd 63 (20th issue:, 1995 ). 

14 .  Articks of Agrc:c:mc:nt, supra note: 2,  Art. XXX( b). 
1 5 . Article: V, § 3(c) provides: 

The: Fund shall c:xaminc: a rc:quc:st tc>r a purchase to determine whether the pro­
posc:d purchase would be consistc:nr with the provisions of this Agreement and the 
policic:s adoptc:d under thc:m, provided that rc:quesrs tc>r reserve tranche: purchases 
shall nor be subject to challc:ngc:. 

1 6 .  Decision No. 1 0348-(93/6 1 )  STF (April 23, 1993, as amended ), reprimed i11 Selected 
Decisiom, supra note: 1 3, at 186. 

1 7. Vienna Convc:ntion on Succc:ssion of Statc:s in Respect of Treaties, August 22, 1978, 
U.N.  Doc. A/Conf. 80/3 1 ( 1 978 ), U.N.  Doc. A/Conf. 80/3 1/Corr.2 ( 1 978), reprinted i11 
1 7  Intc:rnational Legal Materials [ I .L.M.] 1 488 ( 1978); Vienna Convention on Succession of 
States in Respect of State: Propc:rty, Archives and Debts, April 7, 1 983, U.�.  Doc. A/Conf. 
1 1 7/1 4  ( 1 983 ), reprinted in 22 I .L.M. 306 ( 1983 ) .  

18.  The: two rc:publics wc:re unitc:d in a fc:dc:ration, the: Fc:dc:ral Republic of Yugoslavia, 
which claimed to continue: the: c:xistc:ncc: of the Socialist Fc:dc:ral Republic ofYugoslavia. 

19 .  The: terms "Republic of Macedonia� and "Macedonia" wac: usc:d infi>rmally before: 
rho:: Fund dc:cidc:d to adopt, as a provisional dc:signation, the: terms "formc:r Yugoslav Rc:public 
of Macedonia� until a name: could be agrc:c:d upon berwc:c:n that country and the: Fund. 

20. See U.N. Security Council Resolution 777, 3 1 1 6th Mc:c:ting, Sc:ptc:mber 19, 1992; 
U .�. Gc:nc:ral Assc:mbly Resolution 47/ 1 ,  7th plenary mc:c:ting, Sc:prc:mba 22, 1 992. 
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2 1 .  Arbitration Committc:c: of the: Confc:rc:ncc: on Yugoslavia, OpitliMl No. 1 ( Ddivc:rc:d 

Novc:mbc:r 29, 1 99 1  ), repri1zted as an annex to Alain Pdlc:t, T11e Opitlions of the Badimer 
ArbitrRtion Committee: A Secm1d Breath for the Self·Determinatiml of Peoples, 3 Europc:an 

Journal of lntc:rnational Law 1 78, 1 82 ( 1992 ) .  
22 .  Anothc:r rc:ason could have: bc:en a disagreement on the: proposc:d allocation of the: 

quota, assets, and liabilities of the: Socialist Fc:dc:ral Rc:public of Yugoslavia, but in fact this 

issue: did not arise. 

23. The: imposition of sanctions by the: UN Sc:curity Council was not lc:gally an obstacle: to 
the: mc:mbc:rship of the: Fc:dc:ral R.c:public ofYugoslavia (Sc:rbia and Monrc:nc:gro) in the: Fund. 

24. Similarly, the: allocation of Czc:choslovakia's quota, assc:ts, and liabilitic:s in the: Fund 
was accc:ptablc: to the: two succc:ssor statc:s. 

Chaptc:r lB, "The R.c:lationship Between the: lntc:rnational Monc:tary Fund and the: Unitc:d 

Nations" ( Holder) 

I .  U.N. Chartc:r Art. I .  
2 .  lntc:rnational Monc:tary Fund, Articlc:s of Agrc:c:mc:nt, Art. IX, § 2 (April 1993); U.;-.;. 

Chartc:r Art. 1 04. 
3. Articlc:s of Agrc:c:mc:nt, supra note: 2,  Art. X. 
4. U.N. Charter Art. 57( 1 ) . 
5. Agrc:c:ment Bc:rwc:en the: United Nations and the lntc:rnarional Monc:tary Fund, 

Novc:mbc:r 1 5, 1 947, Art. I, paragraph 2 [hc:rc:inafter R.c:larionship Agrc:c:ment], reprinted iu 
Selected Decisions and Selected Documents of the International Mo11etary Ftmd 543 ( 20th issue:, 
1995). 

6. Committe:<: on Nc:gotiations with Spc:cializc:d Agc:ncic:s, Report 011 Negotiatiom n>ith the 
bztenzational Ba11k for Recmzstruction a11d Developmmt and the bztemational Momtar_v 
Fund, U.N. Economic and Social Council Doc. E/564, at 3 (August 16 ,  1947). 

7. Relationship Agrc:c:mc:nt, supra note: 5. 
8 .  Agrc:ement Bc:twc:c:n the United Nations and the Intc:rnational Bank tc>r Reconstruction 

and Devdopmc:nt, Novc:mbc:r 1 5, 1947, Art. IV, paragraph 3, r.·primed i11 Agreemmts 
Betwem the United Natiom a11d the Specialized Agencies and the bztematimzal Atomic Etzer;g_v 
Agmcy at 53, U.N. Doc. ST/SG/1 4, U.N. Salc:s No. 6 l .X. l ( 1961 ) .  The: lntc:rnational 
Finance: Corporation and the: International Dc:vdopmc:nt Association c:ntc:rc:d into agrc:c:­

mc:nts on the: same: tc:rms as those of the I BRD, in 1957 and 1 96 1 ,  rc:spc:ctivdy. Agrc:c:mc:nt 
Betwc:c:n the: Unitc:d Nations and the: l ntc:rnational Bank tc>r Rc:construction and 
Dcvdopmc:nt (Acting fi:>r and on Bc:half of the: Intc:rnational Finance: Corporation ) on the: 
Rdationship Bc:twc:c:n the: United Nations and the: I ntc:rnational Finance Corporation, 
Fc:bruary 20, 1 957, reprinted in Agreements Between the United Nations a11d the Specialized 
Agmcies, supra, at 88; Agrc:c:mc:nt Bc:twc:c:n the: Unitc:d Nations and the: lntc:rnational 
Dc:vdopment Association, March 27, 196 1 ,  repri11ted in Agrecmmts Betwem the United 
Natiom and the Specialized Agmcies, supra, at I l l . 

9. Report 011 Negotiations with the International Bank for Recottstructitm and Developmmt 
and the International Monetary Fund, supra note 6, at 3. Undc:r the: World Bank's Artidc:s of 
Agrc:c:mc:nt, irs involvc:mc:nt in "political" activity is prohibitc:d. International Bank tc>r 
Reconstruction and Dc:vdopmc:nt, Articlc:s of Agrc:c:ment, Art. IV, § 10 ( 1 989 ). Loans arc: to 
be usc:d tc>r the: purposc:s for which thc:y wc:rc: grantc:d, and "without rc:gard to political or 
othc:r non-c:conomic influc:ncc:s or considc:rations." !d. Art. III,  § 5 (b ) .  

1 0. Gc:nc:ral Assc:mbly Resolution 1 72 ( Part D), U.N.  GAOR, 36th Session, 1 02d pknary 
mc:c:ring, at 4 1 -42 ( 1 98 1  ). 

1 1 . Gc:neral Assembly R.c:solution 2, U.N. GAOR, 37th Session, 40th pic: nary mec:ting, at 
14 ( 1982 ) .  

12 .  International Monc:tary Fund, Prc:ss Rdease No.  82/52 (Novembc:r 3,  1 982 ) .  
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1 3. Article: 48 of rhc: U.N.  Charter provides: 
1 .  The: action required ro carry our rhc: decisions of the: Security Council for the: 

maintenance: of international peace: and security shall be: rakc:n by all rhc: Members 

of rhc: United Nations or by some: of them, as rhc: Security Council may deter­
mine:. 

2. Such decisions shall be: carried our by rhc: Members ofrhc: United Nations direct­
ly and through their action in the: appropriate: international agencies of which rhc:y 
arc: members. 

U.N. Charter Art. 48. 

1 4. Under rhar proposal, rhc: Fund would have: recognized 
. . .  rhc: obligations which arc: imposed upon members of the: United Nations by 
Article: 48 ofrhc: Charter ro carry our decisions ofrhc: Security Council fi>r the: main­
tenance: of inrc:rnarional peace: and security, both directly and through their actions 
in the: related appropriate: agencies of which rhc:y arc: members. 

Legal Dc:parrmc:nr, Inrc:rnarional Monetary Fund, Agreemmt with the United Natimzs­
Report of the General Counsel on Negotiations with the Committee on Negotiations with 
Specialized Agencies of the Economic and Social Cou11cil, Executive: Board Document No. 1 9 1 ,  
R.:vision 1 ,  Supplc:mc:nr 3 ,  a r  4 (August 20, 1947). 

1 5 . By way of example:, the: International Labor Organization agreement stares: 
The: Inrc:rnarional Labour Organisation agrees ro transmit irs proposed budget ro 
rhc: U nirc:d Nations annually ar the: same rime: as such budget is transmitted ro irs 
members. The: General Assembly shall examine: the: budget or proposed budget of 
the: Organisation and may make: recommendations ro ir concerning any irc:m or 
items contained therein. 

Agrc:c:mc:nr Between rhc: United Nations and the: Inrc:rnarional Labour Organisation, 
December 1 4, 1 946, Art. XIV, paragraph 4, repri11ted in Agreemmts Between the United 
Nations and the Specialized Agencies, supra note 8,  ar 1 .  

1 6 . Relationship Agrc:c:mc:nr, supra note: 5 ,  Art. X, paragraph 3 ,  first sentence:. 
1 7. Id. Arr. I I .  The: clause: on attendance: ar Executive: Board meetings was narrowed dur-

ing nc:goriarion:  rhc: UN draft provided for arrc:ndancc: ar all Board meetings. 
1 8 .  Id. Art. IV. 
19 .  Id. Art. I, paragraph 3 .  
20 .  Id. Art. XI I I ,  paragraph I .  
2 1 .  Id. Art. XIII,  paragraph 2.  
22. Id. Art. XIII ,  paragraph 3 .  
23.  General Assembly Resolution 264, U.N. GAOR, 45th Session, Supp. No. 49 A, ar  2, 

3 (Annex paragraph 4(a)), U.N.  Doc. A/45/49/Add. l  ( 1992 ). 
24. Supplc:mc:nrary report prepared by Mr. Francis Blanchard on rhc: functioning of rhc: 

ACC, ACC/ 1 993/CRP. I ,  March 29, 1 993. 
25.  Id. ar 3-4 . 

Chapter 2, "Dc:vc:lopmc:nrs ar rhc: Inrc:rnational Bank fi>r Reconstruction and Dc:vc:lopmc:nr: 
The: Restructuring of rhc: Global Environment Facility" ( R.igo) 

I .  See Mohamed EI-Ashry, The New Global Environment Facility, Finance: & Dc:vdopmc:nr 
48 (June: 1994). 

2 .  See id.; Agc:nda-2 1 , U.N. Doc. A/CONF. I 5 1 /26 (Vol. 1 ), Augusr 1 2 , 1992. 
3 .  See Declaration ofrhc: U nited Nations Conference: on rhc: Human Environment, U.N. 

Doc. A/CONF. 48/ 1 4, June: 1 6, 1972, reprinted in Internatimzal Organization a11d 
Integration I .A. I4. l .a ( P.J .G. Kaprc:yn et a!. c:ds., 1 98 1 ) . 

4. World Commission on Environmem and Devc:lopmc:nr, Our Common Future ( 1 987); 
World Resources Insrirurc:, Natural Endowments: Financing Resource Conservation for 
Development ( 1989) .  
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5. Report oftbe Independmt Evaluation of the Global Environment Facility, Pilot Phase, at 

vi ( 1 993) .  

6. Procedural Arrangements Among the I nternational Bank for Reconstruction and 

D.:vdopm.:nt (World Bank), the United Nations Envirom.:nt Program ( UNEP), and the 

Cnit.:d Nations D.:vdopm.:nt Program ( UNDP) for Operational Cooperation Under the 

Global Envirom.:nt Facility ( October 28, 1 99 1 ) . 

7. !d. paragraph I .  
8 .  Ibrahim F.l .  Shihata, T1u World Bank and the Environmmt: A Legal Perspective, in The 

Wtn·ld Ba1zk in a Changi11g World 1 3 5  (Franziska Tschof.:n & Antonio R. Parra .:ds., 199 1 ) .  

9 .  Montreal Protocol on Substances that Deplete: the Ozone: Layer, adoptt:d at  Montreal, 

Canada, Septemb.:r 1 6, 1 987, as amended [ht:reinaft.:r Montreal Protocol], reprinted in 

!ntt:r-Arn.:rican D.:vdopmt:nt Bank, International Environmental Law 52 ( 1993).  

1 0. !d. 
1 1 . Vienna Conv.:ntion for the Prot.:ction of the: Ozone Lay.:r, adopted in Vit:nna, 

March 22, 1985, reprinted in International Environmental Law, mpra not.: 9, at 30. 

1 2 .  Agr.:.:m.:nt B.:t:w.:.:n the: Executive Committee of the lntt:rim Multilateral Fund for the 

Impkm.:ntation of the Montrt:al Protocol and tht: Intt:rnational Bank for Reconstruction and 

D.:vdopment (World Bank) ( June 1 9, 1 99 1 ); Adjustmt:nt and Amendment to the: Montr.:al 

Protocol on Substances that D.:pktt: tht: Ozone Layer, don.: in London, Jun.: 29, 1 990, para­

graph T, reprinted in International Environmental Law, supra not.: 9, at 68 (providing for 

the: cr.:ation of the Multilateral Fund). 

1 3 . GEF Administrator's Office, The Global Environment Facility: Beyo11d The Pilot 

Pbase 3 (April 24, 1 992 ) .  

1 4 .  Ag.:nda-2 1 ,  supra not.: 2;  Unitt:d Nations Framework Convention on Climate 

Chang.:, adoptt:d in Rio d.: Jant:rio, Brazil, Jun.: 4, 1 992, reprinted in l11ternational 

E11vir01zmental Lall>, supra not.: 9, at 1 59; United Nations Convention on Biological 

Diwrsity, don.: at Rio d.: Jan.:rio, Brazil, Jun.: 5, 1 992, reprinted in l11temational 

E11vir01zmmtal Law, supra, at 1 89. 

1 5 . International Bank for Rt:construction and D.:vdopmt:nt, Instrument for the 

Establishmmt of tbe Restructured Global Environment Facility (March 1 994 ) [hert:inaft.:r 

RGEF Imtrummt] . 
1 6. !d. paragraphs 1 1-24. 

1 7. !d. paragraph 25. 

1 8 .  See Edith Brown Weiss, Internatio11al Enviro1zmmtal Law: Cmztemporary Issues a11d 

tbt" Enm;gmce of a New World Order, 8 1  Gt:org.:town Law Journal 675, 703 ( 1993); 

A. Dan Tarlock, Environmental Protection: The Potential Misfit Between Equity and Efficiency, 

63 Univ.:rsity of Colorado Law R.:vit:w 8 7 1  ( 1992) ( discussing tht: issue of t:fficit:ncy versus 

equity ). 
! 9 .  See supra notes 9 and 1 5 . 

20. RGEF l11strument, supra not.: 1 5, introduction; I BRD, Ex.:cutivt: Dirt:ctors' 

Resolution No. 94-2, Global Environment Facility Trust Fund: Restructuring and First 
Replmishmmt of the Global Environment Facility (adoptt:d May 24, 1994) i11 RGEF 
bzstrummt, supra, at 37; IBRD Board of Governors, Resolution No. 487, Protectimz of tbe 

Glo/ml Elzvirmzment (adopted July 7, 1994 ) in RGEF Instrument, supra, at 38; Governing 

Council of the: United Nations Environmt:nt Program, Adoption of the Instrummt for the 

Establishmmt of the Restructured Global Environment Facility, SS.IV. 1 (adopted Jun.: 1 8, 

1994) i1z R GEF Instrument, supra, at 36; Executive: Board of the: United Nations 

D.:vdopment Program and of the: United Nations Population Fund, Report on the Seco11d 

Regular Session, DP/1994/9, Part VIII .A (adoptt:d May 1 3, 1994) in RGEF Instrument, 
supra, at 35.  
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Chapter 3, "Developments at the I nternational Finance Corporation" (Sullivan ) 

1 .  International Finance Corporation, Annual Report 1 994, at 1 .  
2 .  I d. at 5; IFC, Annual Report 1 993 at 1 ,  1 7. 
3. IFC, Annual Report 1 993 at 62-63, 66. 

4. Id. at 63. 
5. Id. at 47. 

Chapters 2 and 3, Comment ( Berenson) 

1 .  International Bank for Reconstruction and Development, Instrummt for the Establisbmmt 

of the Restructured Global Environment Facility, paragraph 2 1  (March 1994 ). 
2 .  Id. paragraphs 1 3, 14 .  

3 .  Id. paragraphs 1 5-17.  
4. Id. paragraph 25.  

Chapter 4, "The First Three: Years of the European Bank for Reconstruction and 
Development: Legal Issues and Solutions" ( Newburg) 

1 .  Sir Joseph Gold, The Rule of Law in the International Monetary Fund, IMF Pamphlc:t 

Series No. 32, at 1 ( 1980). 
2 .  Id. 
3.  The: Agreement Establishing the: European Bank for Reconstruction and Development 

[hereinafter Agreement] was signed in Paris on May 29, 1990 by 40 countries, the European 
Community, and the: European I nvestment Bank, which subscribed to substantially all of the 
Bank's capital stock ofECU 1 0  billion. The Agreement is n:printc:d in Appendix I of Ibrahim 
F. I. Shihata, 77Je European Bank for Reconstruction and Development: A Comparative A1zaZvsis 
of the Comtitumt Agreement ( 1 990). 

4 .  Asian Development Bank, Articles of Agrc:c:mc:nt, in Basic Documents of the Asia1z 
Development Rank ( 1971 ); International Bank for Reconstruction and Dc:vdopmc:nt ( IBRD), 
Articles of Agreement ( 1 989 ) .  

Indeed, the: Agreement has been criticized for repeating certain clauses that have fallen into 
disuse: or proven unduly cumbersome in practice. The European Bank for Rec01zstruction and 
Developmmt, supra note: 3, at 5-6. Mr. Shihata believes that more: usc: could have: been made: 
of more: recent agreements, such as the amended articles of the IMF and the: Agreement 
Establishing the: Multilateral Investment Guarantee Agency. He also criticizes the: usc: of the: 
charter of the: Asian Devdopmc:nt Bank (ADB) as a modd for the provisions rdating to pri­
vate sector dc:vdopment, as opposed to the: Articles of Agreement of the: International 
Finance Corporation ( IFC), which he finds more rc:b·ant. 

5. It has been argued that the practices of other international financial institutions should 
not serve as an aid to the: interpretation of the: EBRD's Agreement tor a number of reasons: 
the EBRD's overt political purpose; the existence of explanatory notes in the: Chairman's 
Report, see infra note 1 0; the lack of judicial decisions relating to international financial insti­
tutions; the: fact that the: Vienna Convention on the Law of Treaties, May 23, 1 969, 1 1 55 
U.N.T.S. 331,  does not recognize administrative practices of international organizations as 
aids to the interpretation of treaties; the EBRD's merchant bank character; and the urgency 
of the EBRD's tasks (which may lend a "special momentum to the: evolution of the: Bank and 
may impart a progressive: meaning to the text of the: Bank's constituent document"). See 
D.R.R. Dunnett, The European Bank for Reconstruction and Development: A Legal Surve_v, 28 
Common Market Law Review 571 , 574 ( 199 1 ). 

6. Agreement, supra note: 3, Art. l .  
7 .  Id. Art. 8 .2 .  
8 .  Id. Art. 2 . 1 (vii ) .  
9. I d .  Art. 2 . l .  
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1 0. See Chairman's Report on the Agreement Establishing the European Bank for 
Reconstruction and Development, note 1 to Art. 2, reprinted in The European Ba'lk for 

Reconstruction and Development, supra note 3, Appendix V [hereinafter Chairman's Report] 
( stating that the focus of the Bank is to be the private sector but that the Bank should also 
"support the public sector in its transition").  

1 1 . See I BRD, Articles of Agreement, supra note 4,  Art. IV, § 1 0; see also ADB, Articles of 
Agreement, supra note 4, Art. 36.2. Both prohibit political activity and state that "[  o ]nly eco­
nomic considerations shall be relevant to decisions." 

12 .  See, e.g., Ibrahim F.I .  Shihata, The World Bank and Human Rights, in The World Ba11k 

i11 a Cha11ging World 97 (Franziska Tschofen & Antonio Parra eds., 1 99 1 )  (distinguishing the 
World Bank's human rights and environmental activities from political interference in the 
affairs of its members). 

1 3 . Opening statement by Jacques de Larosiere, President of the EBRD, Proceedings of 
the Third Annual Meeting of the Board of Governors, St. Petersburg, April 1 8-19, 1994 
[hereinafter Proceedings of the Third Annual Meeting]. 

14. Procedures to Implement the Political Aspects of the Mandate of the European Bank 
for Reconstruction and Development, BDS9 1 - 1 6  (May 28, 199 1 ) .  The procedures of this 
policy paper are developed further in a policy paper on Political Aspects of the Mandan: of 
the European Bank in Relation to Ethnic Minorities, BDS92-103 ( October 5, 1992) and in 
a staff paper on War and Democracy, SGS92-714 ( January 4, 1993).  

1 5 . Convention for the Protection of Human Rights and Fundamental Freedoms, 
November 4, 1950, 2 1 3  United Nations Treaty Series [U.N.T.S . ]  22 1 ,  reprinted in 3 
Intrrnational LRw & World Order II .B .2 ( Burns H. Weston ed., 1994); Statute of the 
Council of Europe, May 5, 1949, 87 U.N.T.S. 1 03, reprinted in II l11ternational 
Organization and Integration I I .B.3.a ( P.J.G. Kapteyn et al. eds., 1983). 

16.  Agreement, supra note 3, Art. 8.3. 
1 7. Id. Art. 20. 1 (vi) ( stating that the Bank may provide technical advice and assistance 

which serve: its purpose and come within its functions). 
18. Id. Art. 2 . l .(vii). 
19. See Environmental Procedures, BDS9 1-71 (February 1 4, 1992 ); Environmental 

Management: The Bank's Policy Approach, BDS9 1 -72 ( February 14,  1 992) [hereinafter 
Environmental Policy]; see also Chris A. Wold & Durwood Zaelke, Promoting Sustai11able 

Development and Democracy in Central and Eastern Europe: The Role of the European Bank 
for Reconstruction and Development, 7 American University Journal of International Law & 
Policy 559 ( 1992 ); Kamen Zaharic:v, European Bank for Reconstruction a11d Development: 
E11virmmuntal Aspects of Operations, 2 R.c:cueil 3 1  ( 1993) (providing an overview of the envi­
ronmental procedures).  

20. Environmental Policy, supra note 19,  at 2. 
2 1 .  EBRD, 1993 Atmua1 Report 29 ( 1994). 
22. Proceedings of the Third Annual Meeting, supra note 1 3 . 
23. Agreement, supra note 3, Arts. 3.2, 24.2(i). 
24. It appears that the German Democratic Republic parliament, immediately before 

going out of existence, ratified the Agreement, but that the instrument of ratification was 
never received by the French Government, the depository under the Agreement. See Jacques 
Attali, Europe(s) 90 ( 1994 ). 

2 5. See Paul A. Mc:nkveld, Origin and Role of the European Bank for Reconstruction a11d 
Development 60 ( 199 1 ); see also Dunnett, supra note 5, at 577. 

26. The Bank's authorized capital stock of ECU 10 billion is divided into one million 
shares having a par value of ECU 10,000 each. At the time: of signature of the Agreement, 
125  shares were not subscribed and designated as nonallocated. Agreement, supra note 3, 
Annex A. 
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27. Albania became a member on December 18,  199 1 ,  Estonia on February 28, 1992, 
Lithuania on March 5, 1992, and Latvia on March 18, 1992. Having regard to the share­
holding and voting power of existing recipient countries, the Board of Governors allocated 
1 ,000 shares to each of these new members. 

28. See Agreement, suprR note 3, Art. 3 ( stating that membership is open "to ( 1 )  

European countries and ( 2 )  non-European countries which are members of the International 
Monetary Fund . . .  ");  see Rlso id. Art. 8 (captioned "RI:cipient Countries and Use of 
Rl:sources" and providing that the Bank may conduct its operations in Central and Eastern 
European countries). The eight original recipient countries are listed under the heading 
"RI:cipient Countries" in Annex A to the Agreement, which sets out the subscriptions to the 
capital stock. !d. Annex A. A foomote to Annex A states that "RI:cipient Countries are 
referred to elsewhere in the Agreement as Central and Eastern European countries." !d. 

29. Membership Issues Following the Dissolution of the USSR, BDS92-2 (January 28, 
1992) [hereinafter Membership Issues]. 

30. !d. at 1 .  
3 1 .  !d. 
32. !d. at 4. 

33. See Attali, suprR note 24, at 65-67 (describing the circumstances of the negotiations). 
34. Agreement, mprR note 3, Art. 8.4. 
35.  !d. The "limited purposes" consist of technical assistance and of financing of the pri­

vate sector, to facilitate privatization and to help state-owned enterprises move to participa­
tion in the market economy. They do not include the financing of infrastructure, one of the 
methods of operation of the Bank used to the extent "necessary for private sector develop­
ment and the transition to a market-oriented economy." !d. Art. 1 1 . 1 (v) .  In view of the quan­
titative limitation, signitkant infrastructure financing would not in any event seem 
practicable. 

36. Letter to the Chairman of the Conference on the Establishment of the: European Bank 
fbr Reconstruction and Development from the Head of the Soviet Delegation, Chairman of 
the Board of the State Bank of the U.S.S.R., Victor Gerashchenko. 

37. !d. This additional exprc:ssion of self-restraint would appear to have been supertluous 
in view of a further clause in Article 8.4 to the effect that, at the end of the three-year peri­
od, a decision to permit normal Bank operations in a country that had made a requc:st pur­
suant to Article 8 .4 would rc:quirc: action by a supermajority of not less than thrc:c:-t(>Urths of 
the Governors representing not less than 85 percent of total voting power. Agreement, supra 
note: 3, Art. 8.4. This dli::ctively gave a veto power to any two of the Bank's six largest share­
holders: France, Germany, Italy, Japan and the United Kingdom, each of which holds about 
8 .5 percent, and the United States, which holds 10 percent of the Bank's capital stock. 

38. Agrc:emc:nt, supra note 3, Art. 8.4( i ) .  
39. Id. Art. 8.4(iii ) .  
40. !d. Art. 56.2(ii )(requiring a supermajority vote for amendment of Article: 8 .4 ) .  
4 1 .  See, e.g., Vienna Convention o n  the Law of Treaties, supra note 5, Art. 62. 
42. Agreement, supra note 3, Art. 57. 
43. Limitation on Financing and Operations Applicable to the Former USSR: Resolution 

of the Board of Directors, BDS92-2 (February 28, 1992 ). In vic:w of the matter at issue:, the 
Board of Directors rc:ti::rrc:d its decision to the Board of Governors ti>r approval by the super­
majority vote: rc:quirc:d by Article 8.4 fi>r removal of the financing limitation, and also by 
Article 56.2(ii) for any amendment of Article 8 .4. At the same time:, a final decision of the 
Board of Governors under Article 57.2 was requested by Japan, which had indicated its dis­
sent on procedure. By Resolution No. 22, adopted on March 28, 1992, the Board of 
Governors approved the decision of the Board of Directors. 

44. Agreement, suprR note 3, Art. l 3(v). 
45. !d. Art. 29.3. 
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46. EBRD Board of Governors Resolution No. 30 (adopted October 9, 1 992). 
47. Agreement, supra note 3, Art. 5.1 (providing for a minimum initial subscription of 

100 shares). 

48. EBRD Board of Governors Resolution No. 31 (adopted Ocrober 9, 1992 ).  
49. EBRD Board of Governors Resolution No. 34 (adopted January 1 5, 1993 ) .  As of this 

writing, neither the Republic of Bosnia and Herzegovina nor the Federal Republic of 
Yugoslavia (Serbia and Montenegro) has been admitted as a member of the Bank. 

50. The four requisite characteristics for statehood under international law (a defined ter­
ritory, a stable population, a government with authority over such population, and the capac­
ity to enter into relations with other international legal persons) do not include the existence 
of a universally accepted name. See Montevideo Convention on Rights and Duties of States, 
December 26, 1933, Art. 1 .  The definition in the Restatement (Third) of the Foreign 
Relations Law of the United States § 20 1 ( 1986) is nearly identical. 

5 1 .  EBRD Board of Governors Resolution No. 35 (adopted February 1 3, 1993) .  
52. EBRD Board of Governors Resolution No.  33 (adopted January 1 5, 1993) .  The effec­

tive date of membership was January 1 ,  1993, the date on which the Czech and Slovak 
Federal Republic ceased to exist and the two new states came into existence. 

53. See Agreement, supra note 3, Art. 1 1 .  
54. Chairman's Report, supra note 1 0, Art. 2 ,  note 1 .  
55 .  Agreement, supra note 3, Art. 1 1 . 1 (v ) .  
56 .  Article 1 1 . 3  sets fi>rth as  follows the proportion of the Bank's ordinary operations that 

may be devoted to the state sector: 
( i) Not more than forty ( 40) per cent of the amount of the Bank's total committed 

loans, guarantees and equity investments, without prejudice to its other opera­
tions rderred to in this Article, shall be provided to the state sector. Such per­
centage limit shall apply initially over a two ( 2 )  year period, from the date of 
commencement of the Bank's operations, taking one year with another, and 
thereafter in respect of each subsequent financial year. 

( i i )  For any country, not more than fi>rty ( 40) per cent of the amount of the Bank's 
total committed loans, guarantees and equity investments over a period of five 
( 5) years, taking one year with another, and without prejudice to the Bank's 

other operations referred to in this Article, shall be provided to the state sector. 
/d. Art. 1 1 .3( i ) ,  ( i i ) .  

57 .  The Portfolio Ratio, BDS92-1 0 1  (November 1 7, 1992). 
58. Agreement, supra note 3, Art. 1 1 .3(i i i )(a) .  
59. /d. Art. 1 1 .3( ii i ) (b) .  
60. The Porttc>lio Ratio, supra note 57. 
61.  Sa Porttc>lio Risk Management and Lending Policies, BDS91-50 ( December 10, 

1993) .  
62 . Agreement, mp1·a note 3, Annex A, �Recipient Countries." 
63. /d. 
64. Chairman's Report, supra note 1 0, Art. 2, note 1 .  
65. Agreement, supra note 3, Art. 2.2.  
66. See id. Art. 24.2 ( requiring such cooperation agreements to be authorized by the Board 

of Governors). 
67. Kazakstan, the Kyrgyz Republic, and Uzbekistan have joined the ADB, while 

Azerbaijan, Tajikistan, and Turkmenistan are completing the formalities for membership. 
68. All of the countries in which the Bank operates are now also members of the IBRD 

and the IFC. 
69. I BRD, General Conditions Applicable to Loan and Guarantee Agreements for Single 

Currency Loans Dated February 9, 1993, § 9.03 ( titled �Negative Pledge") .  
70 .  /d. § 9.03(a) .  
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7 1 .  Id. § 9.03(a)( i i ) .  
72. See Chairman's Report, supra note: 1 0, note: to Art. 1 4  ( urging that state: guarantees 

be: usc:d sparingly in the: case: of loans to statc:-ownc:d c:ntc:rprisc:s moving to participation in 
the: market economy) .  It notes that 

I d. 

a statc:-ownc:d enterprise: would be: more: likdy to respond quickly to market forces, 
and to make: the: transition to markc:t-oric:ntc:d economies, if that enterprise: could not 
rdy on a government guarantee: to discharge: its responsibilities under a Bank loan. 

73. In its sovereign lc:nding, the: EBRD has the: same: intc:rc:st as the: IBRD in pn:vc:nting 
other creditors from asserting a prior claim to the: sovereign's foreign exchange: assets or rc:v­
c:nuc:s. The: EBRD's standard terms and conditions ti>r loans to, or guaranteed by, a rc:cipic:nt 
state: arc: moddc:d after the: IBRD's Gc:nc:ral Conditions and contain a similar negative: plc:dgc: 
undertaking. 

74. The: International Union ofCrc:dit and Investment Insurers ( the: Bc:rnc: Union) works 
for " ( i )  the: intc:rnational accc:ptancc: of sound principlc:s of export credit insurance: and the: 
establishment and maintenance: of discipline: in the: terms of credit for international trade:; and 
(i i ) international cooperation in encouraging a favourable: investment climate: and in dc:vdop­
ing and maintaining sound principlc:s of fi>rc:ign investment insurance:." 1 Yearbook of 

b1ternationa/ Or._qa11izatio11S 1079 ( 3 1 st c:d. 1994). Its membership consists of organizations 
from 33 countric:s. Id. 

75. Waivc:rs have: bc:c:n granted to the: Russian Fc:dc:ration and Uzbekistan. 
76. Chairman's Rc:port, mpra note: 10 .  
77.  Id. Introduction. 
78. 17Je Europea11 Ra11kfor Rec011Structio11 a11d Development, supra note: 3, at 5 .  
79. Dunnett, supra note: 5,  a t  576. 
80. Gold, supra note: 1 ,  at I I .  

Chapter 4, Comment (Munk) 

l. 22 U.S.C. § 286a(a )  ( 1994). 
2. Agrc:c:mc:nt Establishing the: Europc:an Bank fi>r Reconstruction and Dt:vc:lopmc:nt, Art. 

4, paragraph 2,  repri11ted i11 Ibrahim F. I. Shihata, 77Je Europea11 Ra11kfor Recomtrttctirm and 
Deve/opmmt: A Comparative A11a(vsis of the CmiStitumt Agreemmt Appt:ndix I ( 1990 ) ; sa 
Shihata, mpra, at 8 .  

3 .  22 U.S.C. § 262m-7 ( 1 994 ). 
4. See Bradti>rd W. Morst: & Thomas R. Bc:rgc:r, Sardar Sarovar: 17Je R,-pm·t of the 

b1depmdmt Commissi011 ( 1992 ). 
5 .  See id. 
6. !d. at 349-353. 
7. 22 U.S.C. § 2370( a) ( 1994 ). 
8 .  Id. § 2370a(b).  

Chapter 5, "Europc:an Monetary Union and the: European System of Central Banks" 
(C. Lichtenstein ) 

l .  Special thanks arc: due: to the: law offices of S.G. Aschibald, Paris, fi>r their aid in the: 
preparation of this paper while: the: author was rc:sidc:nt in Paris. 

2. Trc:aty Establishing the: European Community, February 7, 1992, i11eorporati11Jf clmiiJfCS 

made b_v the: Trc:aty on Europc:an Union, done: at Maastricht, Fc:bruary 7, 1992, 1992 Official 
Journal of the: European Communities [ O.J.] (C 224), reprinted in 31 International Legal 
Mate: rials 247 ( 1992 ) .  The: amc:ndc:d treaty is hc:rc:inaftc:r rc:fc:rrc:d to as the: E.C. Trc:at:y. 
Sdc:ctc:d provisions of the: E.C. Treaty arc: reprinted in 3 Currmt Legal Issues Affecti11_1f Cmtra/ 
Ranks 325 (Robert C. Effros c:d., 1995 ). 
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3. For a discussion of why the: summc:r 1993 difficulties of the: ERM may have: strc:ngth­

c:nc:d the: case: for gc:tting on with economic and monetary union, see Europe's Monetar_v 
Future, From Here to EMU, The: Economist, U.K. Edition, Ocrobc:r 23, 1 993, at 25.  

4 .  E .C.  Trc:ary, supra note: 2, Art. 1 09ft3).  

5 .  A rc:port prc:parc:d by Professor Jc:an-Victor Louis, Hc:ad of the: Lc:gal Dc:partmc:nt ofrhc: 
National Bank of Bdgium, for the: International Monetary Law Committc:c: of the: 

International Law Association dc:scribc:s this procc:ss. Jc:an-Victor Louis, The Present State of 

the Motutary Integration Process in Europe-The European Monetary Institute, Rc:port to the: 

Monetary Law Comminc:c: of the: l ntc:rnational Law Association (January 1994) .  
6. E.C. Trc:ary, supra note: 2, Art. 1 89 .  

7 .  Two introductory tc:xts arc: T.C. Hartlc:y, The Fou11dations of European Community Law 
( 2d c:d. 1 99 1 )  and P.} .G. Kaptc:yn & P. Vc:rlorc:n van Thc:maat, Introductio11 to the Law of the 
Europea11 Commu11ities. ( Lawrc:ncc: Gormlc:y c:d., 1 99 1  ) .  

8 .  Factor tame Ltd. v. Secretar_v of State for Transportation, I All England Law Rc:ports 70 

( 1 99 1  ) .  

9. E.C. Trc:ary, supra note: 2,  Art. 1 64. 
10.  Id. Art. 1 69. 
I I . Id. Art. 1 7 1 (  I ). 
1 2 .  Id. Art. 1 7 1 (2 ). 

1 3 . Id. Arts. 1 73, 1 75.  
14 .  Id. Arts. 176, 1 7 1 .  
1 5 .  /d. Art. 1 77. 

16.  Id. 
1 7. /d. Arts. 169, 1 77. 

18 .  Louis, supra note: 5,  at 9. 
19. E.C. Trc:aty, mpra note: 2,  Art. 109t� last paragraph. 
20. Louis, mpra note: 5,  at 1 8 .  
2 1 .  E.C. Trc:aty, supra note: 2, Arts. 1 73, 1 75-1 77, 1 8 0 .  Article: 1 80( d) givc:s to the: 

Council of the: ECB in rc:spc:ct of national cc:ntral banks the: same: powc:rs as the: Commission 
has ovc:r mc:mbc:r statc:s undc:r Article: 1 69 .  See supra tc:xt accompanying note: 10. 

22. Id. Art. 1 09tr6).  In fact, the: EMl may have: some: rc:al powc:r in the: arc:a of rc:vic:wing 
mc:mbc:r state: draft lc:gislation. Article: 109ft6) of the: E. C. Trc:ary and Article: 5 .3 of the: EMI's 
Statute: provide: that, within the: limits and conditions of the: Council's implc:mc:nting lc:gisla­

tion, the: EMI "shall be: consulted by the: authorities of the: mc:mbc:r states" on draft lc:gisla­
tion. The: Council has c:nactc:d the: implc:mc:nting legislation. ( Council Decision 93/7 1 7  of22 

Novc:mbc:r 1993 on the: Consultation of the: European Monetary Institute: by the: Authorities 
of the: Mc:mbc:r Statc:s on Draft Legislative: Provisions, 1 993 O.J. ( L 332 ). ) This Decision 
givc:s a list of legislative: manc:rs considc:rc:d to be: within the: EMI's compc:tc:ncc:, including 

(among othc:rs) "the: status and powc:rs of national cc:nrral banks and the: instruments ofmon­
c:tary policy" and "rulc:s applicable: to financial institutions in so far as thc:y intluc:ncc: thc: sta­
bility of financial institutions and markc:ts." /d. Art. I .  One: can speculate: that, if a mc:mbc:r 
state: wc:rc: to c:xc:mpt its large: financial housc:s from, say, prudential supervision of participants 
in the: derivative: markets without wnsulting the: EMI, the: EMI might very wc:ll have: a judi­
ciablc: complaint. 

23. E .C.  Treaty, mpra note: 2,  Art. 109ft2),  ( 3 ). 
24. /d. Art. I 09f( 3).  
25.  Protocol on the: Statute: of the: European Monetary Institute:, annc:xc:d to the: E.C. 

Trc:ary, supra note: 2,  Art. 1 5 . 
26. Id. Art. 1 5 .4. 

27. Id. Arts. 1 5 .4, 3. 1 .  
28. E .C.  Trc:ary, mpra note: 2 ,  Art. 109j. 
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29. Id.; Protocol on the: Statute: of the: European System of Central Banks and the: 
European Central Bank, annexed to the: E.C. Treaty, supra note: 2, [hc:rc:inaftc:r ESCB 

Protocol] .  
30.  ESCB Protocol, supra note: 29, Art. 1 . 1 ;  E.C. Treaty, supra note: 2, Art.  4a. 
3 1 .  E.C. Treaty, supra note 2, Art. 105(2) .  
32.  Id. 
33.  Id. Art. 105(5) ,  (6) .  
34.  Id. Art. 105a( 1 ). 

35.  E.C. Treaty, supra note 2, Art. 106( 3) .  
36.  ESCB Protocol, supra note 29, Art. 8. 

37. Id. Art. 9.2. 
38. Id. Art. 14.3 .  

39.  Id.; E.C. Treaty, supra note: 2 ,  Art. 1 80, discussed in text at note 21 supra. 
40. E.C. Treaty, supra note 2, Art. 1 73. 
4 1 .  Id. Art. 109b( 1 )  and (2).  

42. Id. Art. 1 73 .  
43 .  Id. Art. 105(6) .  
44.  Id. Art. 105(5 ) .  

4 5 .  Id. Art. 105(4); see text a t  note: 22 supra for the: similar point i n  the EM!. 
46. The Council has set forth limits and conditions on consultations with the EM!.  See 

supra note 22. 
47. Protocol on Certain Provisions Rdating to Denmark, annexed to the E.C. Treaty, 

supra note: 2; Protocol on Certain Provisions Relating to the United Kingdom of Great 
Britain and Northern Ireland, annexed to the E. C. Treaty, supra note: 2.  

48. E.C. Treaty, supra note 2, Art. 109k; ESCB Protocol, supra note 29,  Chapter IX.  
49. E.C. Treaty, supra note 2 ,  Art. 1 09k( I ). 

50. Id. Arts. 105, 105a, 108a, 109 .  
51 .  Id. Art. 109a(2 )( b); Protocol on Certain Provisions Rdating to  the: United Kingdom of 

Great Britain and Northern Ireland, annexed to the: E.C. Treaty, supra note: 2, paragraph 7. 
52 .  ESCB Protocol, supra note 29, Art. 43.2.  Remember, however, that national law has 

been amended in accordance with the E. C. Treaty, affecting, for example:, the: independence 
of the central bank. 

53.  /d. Art. 47. 

Chapter 5, Comment ( Lastra) 

1 .  The Treaty Establishing the European Economic Community, March 25,  1 957, 298 

United Nations Treaty Series 1 1  [hereinafter E.C. Treaty] was amended by the Treaty on 
European Union, done February 7, 1992, 1 992 Official Journal of the European 
Communities [ 0 . ] . ]  (C 224) 1 [hereinafter Maastricht Treaty] ,  reprinted in 3 1  
International Legal Materials 247 ( 1 992 ) .  Sdc:ctc:d provisions of the E.C.  Treaty are 
reprinted in 3 Current Legal Ismes Afftcting Central Banks 325 ( Robert C. Effros ed. ,  
1 995) .  

2 .  Article G(A)  of the Maastricht Trc:ary, mpra note 1 ,  provides that throughout the Treaty, 
"[t)he term 'European Economic Community' shall be: replaced by the term 'European 
Community' ." 

3 .  See id. Art. A; Ruling of the German Federal Constitutional Court of October 12 ,  1993, 
Part A.I . l ( a ). 

4. See E.C. Treaty, mpra note 1 ,  Art. Sa (as revised by the Single European Act, 1987 0.] .  
( L  169),  repri11ted i11 I Treaties Establishing the European Communities 207, 227 ( 1987)) .  

5 .  The Single European Act, supra note 4, inserted a new Chapter 1,  entitled "Cooperation 
in Economic and Monetary Policy (Economic and Monetary Union)," in Part Three, Title 

II of the E.C. Treaty, mpra note 1 .  The new Article 102a, which was the only provision in 
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the new chapter, reads as follows: 
1 .  In order to ensure the convc:rgence of economic and monc:tary policic:s which is nc:c­

c:ssary t(lr the: further dc:velopmc:nt of the Community, Mc:mbc:r States shall coopc:r­
atc: in accordance with the: objectives of Article 4. In so doing, they shall take account 
of the c:xperience acquired in cooperation within the: framework of European 
Monetary System ( EMS) and in developing the ECU, and shall respect existing pow­
ers in this field. 

2. Insofar as furthc:r developmc:nt in the field of economic and monc:tary policy nc:cc:s­
sitates institutional changc:s, the provisions of Article: 236 shall be applicable:. The: 
Monetary Committe:.: and the: Committc:e of Governors of the Cc:ntral Banks shall 
also be consulted rc:garding institutional changc:s in the: monc:tary area. 

6. The EM! also rc:placc:d the: European Monetary Coopc:ration Fund. See E.C. Treaty, 
mpra note 1 ,  Art. 109f 

7.  Mr. Tic:tmc:yer, the Bundc:sbank's prc:sidc:nt, speaking at the: annual meeting of the World 
Economic Forum in Davos, ruled out transti:rring any of its currc:ncy reserves to the: newly 
c:stablishc:d European Monetary Institute. Ian Rodgc:r, Bundesbank Will Not Pass Reserves to 
EMI, Financial Times, January 3 1 ,  1 994, at 2. Mr. Tietmeyc:r stressed the advisory role: of 
the: EMI and said that "he: did not belic:vc: lasting monetary union could be achieved without 
a parallel political union of E U countries." I d. 

8. Although the Bundc:srat and the Bundestag approvc:d the Maastricht Treaty in 
Dc:cember 1 992, full ratification came only after the favorable ruling of the German Fc:dc:ral 
Constitutional Court of Octobc:r 12 ,  1993. Germany was the: last country to ratifY the: 
Maastricht Treaty, even though the ESCB has been largely pattc:rned upon the Bundc:sbank 
modd. 

9. See, e.._q., Charles Goodhart, ERM a11d EMU ( 1993 )( unpublishc:d mimeo prc:scntc:d in 
1993 at the Columbia School of International and Public Affairs) .  

I 0 .  I d.  at 23.  
I I . Mr. Lamfalussy said that widc:r ER.M bands "should be: presc:rved in order to ddend 

currc:ncic:s against spc:culativc: prc:ssures." Liond Barber, Eurocurrmcy 'A Realistic Option': 
Lamfalusry Offers Optimistic Assessment of EV Economies, Financial Timc:s, Septc:mbc:r 7, 
1994, at 22. 

12.  Article: 109j( l )  of thc: E.C. Trc:aty, supra note 1, spells out these criteria of economic 
convergence: 

• the achic:vemc:nr of a high dc:gree of price stability; this will be apparent trom a 
rate of intlation which is dose to that ot� at most, the three best per!(lrming 
Member States in terms of price stability. 

• the sustainability of the government financial position; this will be apparent from 
having achievc:d a govc:rnment budgetary position without a deficit that is exces­
sive as determined in accordance with Article 1 04c( 6 ); 

• the observance of the: normal fluctuation margins provided for by the Exchange 
Rate Mechanism of the: European Monetary System, tor at least two years, with­
out devaluing against the currency of any othc:r Mc:mber State; 

• the durability of convc:rgence achic:ved by the Member State and its participation 
in the Exchange Rate Mc:chanism of the European Monetary System being 
rdlected in long-tc:rm interest rate kvds. 

I 3. Article ::-J(2)  of the Maastricht Treaty, supra note I ,  reads as filllows: 
A conti:rence of rc:presentatives of the governmc:nts of the Member Statc:s shall be 
convened in 1996 to examine: those provisions of this Trc:aty for which revision is 
provided, in accordance with the objectives set out in Articles A and B.  

14 .  E.C. Treaty, supra note I ,  Art. 104c. 
I S .  Id. 
1 6. Id. Art. 104c(6). 
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1 7. Ruling of the: German Federal Constitutional Court of October 1 2, 1 993, Part 
C.II .2 .d2( 3 )  and d2( 5 ) . 

1 8 .  Su 71Je Secmtd Stage of European Economic and Monetar_v Union, 46 Deutsche: 
Bundesbank Monthly Reports 23-24 ( January 1994 ). For previous declarations on this issue:, 
see also The Recmt Monetar_v Policy Decisimts and DeJJelopments in the European Monetary 
System, 45 Deutsche: Bundesbank Monthly Reports 19,  27 (August 1 993);  71Je Maastricht 
Decisiom on the European Economic and Monetary Union, 44 Deutsche: Bundesbank Monthly 
Reports 43, 52 (February 1992 ). 

19. A vague: expression from a lc:gal point of view. 
20. Maastricht Treaty, supra note: 1 ,  Art. N( 1 ). 
2 1 .  Ruling of the: German Constitutional Court of October 1 2 ,  1 993, Pan C.II .2.d2( 1 )  

(emphasis added ). 
22. Maastricht Treaty, sttpra note: 1, Art. :::-/( 1 ). 
23. The: European Parliament ratified the: accession treaties of Austria, Finland, Norway, 

and Sweden on May 5, 1994. However, the: people of Austria, Finland, and Sweden voted in 
tavor of EU membership in referendums hc:ld, respectively, in June:, October, and November 
1994, while the: Norwegians rejected membership in the Union in a rdi:rendum also hdd in 
November 1994. Several Eastern European countries are pursuing membership in the Union. 

24. See Council Regulation 3603/93 of 13 Decc:mber 1993 Spc:cit)'ing Definitions ti>r the 
Application of the Prohibition Rdi:rred to in Articles 104 and 1 04b( 1 )  of the: Treaty, 1 993 
O.J .  (L 332) 1, reprinted in 3 Cttrrmt Le_qal Issues Affecting Cmtral Banks, supra note: 1 ,  at 
349. Council Regulation 3604/93 of 13 Dc:cc:mber 1 993 Spc:cif)·ing Definitions ti>r the 
Application of the Prohibition of Privilc:ged Access Referred to in Article: I 04a of the Treaty, 
1993 O.J .  ( L 332 )  4, repri11ted in 3 Currwt Le,qal lsmes Affecting Cmtral Banks, supra note: 
I ,  at 354. 

25. See Council Rc:gulation 3065/93 of 22 �ovember 1 993 on the: Application of the: 
Protocol on the Excc:ssivc: Dc:ficit Procc:durc:, An. 4, 1993 O.J.  ( L  332 )  7, reprimed in 3 
Currmt Le,qal Ismes Affecting Cmtral Ra11ks, mpra note: 1, at 382 . 

26. Protocol on the: Excc:ssive Deficit Procc:durc:, annc:xc:d to the: E.C. Treaty, sttpra note: I ,  
An. I ,  repri1tted i1t 3 Current Legal lsmes Affecti1tlf Cmtral Ba1tks, supra note: 1 ,  at 380. 

27. See Council Dc:cision 93/71 6/EC of 22 Novc:mbc:r 1993 on the: Statistical Data to be: 
used ti>r the: Dc:tc:rmination of the: Kc:y ti>r the: Financial Rc:sourcc:s of the: European Monetary 
Institute, 1993 O.J .  ( L  332 )  1 2 .  

2 8 .  See Council Decision 93/7 1 7  /EC of 22 November 1993 on the Consultation of the 
European Monc:tary Institute by the authorities of the Mc:mbc:r States on Draft Lc:gislative 
Provisions, 1993 O.J .  ( L  332) 14.  

29.  E .C.  Treaty, supra note I ,  Art. 108;  sec: Robert C. Etlros, I11e Maastricbt Treaty, 
lndepmdmce oftbe Cmtral Rank, and lmplemmtin.lf Legislation, i1t Frameworks for Monetary 
Stability: Polic_v Issues and Cotmtry b:perimces 279 (Tomas J .T. Balii'lo & Carlo Cottardli 
eds., 1 994 ). 

30. Autonomia dc:l Banco de Espaiia [ Law of the Autonomy ofthc: Banco de Espa1ia], Law 
1 3/1994 of June I ,  1 994, Bolc:tin Oficial dd Estado [ Official State Gazette] �o. 1 3, June: 
2, 1994; see Gesetz zur Anderung von Vorschrifi:c:n tiber die Dc:utsche Bundc:sbank, 
Bundesgesetzblan, Tc:il I (Gc:rman Federal Law Gazc:ttc:, Title: 1 ], July 8, 1 994. 

3 1 .  Law of the: Autonomy of the: Banco de: Espana, supra note: 30. 
32. Gesetz zur Andc:rung von Vorschrifi:en iiber die Dc:utschc: Bundc:sbank, supra note 30. 
33. Id. 
34. ld. 
35. E.C. Trc:ary, mpra note: I ,  Arts. 108,  1 09.:(5 ) .  
36. See Centre tor Economic Policy Resc:arch, btdepmdmt a1td Accoulltable: A New 

Mandate for the Ba1tk of England ( 199 3 )  ( rc:pon of an indc:pc:ndc:nt panc:l chairc:d by Eric 
Roll);  House of Commons Treasury and Civil Service Sc:lc:ct Committc:e, 1 71Je Role of the 
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Bank of England (First Report, together with the Proceedings of the Committee, 1 993-94 
Session)( December 8, 1993).  

37. Following this "wave of change," economic literature in the field of central bank inde­
pendence has flourished in the last fc:w yc:ars: Robin Bade: & Michael Parkin, Cmtral Ba11k 

Laws and Monetary Policy ( 1978 )(unpublished mimc:o); Don Fair, The Independmce of 
Central Banks, 1 29 The Banker 3 1  ( Octobc:r 1979);  King Banaian et al., Cmtral Ba11k 

b1dependence: An International Comparison, Economic Review, Federal Reserve Bank of 
Dallas 1 ( M arch 1 98 3 ) ;  Albc:rto Alesina, Macroeconomics and Politics, i11 NBER 
Macroeconomic Annual 1 988 at  1 ( Stanky Fischer ed . ,  1 988)  and Politics and Bttsi11ess C_vcles 
i11 Industrial Democracies, 4 Economic Policy 57 ( 1989);  Marta Castello-Branco & Mark 
Swinburne, Cmtral Bank Independmce: Issues and Experimce, IMF Working Paper 
No. 9 1/58 ( 1 99 1  ); Vittorio Grilli et al., Political a11d Mo1utary Institrttio11s a11d Public 

Fi11a11cial Policies in the b1dustrial Cou11tries, 6 Economic Policy 342 ( 1 99 1 ); Akx 
Cukierman, Central Ba11k Strategy, Credibility, and b1depmdence: Theory and Evidence 

( 1 992 ); Adam Posc:n, Why Central Ba11k Indepmdence Does Not Cause Low bzjlatim1: 17Jere 
is No Institutional Fix for Politics, The Amex Bank Review ( 1 993 ); Charles Goodhart, 
Cmtral Bank Independmce, London School of Economics and Political Science Working 
Paper No. 57 ( Novc:mbc:r 1 993 ); Stanky Fischer, Modern Central Banking ( 1994 )( present­
ed at the: Bank of England's tc:rcc:ntenary celebration ).  Furthc:r elaboration on the legal 
aspects of cc:ntral bank indepc:ndence can be found in Rosa Maria Lastra, 17Je Indepmdence of 
the European System ofCmtral Banks, 33 Harvard International Law Journal 475 ( 1992 ).  

38. Developments in Vc:nezuela following the resignation of Ms. Ruth de Krivoy in April 
1994 (citing the Govc:rnment's actions atli:cting the: bank's independence ) illustrate the 
thrc:at that many indepc:ndc:nt central banks face. See Joseph Mann, Caracas Under Fire as 
Governor Quits: LRti11 American Central Banks Pushed to Cmtre Stage, Financial Times, 
April 28, 1 994, at 6. 

39. E.C. Treaty, supra note: 1 ,  Art. 1 04( 1 ) .  
40.  In the United Kingdom, a recent change in the relationship between the Treasury and 

the Bank of England has provided f(lr more accountability in terms of monetary disclosure. 
The decisions on interest ratc:s will now be regularly taken at monthly meetings, and the min­
utes of these monthly monetary meetings between the Rank of England and the Treasury will 
be published after a six·JVeek interval. See David Marsh, UK Monetary Disclosure Wi11s No 
Converts: Eddie George's European Union Confreres Take a Fair�v Dim View of Tramparmc_v, 
Financial Times, April 2 1 ,  1994, at 2 .  

4 1 .  Gesetz uber die Deutsche Bundesbank [The Bundesbank Act] ,  as  amended up to 
October 22, 1992, Art. 3 ( English translation prepared by the Bundesbank ) .  

4 2 .  Robert Sparve, Independence of Central Banks: 17Je SJVedish Central Bank, i n  3 Currmt 
UJfal Issues Affecti1Jg Cmtral Banks, supra note 26, at 225. 

43.  The Sveriges Riksbank Act ( 1 988 : 1 385 ), issued on December 8,  1988 as amended up 
to and including January I ,  1994, Art. 4 ( English translation prepared by the Sveriges 
Riksbank). 

44. See Michele Fratianni, Jurgen von Hagen, and Christopher Waller, 17Je Maastricht Way 
to EMil, in Princeton Essays in International Fina11ee 35 ( No. 187, June 1 992 ) ( recalling that 
Former German Chancellor H. Schmidt wrote in his memoirs that "he regarded exchange­
rate policies . . . as important elements of general foreign and stmtegic policy") (emphasis 
added) .  

45.  See, e.g., Dani Rodrik, Trade Liberalizati011 in  Disinflation, Remarks at  the Princeton 
Conference Celebrating the Fiftieth Anniversary of Essays in International Finance (April 
1993). 

46. E.C. Treaty, supra note 1, Arts. 1 09, 1 05( 2 ) . 
47. Id. Art. 1 05( 5 ) ,  (6 ) .  



Notes to pages 83-87 • 907 

Chapter 6, "The European Community's Second Banking Directive" (Smits) 

1 .  Treaty Establishing the European Coal and Steel Community, April 18, 195 1 .  
The fi>llowing legal writings may be: of additional intc:rc:st: Financial Services and EEC Law: 

Materials and Cases ( Martijn van Empel c:d. ,  lcx>selc:at)(containing EC banking, insurance:, 
and securities directives); Ba11ki11g and EC Law: Commentary (Martijn van Empel & R.:nC: 
Smits c:ds., looselc:at); George: S. Zavvos, Towards a European Banking Act, 25 Common 
Market Law &view 263 ( 1988 ); Paolo Clarotti, Un pas decisifvers le march& commun des ban­
ques: Ia deuxieme directive de coordi11ati011 en matiere d'etablissements de credit, Revue: du 
MarchC: Commun 453 ( 1989 ); Paolo Clarotti, Vers un march& unique des banques, Cahiers de: 
Droit EuropC:c:n 504 ( 1989 ); Tile Single Market and tile Law of Banking ( Ross Cranston c:d., 
1991 ); Fi11ancial Services i11 tile New Europe, in The Comparative Law Yearbook of 
International Busi11ess ( Dennis Campbell & Mickela Moore eds., Special Issue 1992); 
Sherman E .  Katz, The Sec011d Banking Directive, 1 2  Yearbook of European Law 249 ( 1992); 
Robert Strivens, T1Je Liberalizatio11 of Ba11king Services in the Community, 29 Common 
Market Law Review 283 ( 1992 ). 

2 .  Treaty Establishing the European Economic Community, March 25, 1957. The Treaty's 
name was changed to the Treaty Establishing the European Community [E.C. Treaty] after 
it was amended by the: Treaty on European Union, signed in Maastricht on February 7, 1992, 
1992 Official Journal of thc: European Communities [O . J . ]  (C 191 ) I .  

3 .  Treaty Establishing the European Atomic Energy Community, March 25, 1 957. 
4. Single: European Act, signed in Luxembourg on February 1 7, 1986 and in The Hague 

on February 28, 1986, 1987 0.]. ( L  169 )  l .  
5 .  Treaty on European Union, supra note: 2 .  
6 .  Council of  the: European Communities and Commission of  the European Communities, 

Agreement on the European Economic Arc:a, May 2, 1992. 
7. Second Council Directive: 89/646 of 15 December 1989 on the Coordination of Laws, 

R.:gulations and Administrative Provisions R.:lating to the: Taking Up and Pursuit of the 
Business of Credit Institutions and Amending Directive: 77 /780/EEC, 1989 0.].  ( L  386) 1 ,  
a s  corrected 1990 0.]. ( L  8 3 )  1 2 8  and 1990 0.]. ( L  1 5 8 )  87 [hereinafter Second Banking 
Directive], repri11ted i11 2 Currmt Legal Ismes Affecting Central Banks 2 5 1  ( Robert C. Effros 
ed. ,  1 994). 

8 .  Id. 
9. First Council Directive 77/780 of 12 December 1977 on the Coordination of Laws, 

Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of the: 
Business of Credit Institutions, Art. 1 ,  1977 0.]. ( L  322) 30, as amended [hereinafter First 
Banking Directive] ,  reprinted in 2 Currmt Legal Issues Affecting Central Banks, supra note 7, 
at 25 1 .  

10 .  Second Banking Directive:, supra note 7, Art. 24. 
1 1 .  Council Directive 89/647 of 18 Dc:cembc:r 1989 on a Solvency Ratio for Credit 

Institutions, 1989 O.J .  ( L  386) 14, as amended [hereinafter Solvency Ratio Directive] ,  
repri11ted i11 2 Currmt Legal Issues Affecting Central Banks, supra note 7, 297; Council 
Directive 89/299 on the: Own Funds ofCrc:dit Institutions, 1989 O.J .  ( L  1 24) 16, as amend­
ed [hereinafter Own Funds Directive:], reprinted in 2 Currmt Legal Issues Affecting Central 
Ba11ks, supra, 287. 

1 2 .  Second Banking Directive, supra note: 7; Solvency Ratio Directive, supra note I I ; Own 
Funds Directive, supra note: I I .  

1 3 . Bask Committee: on Banking Supervision, Report of the Basle Committee on 
b1temational Convergmce of Capital Measurement and Capital Standards ( July 1988 as 
amended in 1992 and 1995 ). The tc:xt of the: Bask Capital Accord is reprinted in I Current 
Legal Issues Affecting Central Banks 487 ( Robert C. Effros ed. ,  1992) .  The 1 992 amendment 
is reprinted in 3 Currmt Legal Issues Affecting Central Banks 296 ( Robert C. Effros ed. ,  
1995 ) .  Further amendments arc: reprinted herein as Appendix I I (  1 1  ) .  
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1 4 .  See, eg., Case 33/74, Van Binsbergen, 1974 European Court Reports [E.C.R. ] 1 299; 
Joined Cases 1 1 0 & 1 1 1 /78, Van Wesemael, 1979 E.C.R. 35; Case 279/80, Webb, 1 98 1  
E.C.R. 3305. 

1 5 . Second Banking Directive, supra note 7, Title I I  ( titled �Harmonization of 
Authorization Conditions"). 

1 6. Id. Title III ( regarding �[ r]elations with third countries" ). 
17. Id. Title V (titled "Provisions Relating to the Freedom of Establishment and the 

Freedom to Provide Services") .  
18 .  Id. Title Vl. 
19.  !d. Annex. 
20. First Banking Directive, supra note 9, Art. 1 .  
2 1 .  Second Banking Directive, mpra note 7, Annex. 
22. First Banking Directive, supra note 9, Art. 3(2) .  
23. Second Banking Directive, supra note 7,  Art. 4(  1 ) .  
24.  Id. Art. 4(2).  
25.  First Banking Directive, supra note 9, Art. 3(2 ). 
26. Jan Willem van der Vossen, Autborizati011 Requirements i11 Banking & EC Law 

Chapter 4, at 17 (Martijn van Empel & Rene Smits eds., 1992). 
27. First Banking Directive, supra note 9, Art. 3( 2 ). 
28. See, eg., Loi no. 84-46 du 24 janvier 1 984 relative a l 'activite et au contr6le des etab­

lissements de credit, modifiee § 1 3; Wet van 22 maart 1 993 op het statuut van en het 
toezicht op de kredietinstdlingen, as amended, § 19, Bdgisch Staatsblad, April 19, 1993.  

29.  First Banking Directive, supra note 9, Art. 1 3 ;  Convention for the Protection of 
Human Rights and Fundamental Freedoms, entered into force September 3, 1953, Art. 6, 
2 1 3  United Nations Treaty Series 221 ( in part providing that �[ i ]n the determination of his 
civil rights and obligations or of any criminal charge against him, everyone is entitled to a tair 
and public hearing within a reasonable time by an independent and impartial tribunal estab­
lished by law"). 

30. Second Banking Directive, supra note 7, Art. 5 .  
3 1 .  Id. 

32. Id. Art. 1 1 .  
33. Id. Art. 5. 
34. Id. Art. 1 1 . 
35.  First Banking Directive, supra note 9, Art. 3(4).  
36.  Second Banking Directive, supra note 7, Art. 13 (2) .  
37 .  Solvency Ratio Directive, supra note 1 1 , Arts. 3( 7), 1 0. 
38. Second Banking Directive, supra note 7, Art. 9. 
39. E.C. Treaty, supra note 2 ,  Art. 38.  
40.  Second Banking Directive, supra note 7, Art. 9 .  
4 1 .  Id. Art. 9( 3) .  
42. Id. Art. 9(4) .  
43. Id. 

44. !d. Art. 43(2) .  
45. General Agreement on Trade in Services, in The Final Act Embodying the Results of 

the Uruguay Round of Multilateral Trade Negotiations, Part II ,  Annex 1 B  ( December 1 5, 
1 993) .  The General Agreement on Trade in Services is reprinted herein as Appendix I( 1 ). 

46. Annex on Financial Services, i11 The Final Act Embodying the Results of the Uruguay 
Round of Multilateral Trade Negotiations, supra note 45, Part I I ,  Annex 18,  at 29. The 
Annex on Financial Services, as part of the General Agreement on Trade in Services, can be 
found herein on Appendix I (  1 ) .  
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47. Organization for Economic Cooperation and Dc:vdopmc:nt, Code of LibernliZRtion of 
Capital Movemmts ( Novc:mbc:r 1990); OECD, Code of Liberalizatio11 of Currmt I11visible 
Transactions (March 1992 ) .  

48 .  E.  C. Trc:aty, supra note 2 ,  Art. 73b. 
49. Id. 
50. Id. Art. 73c . 
5 1 .  See supra note: 1 1 . 
52. Council Directive: 92/30 of6 April 1992 on the: Supervision of Crc:dit Institutions on 

a Consolidated Basis, 1992 0.].  (L 1 1 0)  52, as corrc:ctc:d 1 992 O . J .  (L 280) 54, reprinted i11 
3 Currmt Legal Issues Affecting Central Banks 431 ( Robc:rt C. Effros c:d., 1995 ); Council 
Directive: 86/635 of 8 Dc:cc:mbc:r 1 986 on the: Annual Accounts and Consolidated Accounts 
of Banks and Othc:r Financial Institutions, 1986 O.J .  ( L  372) 1 ,  repri11ted in 3 Currmt Legal 
Issues Affecting Central Banks, supra, at 389; Council Directive: 92/ 1 2 1  of 2 1  Dc:cc:mbc:r 
1992 on the: Monitoring and Control of Large: Exposures of Credit I nstitutions, 1 993 O.J .  
(L 29) I ,  reprinted in 3 Current Legal Issues Affecting Central Banks, supra, at 444; Council 
Directive: 93/6 of 15 March 1 993 on the: Capital Adequacy of lnvc:stmc:nt Firms and Crc:dit 
Institutions, 1993 O.J .  (L 1 4 1 )  1 [hc:rc:inaftc:r Capital Adequacy Dirc:ctivc:], repri1zted i11 3 
Current Legal Issues Affecting Central Ba1zks, supra, at 497. 

53. Sc:cond Banking Directive:, supra note: 7, Art. 10. 
54. Id. Art. 1 1 .  
55 .  Id. Art. 1 2 .  
56. I d. Art. 1 3( 2 ). 
57. Solvency Ratio Directive:, supra note: 1 1 ; Capital Adequacy Dirc:ctivc:, mpra note: 52. 
58. See, e.g., Act on the: Supervision of the: Crc:dit Systc:m, 1 992, as amc:nded, § 24, 

Staatsblad 1 992, No. 722 ( :Kc:thc:rlands).  
59. Sc:cond Banking Directive:, supra note: 7, Arts. 1 ,  1 1 (  I ) . 
60. Id. Art. 1 .  
6 1 .  I d. Art. 1 2( 1 ) .  
62 .  Id. Art. 12 (2 ) .  
63 .  Id. Art. 1 2 ( 3), (4 ) ,  (5 ) .  
64. Id. Art. 1 2(7) .  
65. Council Directive: 89/592 of 13  Novc:mbc:r 1989 Coordinating Regulations on Insidc:r 

Dealing, 1 989 O. J .  (L 334) 30. 
66. Sc:cond Banking Directive:, supra note: 7, Art. 1 3 .  
67. Id. Art. 1 3( 3 ) .  
68. Article: 52 of the: E.C.  Trc:aty, supra note: 2, provides: 

\Vi thin the: framework ofthc: provisions sc:t out be: low, restrictions on the trec:dom 
of c:stablishmc:nt of nationals of a mc:mbc:r-State in the: territory of another member­
state: shall be: abolished by progressive stagc:s in the: course: of the: transitional period. 
Such progressive: abolition shall also apply to restrictions on the: sc:tting up of agen­
cies, branches or subsidiaries by nationals of any membc:r-statc: c:stablishc:d in the: ter­
ritory of any mc:mber-statc:. 

Frc:c:dom of establishment shall include: the: right to take: up and pursue: activitic:s 
as sdf-c:mployed pc:rsons and to sc:t up and manage: undertakings, in particular com­
panies or firms within the: mc:aning of the: sc:cond paragraph of Article: 58, under the: 
conditions laid down for its own nationals by the: law of the: country whc:rc: such 
c:stablishmc:nt is c:ffc:ctc:d, subjc:ct to the: provisions of the: Chaptc:r rdating to capital. 

69. Id. Art. 57. 
70. See the: Insurance Cases: Case 205/84, Commission v. Gc:rmany, 1986 E.C.R. 3755; 

Case: 220/83, Commission v. France:, 1 986 E.C.R- 3663; Case: 252/83, Commission v. 
Denmark, 1 986 E.C.R. 3 7 1 3; Case: 206/84, Commission v. Irdand, 1 986 E.C.R. 38 1 7 .  

7 1 .  See Wc:bb and Van Wc:sc:mad, supra note: 1 4 .  
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72. Case: 120/78, Cassis de: Dijon, E.C.R. 649. 
73. See case law and secondary legislation adopted under E.C. Treaty, supra note 2, Arts. 30 

et seq. and 59 et seq. 

74. Second Banking Directive, supra note 7, Art. 19. 
75. First Banking Directive, supra note 9, Art. 3. 
76. Second Banking Directive, supra note 7, Art. 19. 
77. Id. Art. 19(3).  
78. Id. Art. 20. 
79. Id. Art. 7. 
80. First Banking Directive, supra note 9, Art. 7, as amended by Article 14( 1 )  of the 

Second Banking Directive, supra note 7. 
8 1 .  First Banking Directive, supra note 9, Art. 12 .  
82 .  Id. Art. 7 
83. See id. Art. 12 .  
84. E .  C. Treaty, supra note 2,  Art. 1 09f. 
85. Id. Art 105(6) .  
86. See supra note 1 1 . 
87. Council Directive 92/30, supra note 52. 
88. Council Directive 92/1 2 1 ,  supra note 52. 
89. Council Directive 94/19 of 30 May 1 994 on Deposit-Guarantee Schemes, 1994 O.J. 

(L 135 )  5, reprinted herein as Appendix III ( 1 ) . 
90. Capital Adequacy Directive, supra note 52. 
9 1 .  Inquiry into the Supervision of the Bank of Credit and Commerce International (The 

Right Honorable Lord Justice Bingham, chairman, October 22, 1992 ) .  
92 . E. C. Treaty, supra note 2, Art. 1 89b. 
93. Council Directive 95/26 of June 29, 1995, Art. 2(2)  1995 O.J. (L 1 68 )  7 [hereinafter 

Post-BCCI Directive] .  The Post-BCCI Directive, as this directive is commonly named, was 
adopted after this chapter was written. References in these endnotes are to the text of the 
directive as adopted. 

94. See id. Art. 2(2) .  
95. First Banking Directive, supra note 9, Art. 8( 1 ) (c) .  
96.  The final sentence of Article 6(  1 )  of the Post-BCCI Directive provides that this date 

shall be July 18, 1996. 
97. See Post-BCCI Directive, supra note 92, Art.3. 
98. Second Banking Directive, supra note 7, Preamble. 
99. Post-BCCI Directive, supra note 92, Art. 4. 
1 00. Id. Art. 5 .  
1 0 1 .  Solvency Ratio Directive, supra note 1 1 , Art. 3( 4 ). 
1 02. See, e.g., Case 33/74, Van Binsbergen, 1974 E.C.R. 1299, confinm:d by Case 

C- 1 48/9 1 ,  Verenigeng Veronica Omroep Organisatie/Commissariaat voor de Media, 

Proceedings of the Court of Justice and the Court of First Instance of the European 
Communities, No. 04-93. 

Chapter 7, "Banking Law Devdopments in the European Union: Deposit Insurance and 
Money-Laundering Initiatives" ( Clarotti) 

1 .  First Council Dirc:ctive 77/780 of 12 December 1977 on the Coordination of Laws, 
Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of the: 
Business of Credit Institutions, Art. 1 ,  1 977 Official Journal of thc: Europc:an Communitic:s 
[0.] . ]  (L 322 ) 30, reprinted in 2 Current Legal Issues Affecting Central Banks 25 1 
(Robert C. Effros c:d., 1 994). 

2 .  I d. Recitals. 
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3. Second Council Directive 89/646 of 1 5  December 1989 on the Coordination of Laws, 
Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of the: 
Business of Credit Institutions and Amending Directive: 77 /780/EEC, 1989 O.J. ( L  386) 1 
[hereinafter Second Banking Directive), reprinted in 2 Current Legal Issues Affecting Central 
Banks, supra note 1 ,  at 264. 

4.  Council Directive 89/647 of 1 8  December 1 989 on a Solvency Ratio for Credit 
Institutions, 1989 O.J. ( L  386) 14, reprinted in 2 Current Legal Issues Affecting Central 
Banks, supra note 1 ,  at 297. 

5. See Treaty Establishing the European Community, February 7, 1992, as amended by the 
Treaty on European Union, February 7, 1992, 1992 O.J. (C 224) 1 [hereinafter E.C. 
Treaty],  Title: I I I ,  Chapter 3 (titled "Services"). 

6. Council Directive: 88/361 of24 June 1988 for the Implc::mentation of Article 67 of the: 
Treaty, 1988 O.J. ( L  1 78 )  5; Second Banking Directive, supra note 3. 

7. The Agreement on the: European Economic Area was signed on May 2, 1992 and 
entered into force on January 1 , 1994. 

8 .  Council Directive 94/19 of 30 May 1994 on Deposit-Guarantee Schc::mc::s, 1994 O.J. 
(L 1 35)  5, reprinted herein as Appendix III ( 1 ) . 

9. Council Directive 9 1 /308 of 1 0  June 199 1  on Prevention of the Usc: of the Financial 
System for the Purpose of Money Laundering, 199 1  O.J. (L 1 66) 77 [hereinafter Money­
Laundering Directive], reprinted in 3 Current Legal Issues Affecting Cmtral Ba11ks 420 
( Robert C. Effros c:d., 1995 ). 

1 0. Commission Recommc:ndation 87/63 of 22 Dc:cc::mbc::r 1986 Concc:ming the: 
Introduction of Dc:posit-Guarantc:c:: Schc:mc:s in the: Community, reprinted i11 1 Fina11cial 
Services and EEC Law Part I I I .C.26 (Martijn van Empd ed., 1994 ). 

1 1 . Id. paragraph 3. 
12 .  Id. paragraph l .  

1 3 . Id. Recitals. 
14 .  Id. 
1 5 . Proposal for a Council Directive on Deposit-Guarantc:e Schc:mc:s, 1992 0.]. (C 163 )  6. 
1 6. Lov on en indskydergarantifond, October 28, 1987. 
1 7. The "Fondo lnterbancario di Tutda dei Depositi" was approved on Novembc:r 4, 

1987 by the: Gc:nc:ral Assembly of the mc:mber banks. 
1 8 .  Banking Act, Chaptc:r 5 (deposit protection), July 12,  1989. 
19. The Systeme de: garantie des dC:pbts was approved on October 2, 1989 by the General 

Assembly of the Association pour Ia garantie des dC:pbts. 
20. Law No. 2324 of ]uly 1 7, 1995. 
2 1 .  Decree-law No. 246/95 of September 19, 1995. 
22. Proposed Directive, supra note 1 5 .  
2 3 .  Twc:nty-fifth mec:ting (of November 1 6 ,  1989) of the: Banking Advisory Committee 

( text not available:: without prior approval of the Committee). 
24. Proposc:d Directive:, supra note: 1 5 ,  Art. 4( 1 ). 
25. Id. Art. 4(4). 
26. Id. Art. 1 .  
27. Id. Art. 7(2). 
28. Id. Annex (list of deposits rc:ferrc:d to in Art. 4(2). 
29. I d. Art. 2( 1 ), first sentence. 
30. I d. Art. 2( 1 ), second sc:ntc:ncc:. 
3 1 .  Id. Art. 2(2) .  
32. Proposal for a Council Directive on Dc:posit-Guarantee Schc:mc:s, Art. 4, 1992 O.J .  

(C 163) 6, as amc:ndc::d, 1993 O.J. (C 1 78 )  14.  
33.  Id. Art. 2 .  
34. Id. Art. 7. 
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3 5 .  Common Position adopted by the Council on October 25, 1993, Art. 4( 1 ) ,  first sen-
tence. See 1993 O.J. 9(C 3 14)  l .  

36. Common position, supra note 35, Art. 4( 1 ), second sentence. 
37. E.C. Treaty, supra note 5, Art. 1 89b. 
38. Council Directive 94/19, supra note 8 .  
39. Drug Trafficking Offenses Act, 1986, Chapter 3 2 ;  Criminal Justice (Scotland) Act, 

1987, Chapter 4 1 ;  Criminal Justice Act, 1988, Chapter 33; Prevention of Terrorism 
(Temporary Provisions) Act, 1989, Chapter 4; Criminal Justice ( International Co-Operation) 
Act, 1990, Chapter 5; Northern Ireland (Emergency Provisions) Act, 1 99 1 ,  Chapter 24; 
Criminal Justice Act, 1993, Chapter 36; Money-Laundering Regulations, 1993, Statutory 
Instruments 1993, No. 1933. 

40. United Nations Convention Against Il licit Traffic in Narcotic Drugs and Psychotropic 
Substances, December 19, 1988 [hereinafter Vienna Convention], reprinted i11 2 Current 
Legal Issues Affecting Central Banks, supra note 1 ,  at 375. 

4 1 .  Basle Committee on Banking Regulations and Supervisory Practices, Statement on 
Prevention of Criminal Use of the Banking System for the Purpose of Money Laundering 
( December 1988) [hereinafter Basle Statement of Principles], reprinted in 2 Current Legal 
lSSlw Affecting Central Banks, supra note 1 ,  at 327. 

42. See Michael F. Zeldin, Money Laundering: Legal Issues, reprinted in 2 Current Legal 
lswfs Affecting Central Banks, supra note 1 ,  at 209, 2 19; Financial Action Task Force on 
Money Laundering, Report of February 6, 1 990, reprinted i11 2 Currmt Legal Issues Ajfecti11g 
Cmtral Ba11ks, mpra note 1 ,  at 350. 

43. Money-Laundering Directive, supra note 9. 
44. See Fletcher N. Baldwin, Jr. & Robert J. Munro, Europea11 Community 4 ( February 

1993 ), i11 bztemati01zal Mo1zey Laundering, Asset Forfeiture a1zd bzternational Financial 
O·imes ( 1 994 ) .  

45 .  Money-Laundering Directive, supra note 9,  Art. 16 .  
46 .  ld. Art. l .  
47. ld. Art. 12 .  
48 .  ld. Art. 1 3. 
49. ld. Art. l .  
50. Basle Statement of Principles, supra note 4 1 ;  Council of Europe Convention on 

Laundering, Search, Seizure and Confiscation of the Proceeds of Crime, September 8, 1990 
[hen:inafter Council of Europe Convention], reprinted in 2 Current Legal Issues Affecting 
Cmtral Ba11ks, supra note 1 ,  at 331 ;  Financial Action Task Force on Money Laundering, 
Report of February 6, 1 990, reprinted in 2 Current Legal Issues Affecting Central Banks, supra 
note I ,  at 350. 

5 1 .  Money-Laundering Directive, supra note 9, Art. 3(2) .  
52. ld. Art. 3(5) .  
53.  ld. Art. 4 .  
54.  ld. Art. 5 .  
55 .  ld. Art. 1 1 .  
56. I d. Recitals ( stating " [  w ]hereas ensuring that credit and financial institutions examine 

with special attention any transaction which they regard as particularly likely, by its nature, to 
be related to money laundering is necessary in order to preserve the soundness and integrity 
of the financial system as well as to contribute to combating this phenomenon; whereas to 
this end they should pay special attention to transactions with third countries which do not 
apply comparable standards against money laundering to those established by the Community 
or to other equivalent standards set out by international fora and endorsed by the 
Community. . . .  " ) .  

57. ld. Art. 6. 
58. Vienna Convention, supra note 40. 
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59. !d. Art. 6 .  
60. !d. Art. 1 1 ; Bank of England, Money Laundering: Guidtmce Notes for Ra11ks a11d Ruildill_lf 

Societies, Sc:ction V, "Rc:cognition of Suspicious Transactions." 
6 1 .  Vic:nna Convc:ntion, mpra note: 40, Art. 1 3 . 
62 . !d. Art. 1 1 .  
63. Financial Action Task Force: on Monc:y Laundc:ring, supra note: 50. 
64. !d. 

65. Statc:mc:nt by the: Rc:prc:sc:ntativc:s of the: Govc:rnmc:nts of the: Mc:mbc:r Statc:s Mc:c:ting 
within the: Council (annc:xc:d to the: Monc:y-Laundc:ring Dirc:ctivc:, supra note: 9) ;  Vic:nna 
Convc:ntion, supra note: 40; Council of Europe: Convc:ntion, supra note: 50. 

66. See supra note: 7. 
67. This chaptc:r is basc:d on a spc:c:ch made: by JosC: Luis Rorc:llc:, Principal Administrator 

in the: Europc:an Commission, at the: Conti:rc:ncc: on Monc:y Laundc:ring hc:ld at the: Council 
of Europe: in Strasbourg on Sc:ptc:mbc:r 28-30, 1992. 

Chaptc:rs 6 and 7, Commc:nt ( Kc:y) 

1 .  See Sydnc:y J .  Kc:y, Is Natio11al Treatment Still Viable? U.S. Polic_v i11 Theor.v a11d Practice, 
5 Journal of lntc:rnational Banking Law 365 ( 1990); see also Robc:rt C. EtTros, Commmts 011 
"Re.qulatio11 of Foreig11 Ranks' E11try imo the United States tmder FRSEA: Implemmtati011 1111d 
lmplicatiom, " A Paper Presmted lry Deborah Rura11d, 24 Law & Policy in lntc:rnational 
Businc:ss 1 1 25 ( 1992). 

2 .  Gc:nc:ral Agrc:c:mc:nt on Trade: in Sc:rvicc:s, i11 The: Final Act Embodying the: Rc:sults of 
the: Uruguay Round ofMultilatc:ral Trade: Nc:gotiations ( Dc:cc:mbc:r 1 5 ,  1993 ), rcprimed 1Jcrf­
i1l as Appc:ndix I( I ); Organization fc1r Economic Coopc:ration and Dc:vdopmc:nt, Declaratio11 
on b1tematio1tal b1vestmmt a11d Mttlti11atio11al E11terprises, June: 2 1 ,  1976, 1 5  lntc:rnational 
Lc:gal Matc:rials 967 ( 1976) .  

3 .  See Sydnc:y J .  Kc:y, Mutual Recog11itio11: bttegratimt of tbe Fi11a11cial Sector i11 tbe 
Europea11 Commtmity, 75 Fc:dc:ral Rc:sc:rvc: Bullc:tin 591 ( 1989 ) .  

4. Sc:cond Council Dirc:ctivc: 89/646 of 15 Dc:cc:mbc:r 1989 on the: C<xlrdination of Laws, 
Rc:gulations and Administrative: Provisions Rc:lating to the: Taking Up and Pursuit of the: 
Businc:ss ofCrc:dit Institutions and Amc:nding Dirc:ctivc: 77 /780/EEC, 1989 Official journal 
of the: Europc:an Community [O.J . ]  (L 386)  I ,  as corrc:ctc:d 1990 O.J. (L 83 )  128 and 1990 
0.) .  ( L 1 58 )  87, Art. 6 [hc:rc:inafi:c:r Sc:cond Banking Dirc:ctivc: ] ,  repri11ted i11 2 Currmt Lqral 
lssttcs Afficti1lll Central Ra11ks 25 1 ( Robc:rt C. Effros c:d., I 994 ) .  

5 .  ld. Art. 18,  Annc:x. 
6. See Sydnc:y J. Kc:y & Hal S. Scott, lntematio11al Trade i11 R1111ki11_11 Servias: A 

Cmtceptual Framework, Occasional Papc:rs 35, Group of Thirty ( 1991 ) .  
7. See Sc:cond Banking Dirc:ctivc:, supra note: 4, Art. 1 3. 
8. Forc:ign Bank Supervision Enhancc:mc:nt Act, Subtitle: A of Title: II of the: Fc:dc:ral 

Dc:posit Insurance: Corporation Improvc:mc:nt Act, Public Law No. 102-242, 105 Stat. 2236 
( 1991 ), repri11ted i11 3 Currmt Legal Issues Affecting Cmtral Ba11ks 58 7 ( Robc:rt C. Etlros 
c:d. ,  1995 ) .  

9 .  Basic: Committc:c: on  Banking Supc:rvision, Minimum Standards for the Supervisio11 of 
International Ranking Groups and Their Cross-Border Establishmmts ( 1992 ) ,  reprinted i11 3 
Currmt Legal Issues Affecting Central Ra11ks, supra note: 8, at 30 1 .  

10. !d. at 11 .2 .  
I I . Basic: Committc:c: on Banking Supc:rvision, Report on b1ternatim111l Co11vergmce of 

Capital Meamrement and Capital Standards (July 1988, as amc:ndc:d in 1992, 1994, and 
1995 ). The: Basic: Capital Accord is rc:printc:d in I Current Legal Issues Affecti1llf Cmtral 
Banks 487 (Robc:rt C. Effros c:d. ,  1992) .  The: 1992 amc:ndmc:nt is rc:printc:d in 3 Cttrrmt 
Legal Issues Affecting Central Banks, supra note: 8, at 296. Furthc:r amc:ndmc:nts arc: rc:print­
c:d hc:rc:in as Appc:ndix II( I I ). 
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12 .  The discussion of the Deposit-Guarantee Directive is based on the author's chapter 
Deposit-Guarantee Directive, in Banking and EC Law: Commentary (Martijn van Empel & 
Rc:nC: Smits eds., Supp. 3 August 1993) .  Council Directive 94/ 19 of 30 May 1994 on 
Deposit-Guarantee Schemes, 1994 0.]. ( L  1 35)  5, is reprinted herein as Appendix I I I ( 1 ) . 

1 3 . /d. Art. 4( 1 ). 
14 .  /d. Art. 7(4). 
15. /d. Art. 4(2). 
16.  /d. Art. 4(3), Annex I I .  
1 7. /d. Art. 4 (  1 ) .  
18 .  Action brought on 1 8  August 1 994 by the Federal Rc:public of  Germany against 

( 1 )  the European Parliament and (2)  the Council of the European Union. Case C-233/94, 
1994 0.]. (C 275) 20. 

19. /d. 

Chapter 8, �GATT and Its EtTect on Banking Services" ( O'Day) 

1 .  General Agreement on Trade in Services, in The Final Act Embodying the Rc:sults of 
the Uruguay Round of Multilateral Trade Negotiations ( December 1 5, 1 993), reprinted 
herein as Appendix I( I ) . 

2 .  /d. Art. XXIII .  
3 .  /d. Art. I I .  
4 .  /d. Arts. XXVIII( a);  see also id. Art. I (3) .  
5 .  /d. Art. I I .  
6 .  /d. Art. XVI. 
7. /d. Art. XVII .  
8 .  /d. Art. XX( 1 ) .  
9 .  /d. Art. XX(2).  
10. /d. Art. XXII I .  
1 1 .  /d. Art. XXIV. 
12.  See id. Art. I( 3)(b). 
13. /d. Annex on Financial Services. 
I4. /d. Art. I (2) ,  Annex on Financial Services, paragraph l . l .  

1 5 .  Id. Art. XVII .  
16.  /d. Annex on Financial Services, paragraph 1 .2. 
I 7. /d. Annex on Financial Services, paragraph 2 . 1 .  
18 .  /d. 
I 9. /d. Annex on Financial Services, paragraph 3 .  
20. See 56 Federal Register 30036 ( July 1 ,  199 1 )  (codified in 1 7  C.F.R. Parts 200, 201,  

210, 229, 230, 239, 240, 249, 260, and 269). 
2 1 .  Understanding on Commitments in Financial Services (undated), reprinted herein as 

Appendix I( I a). 
22. I d. paragraph I .  
23. /d. 
24. /d. paragraphs 3, 4.  
25.  /d. paragraph 7.  
26.  /d. paragraph 8.  
27.  See The Fair Trade in Financial Services Act of 1995, H.R. 19, 1 04th Congress, 1 st 

Session ( 1995). 

Chapter 8, Comment ( Muench) 

I .  Gc:neral Agreement on Trade in Services, in The Final Act Embodying the Results of 
the: Uruguay Round of Multilateral Trade Negotiations ( December 1 5, 1 993),  reprinted 
herei�1 as Appendix I( 1 ) .  
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2 .  ld. Annex o n  Financial Services, paragraph 2 . 1 .  
3 .  Id. 
4. Id. 
5 .  Understanding on Commitments in Financial Services ( undated ), reprinted herein as 

Appendix I( 1a ) .  
6. 1 9  U.S.C. § 2902(e)  ( 1994) .  
7. See William Drozdiak, Historic Trade Pact Signed, but Global Tensions Persist, Washington 

Post, April 1 6, 1994. 

Chapter 9, "The Implications of NAFTA for Central Banks" ( Palzer) 

I .  North American Free Trade Agreement, December 8, 1 1 , 14 ,  and 1 7 ,  1 992 , Canada­
Mexico-U.S. [hereinafter NAFTA], reprinted in 32 International Legal Materials 605 
( 1 993) .  Selected provisions of NAFTA are reprinted herein as Appendix 1 (2) .  

For a description of how NAFTA will affect banks in the United States and Canada, see 
Karen MacAllister, Note: NAFTA: How the Banks in the United States and Mexico Will 
Respond, 1 7  Houston Journal of lnternational Law 273 ( 1 994 ) .  

2 .  Office of  the United States Trade Representative, Statemmt of Administrative Acti011: 
The North American Free Trade Agreement Act 163- 1 72 ( 1 993).  

3 .  See NAFTA, supra note 1,  Art. 1416 .  
4.  Id. 
5 .  Id. 
6. General Agreement on Trade in Services, in The Final Act Embodying the Results of 

the Uruguay Round of Multilateral Trade Negotiations ( December 1 5 ,  1 993 ) , reprimed 
herein as Appendix I( 1 ) .  

7. See supra Kathleen O'Day, GATT and Its Effect on Banking Services (Chapter 8 ) .  
8 .  NAFTA, supra note 1 ,  Art. 1 405.  
9. Id. Art. 1 404. 
10. Id. Art. 1 406. 
1 1 .  Id. Art. 1 407. 
1 2 .  Id. Art. 1 408. 
1 3 .  Id. Art. 1 405.  
14 .  Id. Art. 1 405( 5) .  
15 .  Id. Art. 1 404. 
16. Id. Art. 1 406. 
1 7 .  ld. Art. 1 407. 
18. Id. Art. 1 407( 1 ) . 
19 .  ld. Art. 1 408(2).  
20. Id. Art. 1 408. 
2 1 .  Id. Art. 1 408(2). 
22.  Id. Art. 1 408( 1 ) . 
23 .  Id. Art. 1 4 1 1 .  
24. Id. Arts. 1 1 09, 1 401 . 
25 .  Id. Art. 1 1 10.  
26. I d.  Art. 1 4 1 1 (  1 ) .  
27. Id. Art. 1 4 1 1 (4). 
28 .  Id. Arts. 1 1 09, 1401 . 
29. ld. Art. 1 1 10.  
30.  Id. Arts. 1 1 1 5-38, 1 40 1 (2) .  
3 1 .  Id. Art. 1 1 1 0(2) .  
32. See id. Art. 1 409. 
33. ld. Art. 1410 .  
34 .  Id. Art. 1 4 1 0( 1 ). 
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35 .  Id. Art. 1 4 1 0( 2 ) .  
36. Id. Art. l 4 1 0( 1 ) . 
37. Id. Art. 1 4 1 0( 2 ) .  
3 8 .  Id. Art. 1 4 1 0(4) .  
39 .  Id. Arts. 1 40 1 ( 3 )(a ) ,  1 4 10(3 ) .  
40 .  Id. Chapter 1 1 ,  Chapter 20,  and Arts. 1 4 1 2- 1 5 .  
4 1 .  General Agreement o n  Trade in Services, supra note 6 ,  Art. XXI I I .  
4 2 .  KAFTA, supra note l , Arts. l 4 1 4 , 2 0 1 0( 1 ) . 
43. Id. Art. 1 4 14(4) .  
44 .  ld. Art. 2006. 
45. Id. Art. 2007. 
46. Id. Art. 2008.  
47.  ld. Art.  2019 .  
48.  ld. Arts. 1 1 09, 1 1 1 0, 1 40 1 . 
49. See The Bank Act, Statutes of Canada, Chapter B - 1 .0 1 ( 1 993);  Lc:y de Instituciones 

de CrC:dito, Diario Oticial de Ia Federacion, July 1 8 ,  1 990. 
50. The Glass-Steagall Act is composed of sections 1 6, 20, 2 1 ,  and 32 of the Banking 

Act of 1933 (Act of June 1 6, 1933, Chapter 89, 48 Stat. 1 62 ) ,  codified at 1 2  U.S .C.  §§ 
24(Seventh), 78, and 377-378 . The Bank Holding Company Act of 1956, 70 Stat. 1 33,  is 
coditied at 12 U .S.C. § 1 84 1  et seq. ( 1 994) .  

5 1 .  Under the Interstate Banking and Branching Efficiency Act, Public Law No. 
103-328, 1 08 Stat. 2338 ( 1 994), the Federal Reserve is authorized to approve an applica­
tion by a bank holding company to acquire a bank in any state without regard to whether 
this is prohibited under state law. This authority is subject to certain limitations, including 
a concentration limit that restricts the percentage of deposits that a banking organization 
controls on a national and state basis. 

The law also authorizes the federal banking authorities to approve mergers between 
banks with different home states without regard to whether this is prohibited under state 
law ( subject to a state option described below). Certain restrictions on branching acquisi­
tions and mergers apply. The law authorizes either the acquisition of a bank in another state 
or, if a state expressly permits, an acquisition of a single branch without the rest of the bank. 
States may opt out of interstate mergers before June 1 ,  1 997 ( although not in respect of 
distressed banks) .  In addition, the law permits ti:deral regulators to authorize banks to open 
new branches across state lines if the receiving state permits this. See gmeralZv M urray A. 
Indick & Satish M. Kini, The Interstate Banking and Branching Effi.cienc_v Act: New Options, 
New Problems, 1 1 2 Banking Law Journal 1 00 ( 1 995 ) .  

5 2 .  Interstate Banking and Branching Efficiency Act, supra note 5 1 ;  NAFTA, supra 
note ! , Art. 1 403( 3 ) .  

53 .  NAFTA, supra note I ,  Art. 1404(4),  Annex 1 404.4. 
54. I d. Annex VII ,  Schedule of Mexico, Section B. 
55. See id. 
56. ld. Annex 1 4 1 3 .6, Section B .  
5 7 .  ld. Art. 2 1 04 .  
5 8 .  International Monetary Fund, Articles o f  Agreement, Art. VII I , § 2(a)  ( April 1 993 ) 

(providing �[s]ubject to the provisions of Article VII ,  Section 3(b) and Article XIV, Section 
2, no member shall, without the approval of the Fund, impose restrictions on the making 
of payments and transti:rs ti:>r current international transactions .") .  

59. See id. Art. VI, § 3 (providing �[m]embers may exercise such controls as  are neces­
sary to regulate international capital movements, but no member may exercise these con· 
trois in a manner which will restrict payments ti:>r current transactions or which will unduly 
delay transti:rs of funds in settlement of commitments, except as provided in Article VII,  
Section 3(b) and in Article XIV, Section 2 . " ) .  
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60. NAFTA, supra note: 1 ,  Art. 2 104. 

6 1 .  ld. Art. 2 1 04( 5)(a),  (6)(a) .  

62. ld. Art. 2 1 04( 5)(b) . 
63. ld. Art. 2 1 04(3) .  
64.  ld. Art. 2 1 04(2)(a) .  
65 .  Id. Art. 2 1 04(3)(d) .  
66.  ld. Art. 2 1 04(2 )(b),  (c ) .  

67 .  ld. Art. 2 1 04(5)(d) .  
68.  Giuseppe: Schiavone:, International Organizations: A Dictionar_v and Director_v 39 

( 3d c:d.  1 992) .  
APEC has rapidly c:volvc:d from an "informal process� to the: leading inter· 
govc:rnmc:ntal forum for c:conomic cooperation in the: Asia-Pacific rc:gion, 
currently including 1 5  nations as full mc:mbc:rs. 

69. Tratado para Ia Constitucion de: un Mercado Comun c:ntrc: Ia Republica Argentina, 
Ia Republica Fc:dc:rativa dd Brasil, Ia Republica del Paraguay y Ia Republic Oriental dc:l 
Uruguay [Treaty of Asuncion], March 26, 1 99 1 ,  Argentina-Brazil-Paraguay-Uruguay, 
reprinted i11 30 lntc:rnational Lc:gal Materials 1 04 1  ( 1 99 1 )  (creating a common market 
known as MERCOSUR bc:twc:c:n Argentina, Brazil, Paraguay, and Uruguay). 

Chapter 9, Comment ( Kozolchyk) 

1 .  North American Frc:c: Trade: Agrc:c:mc:nt, Decc:mbc:r 8, 1 1 ,  14 ,  and 1 7, 1 992, Canada­
Mexico-U.S. [ hc:rc:inafi:c:r NAFTA], Art. 1405, reprinted in 32 lntc:rnational Lc:gal Materials 
605 ( 1 993).  Sc:lc:ctc:d provisions of NAFTA arc: rc:printc:d in Appendix 1 (2) .  

2 .  Id. Annc:x VII ,  Schedule: of Mexico, Section A ( providing "Mc:asurc:s: Lc_v para 
Regular las Agrupaciones Financieras, Articulo 18 a11d Ley de Institzuiones de Crcdito, 
Articulos 1 1  and 15. Description : Aggregate: forc:ign invc:stmc:nts in holding companies and 
in commercial banks arc: limited to 30 pc:rcc:nt of common stock capital ( capital ordi1mrio). 
Thc:sc: pc:rcc:ntagc: limits do not apply to investments in foreign financial affiliates as such 
tc:rm is defined in, and subject to tc:rms and conditions undc:r, sections B and C of this 
Schedule:.") 

3 .  See Lc:y de: lnstitucionc:s de: CrC:dito de: 18 de: Julio de: 1 990 as amc:ndc:d by Dc:crc:to 
de: 1 5  de: Febrero de: I 995 (que: rc:forma, adiciona y dc:roga diversas disposicionc:s de: Ia Lc:y 

Para Regular Agrupacionc:s Financic:ras, de: Ia Lc:y de: Institucionc:s de: CrC:dito y de: Ia Lc:y de: 
Mercado de: Valorc:s, Art. 1 7, paragraph VII ( July 1 8 ,  1 990) ) .  Paragraph VII c:xc:mpts ti>r· 
c:ign financial institutions and subsidiary holding companies from the: prohibition of acquir­
ing more: than 5 pc:rcc:nt of the: shares of stock of any type: issued by Mexican universal 
banks. Nc:vc:rthc:lc:ss, thc:sc: acquisitions must be: done: in compliance: with the: programs 
approved by the: Ministry of Finance: and Public Credit, with the: purpose: of transti>rming 
the universal banking institution in question into a subsidiary of the ti.m:ign holding com­
pany. The: upper limit of allowable: acquisitions is set forth in subparagraph 2 of section VI I ;  
the: total nc:t acquisition cannot excc:c:d 6 pc:rcc:nt of  the: net aggregate value: of  all of  the uni­
vc:rsal banking institutions in Mexico. This 6 pc:rcc:nt limitation in c:tli:ct prc:vc:nts the: acqui­
sition of any of Mexico's three largest banks-Banamc:x, Bancomc:r, and Sc:rfin. 

4.  See NAFTA, supra note: 1 ,  Annc:x VII, Schedule: of Me: xi co, Sections A, B ,  C. 

Chapter 10, "Banking Law Dc:vc:lopmc:nts in Latin America" (Guardia) 

1 .  See Hernan Felipe: Errazuriz, Legal Aspects of Eco11omic Reform i11 Latin America: T11e 
Case of Chile, 3 Currmt Legal Issues Affecting Central Banks 129 ( Robc:rt C. Effros c:d . ,  
1 995 ) .  

2 .  Constitutional Organic Act ofthc: Central Bank of Chile:, Art. 3 ,  Official Gazette: Law 
Ko. 1 8 ,840 (March 1 0, 1990), as amc:ndc:d by Law No. 1 8 ,901 ( January 6, 1990) and Law 
No. 1 8,970 ( October 1 0, 1 989). 



9 1 8  • Notes to pages 161-166 

3. Ley del Banco Central de Ia Republica Argentina, Law No. 1 93 of 199 1 ,  Art. 3 
( November 6, 1 99 1 ) . 

4. Ley Organica del Banco de Ia Republica, Law No. 3 1  of 1992, Art. 2 ( December 29, 
1 992).  

5 .  Carta Organica del Banco Central del Uruguay, Law No. 1 6 .696, Art. 3 ( March 
1 995) .  

6. Id. Art. 4.  
7. Constitution of the Republic of Chile, Arts. 97,  98, reprinted in IV Constitutions of 

the Countries of the World (Albert P. Blaustein & Gisbert H .  Flanz eds., 1 994) .  
8 .  Constitutional Organic Act of  the Central Bank of Chile, supra note 2 ,  Art. 7 .  
9. Id. 
10.  Id. Art. 1 7. 
1 1 .  Ley del Banco Central de Ia Republica Argentina, supra note 3, Art. 7. 
12 .  ld. Art. 3 .  
1 3 .  Id. Art. 9. 
14. Constitucibn Politica de los Estados Unidos Mexicanos [Constitution],  Art. 28 .  
15 .  Id. 
16 .  Constitutional Organic Act of the Central Bank of Chile, mpra note 2, Art. 4; Ley 

del Banco Central de Ia Republica Argentina, supra note 3, Art. 10( i ) ;  Ley Organica del 
Banco de Ia Republica, supra note 4, Art. 5 .  

1 7 . Constitutional Organic Act o f  the Central Bank o f  Chile, supra note 2, Art. 27. 
18. Ley del Banco Central de Ia Republica Argentina, supra note 3,  Art. 19. 
19.  Id. Art. 20. 
20. Ley del Banco Central de Venezuela de 4 de diciembre 1 992, Art. 55 .  
2 1 .  Id. Art. 54. 
22. Constitutional Organic Act of the Central Bank of Chile, supra note 2, Art. 35 .  
23.  Ley del Banco Central de Ia  Republica Argentina, supra note 3, Art. 14(d) .  
24.  Carta Organica del  Banco Central del Uruguay, supra note 5 ,  Art. 39. 
25. Constitution of the Republic of Costa Rica, Art. 1 2 1 ,  § 1 7, reprinted in IV 

Constitutions of the Countries of the World (Albert P. Blaustein & Gisbert H.  Flanz eds . ,  
1 994) .  

26 .  Ley del Banco Central de  Venezuela, supra note 20,  Art. 92. 
27. Ley del Banco Central de Ia Republica Argentina, supra note 3, Art. 29. 
28.  The Ley de Convertibilidad del Austral [ Law on the Convertibility of the Austral] ,  

Law No.  23,  928 of March 27,  1 99 1  ( published March 28,  1 99 1  ), provides, in part: 
A rticle 1. The austral is hereby declared convertible with the U.S.  dollar effec­
tive April 1, 199 1 ,  at a selling rate ofaustrals ten thousand (A 10,000) per dol­
lar, under the terms established in this law. 
A rticle 2. The Central Bank of the Argentine Republic shall sell foreign 
exchange upon request for conversion transactions at the rate stipulated in the 
preceding article, and it shall withdraw from circulation those australs received 

in exchange. 
Article 3. The Central Bank of the Argentine Republic may buy foreign 
exchange at market prices with its own resources, on behalf and by order of the 
National Government, or by issuing the australs needed for this purpose. 
A rticle 4. The freely usable reserves of the Central Bank of the Argentine 
Republic in gold and foreign currencies shall at all times be equivalent to at least 
one hundred percent ( 1 00%) of the monetary base. When reserves are invested 
in deposits, other interest-bearing operations, or in domestic or foreign govern­
ment securities payable in gold, precious metals, U .S.  dollars, or other similarly 
sound currencies, such reserves shall be computed at market value for purposes 
of this law. 
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Article 5. The Central Bank of the Argentine Republic shall make the necessary 
changes to its balance sheet and accounting statements to reflect the amount, 
composition, and investment of the freely usable reserves, on the one hand, and 
the amount and composition of the monetary base, on the other hand. 
A rticle 6. The assets making up the reserves mentioned in the preceding article 
shall constitute: common backing (prenda comun) for the monetary base:, shall 
be: unattachable, and may not be: used for purposes other than those: prescribed 
in this law. The monetary base: in australs shall consist of currency in circulation 
plus financial institutions' demand deposits with the: Central Bank of the: 
Argentine Republic in current or special accounts. 

29. Constitutional Organic Act of the Central Bank of Chile, supra note: 2, Art. 39. 
30. Id. Arts. 39-52. 
3 1 .  Ley de Instituciones de Credito, Arts. 1 ,  49, Diario Oficial de Ia Fc:dc:raci6n ( July 1 8 ,  

1990). 

Chapter 10, Comment (Fddman) 

1 .  See Maxwell ] . Fry, The Fiscal Abuse of Central Ranks, International Monetary Fund 
Working Paper WP/93/58 ( July 1 993) .  

2 .  See Ernesto V. Fddman, Issues in Monetary Policy and Banking Regulation ( 1994) .  
3 .  See Carl-Johan Lindgren & Danid E. Duenas, Strengthening Central Ranks' Independence 

in Latin America ( 1994 ).  

Chapter l l A, "Report from the: Board of Governors of the Federal Reserve: System: 
Establishing Foreign Bank Offices in the: United States" ( Mattingly) 

1 .  Foreign Bank Supervision Enhancement Act, Subtitle A of Title I I  of the Federal 
Deposit Insurance: Corporation I mprovement Act, Public Law No. 1 02-242, §§ 201-2 1 5 ,  
1 O S  Stat. 2236, 2286-305 ( 1 99 1 ) [hereinafter FBSEA], reprinted in 3 Current Legal Issues 
Affecti'lg Central Banks 587 ( Robert C. Effros c:d., 1 995 ); see Deborah Burand, Regulation 
of Foreig'l Banks' Entry Into the United States 1mder the FBSEA: Implemmtation and 
Implications, 24 Law & Policy in International Business 1 089 ( 1 993 ); Robert C. EtTros, 
Comments on "Regulation of Foreign Banks' Entry into the United States under the FBSEA: 
Implementation and Implications, " A Paper Presented by Deborah Burand, 24 Law & Policy 
in International Business 1 1 25  ( 1 993 ) .  

2 .  FBSEA, supra note 1 .  
3 .  House Report No. 102-330, 1 02d Congress, 1 st Session, 1 05 ( 199 1  ) .  
4 .  International Banking Act § 4(a ) ,  1 2  U.S.C. § 3 1 02(b) ( 1 978) .  
5 .  FBSEA, supra note 1,  §§ 202-204. 
6. !d. § 203(a){ 1 ). 
7. 58 Federal Register 6348 ( 1 993) (codified at 1 2  Code of Fc:dc:ral Regulations parts 

2 1 1 , 225, 263, 265 ) .  
8 .  Id. at  6358 ( noting the interim rule was published at  5 7  Federal Register 1 2992 

( 1 992 ) ) .  
9. !d. at  6362 (amending 1 2  Code: of Federal Regulations §§ 2 1 1 .26 and 2 1 1 .28) .  
1 0. !d. at  6359-61 (amending 1 2  Code: of Federal Regulations § 2 1 1 .24 ).  
1 1 .  Id. at 6348. 
1 2 .  61 Federal Register 2899 ( 1996) (to be: codified at 1 2  Code: of Federal Regulations 

part 2 1 1 ) .  
13 .  Board of Governors of  the Federal Reserve System & Secretary of  the: Department of 

the Treasury, Capital Equivalency Report ( June 19,  1 992); see also Peter ]. Wallison, The 
Decline of National Treatment in U.S. Financial Services Trade Policy, in 3 Current Legal 
Issues Affecting Central Banks, supra. note 1 ,  at 1 75 .  
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14.  Basle Committee on Banking Supervision, International Convergence of Capital 
Measurement and Capital Standards ( July 1 988, as amended in 1 992, 1 994, and 1 995 ) .  
The Basle Capital Accord is reprinted i11 I Current Legal Issues Affecting Central Banks 487 
( Robert C. Effros ed., 1992 ) .  The 1 992 amendment is reprinted in 3 Current Legal Issues 
Affectitlg Cmtral Banks 296 ( Robert C .  Effros ed., 1 995 ) .  The 1 994 and 1 995 amend­
ments are reprinted herein as Appendix I I (  1 1 ) . 

1 5 .  U.S .  Department of the Treasury & Board of Governors of the Federal Reserve 
System, Subsidiary Requirement Study (undated) .  

16 .  58 Federal Register 5 1 3  ( 1 993 ) .  
17 .  58 Federal Register 1 1 992 ( 1 993)  ( final rule at  59 Federal Register 60703 ( 1994) 

( coditled at 12 Code of Federal Regulations part 346) ) .  
1 8 .  5 9  Federal Register 55026 ( 1 994 )( amending 1 2  Code o f  Federal Regulations part 

2 1 1  ) .  
19 .  Atmouncements-New Procedures For Processing Applications Filed By Foreign Banks, 79 

Federal Reserve Bulletin No. 5 ,  at 477 ( May 1993 ) .  
20 .  !d. 
2 1 .  FBSEA, mpra note I , § 202( a ) .  
22 .  !d. 
23.  !d. 
24. !d. 
25.  59 Federal Register 64 1 7 1  ( 1994 ) .  
26. !d. 
27. !d. 
28. See John Moscow, Th.- At�atom_v of a11 !t�tematiot�al Banki11g Scat�dal, i11 3 Currmt 

Lq1al Issues Affectit�g Cmtrnl Rat�ks, supra note I ,  at 257; William Ryback, The Work of the 
Bask Committee, i11 3 Currem Legal Ismes Affectit�g Cmtral Rat�ks, supra, at 263. 

29. FBSEA, supra note I , § 203(a) .  

Chapter 11 B, "Report from the Federal Deposit Insurance Corporation: National 
Deposit Insurance Has Worked to Promote Banking Stability" ( Rose, 
Bradley, and Stamp) 

I .  This paper was presented on May 1 3, 1994 by Thomas A. Rose; only his biography 
appears in the biographical sketches. 

2. Federal Deposit Insurance Corporation, Amwal Report 4 ( 1 992); FDIC, The First 
Fifty Yt·ars 4 ( 1984 ) .  

3 .  The OCC was formed as a bureau within the Department of the Treasury in 1 864. 12 
U .S.C.  § I  ( 1 994) .  

4.  The Office of Thriti: Supervision was timned in 1989 when the Federal Home Loan 
Bank Board and Federal Savings and Loan Insurance Corporation were abolished. The 
Resolution Trust Corporation was also formed at that time to resolve the crisis in the sav­
ings and loan institutions and is scheduled to transfer irs operations back to the FDIC on 
December 3 1 ,  1 995.  

5 .  Congress passed the Federal Reserve Act in 1913 to create the Federal Reserve System 
in response to the panic of 1907. The Federal Reserve's powers wen: greatly expanded dur­
ing the 1930s in response to the Great Depression. 

6. The FDIC was created as a part of the Banking Act of 1933.  12 U.S.C. § 1 8 1 1  
( 1 994 ) .  

7. See, e.g., The Need ti>r Major Consolidation and Overhaul of  the Bank Regulatory 
Agencies into a New and Independent Banking Structure: Hearings Before the Senate 
Comm. on Banking, Housing, and Urban Aftairs, 1 03d Congress, 2d Session ( 1 994 ) .  

8 .  The First Fifty Years, supra note 2,  a t  3-4. 
9.  12  c .s.c. § 1 8 1 1 ( 1 994) .  
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10 .  Economic Rc:cov.:ry Tax Act of 198 1 ,  Public Law No. 97-34, 95 Stat. 5 52 ( codific:d 
as amc:ndc:d at 26 U.S.C.)  

1 1 .  Tax Rdorm Act of 1986, Public Law No. 99-509, 1 00 Stat. 1 9 5 1  ( codific:d as 
amc:ndc:d in scattc:rc:d sc:ctions of26 U.S.C . ) .  

1 2 .  Dc:pository Institutions Dc:rc:gulation and Monc:tary Control Act of  1 980, Public 
Law No. 96-22 1 , 94 Stat. 142-145 ( 1980) .  

1 3 . Gam-St. Gc:rmain Dc:pository Institutions Act of 1982, Public Law No. 97-320, 96 
Stat. 1 469 ( 1 982 ) .  

14 .  Compc:titivc: Equality in Banking Act of 1 987, Public Law No. 1 00-86, 101 Stat. 
552 ( 1987). 

1 5 . FDIC, Ann11al Report 1 68 ( 1 993 ). 
1 6. Financial Institutions Rdi:mn, Rc:covc:ry, and Enfi>rcc:mc:nt Act of 1 989, Public Law 

No. 1 0 1 -73, 1 03 Stat. 1 8 3  ( 1 989 ). 
1 7. 12 U.S.C. § 1 8 1 5(c:)  ( 1 994 ) .  
18 .  Fc:dc:ral Dc:posit Insurance: Corporation Improvc:mc:nt Act of 1 99 1 ,  Public Law No. 

1 02-242, 1 05 Stat. 2236 ( 1 99 1 ) . 
19 .  !d. 
20. Omnibus Budgc:t Rc:conciliation Act of 1993, Public Law No. 1 03-66, § 300 1 ,  107 

Stat. 31  ( 1993 ) .  Sc:ction 300 1 (a )  providc:s: 
( a )  In Gc:nc:ral-Sc:ction l l (d)(  1 1 )  of the: Fc:dc:ral Dc:posit Insurance: Act ( 1 2  U.S .  C. § 
1 82 1  (d)(  1 1 ) )  is amc:ndc:d to rc:ad as t(>llows: 

� ( 1 1 )  Dc:positor prc:fc:rc:ncc:. 
(A) In genc:ral .  Subjc:ct to sc:ction 5(c:)(2)(C),  amounts rc:alizc:d from 
the: liquidation or othc:r resolution of any insurc:d dc:pository institu­
tion by any rc:cc:ivc:r appointc:d t(>r such institution shall be: distributed 
to pay claims ( other than secured claims to the extent of any such secu­
rity) in the: t(>llowing order of priority: 

( i )  Administrative c:xpenses of the recc:iver. 
( i i )  Any deposit liability of the institution. 

( ii i)  Any other general or senior liability of the: institution ( which is 
not a liability describc:d in clause (iv) or(v)) .  

( iv) Any obligation subordinated to depositors or gcnc:ral crc:ditors 
(which is not an obligation described in clause (v) ) .  

(v)  Any obligation to sharc:holders or members arising as  a rc:sult of 
their status as shareholders or mc:mbers ( including any deposi­
tory institution holding company or any shareholder or creditor 
of such company). 

( B )  Etl�ct on state law. 
( i) In general . The provisions of subparagraph (A) shall not super­
sede the law of any State c:xcept to the extent such law is inconsis­
tent with the provisions of such subparagraph, and then only to the 
extent of the inconsistency. 
( ii )  Procedure: t(>r determination of inconsistc:ncy. Upon the 
Corporation's own motion or upon the request of any person with a 
claim describc:d in subparagraph (A) or any State which is submitted 
to the Corporation in accordance with procc:dures which the 
Cor�x>ration shall prc:scribc:, the Corporation shall determine whethc:r 
any provision of the: law of any State is inconsistc:nt with any provi­
sion of subparagraph (A) and the extent of any such inconsistency. 
( ii i )  Judicial revic:w. The: tlnal determination of the Corporation 
under clause ( i i )  shall be: subjc:ct to judicial review under chapter 7 
of title 5, United States Code. 
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( C )  Accounting report. Any distribution by the Corporation in con­
nection with any claim described in subparagraph (A)(v) shall be 
accompanied by the accounting report required under paragraph 
( 1 5 )( B ) . "  

2 1 .  Under the Financial Institutions &form, Recovery, and Enforcement Act o f  1 989, 
supra note 1 6, commercial bank deposits are insured by the Bank Insurance Fund ( BIF) .  
Savings and loan deposits are insured by the Savings Association Insurance Fund ( SAIF). 
Both the BIF and the SAIF are administered by the FDIC. 

Chapter l lC, "&port from the Office of the Comptroller of the Currency: The Future 
of Bank Supervision" ( Bettauer) 

1 .  Since this presentation was given in 1 994, the OCC has furth.:r developed its super­
visory policies for risk management by national banks. In December 1 995, the OCC issued 
a booklet entitled Large Bank Supervision to provide guidance to examiners of national 
banks with total assets of $ 1  billion or more and to their national bank affiliates. The guid­
ance outlines the OCC's system of measuring and .:valuating nine categorit:s of risk inher­
t:nt in banking activitit:s: crt:dit, interest rate:, liquidity, price:, foreign c:xchange, transaction, 
compliance:, strategic, and rt:putation risks. As of Febuary 1 996, a similar, less-structurt:d 
system was bt:ing prepared to address risk management at community banks. 

2. In 1 994, the Riegle-Neal Interstate Banking and 11ranching Efficiency Act was enact­
ed. Public Law No. 1 03-328, 1 08 Stat. 2338 ( 1 994 ). It amended section 3( d) of the 11ank 
Holding Company Act and other statutory provisions and provides for interstate banking 
and branching, subject to certain conditions. !d. § 1 0 1  et seq. Until recently, pursuant to the 
McFadden Act, national banks were only permitted to branch intrastate to the extent that 
state banks were authorized by statute to open branch oftlces. Chapter 1 9 1 ,  § 7, 44 Stat. 
1228 ( 1 927);  Chapter 89, § 23, 48 Stat. 1 89, 190 ( 1933 ) .  Section 1 02 of the Riegle-Neal 
Interstate Banking and Branching Efficiency Act of 1994, supra, amended the McFadden 
Act and provides for interstate banking and branching by national banks, subject to certain 
conditions. 

Chapter 1 1 0, "Report from the Office: of Thrift Supervision" ( 11uck) 

1 .  David H. Enzel assisted Ms. Buck in the prt:paration of this chapter. 
2. General Enforcement Policy, OTS Regulatory Bulletin 1 8- l b, at 1 (April 18 ,  1 994) .  
3. 1 2  Code o f  Federal Regulations part 563b ( 1 995) .  
4 .  The Financial Institutions Reform, Rt:cov.:ry, and Entorcemt:nt Act of 1 989, Public 

Law No. 1 0 1-73, 1 03 Stat. 183 ( 1 989). 
5 .  The Ft:dt:ral Deposit Insurance: Corporation Improvt:mt:nt Act of 1 99 1 ,  Public Law 

No. 1 02-242, 1 05 Stat. 2236 ( 1 99 1 ) . 
6. General Enforcement Policy, supra note: 2, at 1 .  
7 .  See supra note 3 .  
8 .  3 9  Ft:deral &gister 9 142 ( 1 974 ) .  
9. See, e.g., 51 Federal &gister 40127 ( 1 986); 47 Ft:dt:ral Rt:gistt:r 1 9672 ( 1 982) .  
10.  Senate Bi l l  1 8 0 1 ,  1 03d Congress, 2d St:ssion ( 1 994) .  
1 1 .  See supra note 3 .  
12 .  59 Federal &gister 22725 ( 1994)( interim final rule amending 1 2  Code: of Ft:dt:ral 

&gulations part 563b); see also 59 Federal &gister 6 1 247 ( 1994 ) (final rule ) .  
1 3 . 59 Federal &gister at  22733-34 ( 1 994) ( amending 1 2  Code of Federal &gulations 

§ 563b.3(g)(4) ) .  
14.  Id. 
1 5 . !d. at 22733 ( amending 1 2  Code of Federal &gulations § 563b.3( c) (6) ) .  
1 6. Id. 
1 7 .  !d. at 22732 (amending 1 2  Code of Federal &gulations § 563b.2(a)( l9) ) .  
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1 8 .  !d. at 22735 ( amending 12 Code of Federal Regulations § 563b.S(d)(4)) .  
19 .  !d. at 22735 (amending 1 2  Code of Federal Regulations § 563b.7( f)(i i)) .  
20. !d. at 22725 (amending 1 2  Code of Federal Regulations § 563b. l0) .  
2 1 .  OTS, Moratorium on Mn;ger Conversions of Thrifts is Declared by OTS ( Press Release, 

January 3 1 ,  1994) .  
22. 59 Federal Register 22764 ( 1 994) ( proposed May 3, 1 994) ;  see also 59 Federal 

Register 6 1 247 ( 1 994 ) ( t1nal rule dated November 30, 1 994). 
23 .  Community Reinvestment Act of 1977, Public Law No. 95-1 28, Title VIII,  91 Stat. 

1 147 ( 1 997). 
24. See supra note 22. 
25. 12 Code of Federal Regulations § 563e.7 ( 1 995 ) .  
26.  Federal Deposit Insurance Corporation, Federal Reserve Board, Office of the 

Comptroller of the Currency, and Office of Thrift Supervision, Interagency Statement on 
Retail Sales of No11deposit Investment Products ( Feb. 1 5, I 994 ), reprinted i11 OCC, 
Handbook for National Ba11k Exami11ers (Temporary Insert, February 24, 1 994 ) .  

27.  /d. 
28.  !d. 
29. !d. 
30. 1 5  U.S.C. §§ 78c(a)( 4) - (5 }, 78o(a), 78o( b)( 8 )  ( 1994) .  
3 1 .  Investment Advisors Act of  1 940, Chapter 686, Title I I ,  54  Stat. 847 (current ver­

sion at I S  U .S.C. §§ 80b- l et seq. ) .  

Chapters l lA-D, Comment ( Baerst) 

1 .  See Jerry Knight, Remsen Backs Si11gle Bank Agency; Move to Streamline Regulation 

Draws Federal Reserve Oppositio11, The Washington Post, November 24, I 993, at D l ;  
Treamr_v Secretar_v Outlims Banking·Agmcy Consolidation; the Clinton Administratio11 Has 
Proposed a Mn;ger to Create a Si11gle Commission, The Orlando Sentinel, November 24, 
1993, at C l ;  see gmeralZv Claudia Cummins, Fed Girding to Fight Plan for a Single Ba11k 
Regulator, The American Banker, December 20, 1 993, at 1 ;  Robert M. Garsson, Rep. Leach 
Assails Plan to Merge the Reg11lators, The American Banker, December 1 7, 1 993, at 3; see 
also Regulatory Consolidation Act of 1 994, S .  1985,  1 03d Congress, 2d Session ( 1 994 ); see 
Bank Regulatory Consolidation and Reform Act of 1 995, H .R. 1 7, 1 04th Congress, l st 
Session ( 1 995 ); Regulatory Consolidation Act of 1 994, S. 1 985, I 03d Congress, 
2d Session ( 1994 ); Regulatory Consolidation Act of 1 993, H .R. 12 14, 1 03d Congress, 1 st 
Session ( 1 99 3) .  

2 .  William J .  McDonough, Rethi11ki11g the Str11cture and Regulation of Financial 
Services, in Federal Reserve Bank of New York, Ann11al Report 1 993, at 9. 

3. /d. 
4. Remarks by William M. Isaac, former chairman of the: Fc:dc:ral Deposit Insurance: 

Corporation, at a banking law conference held at The: Carlton Hotel, Washington, D.C., 
May 12, 1994; see also William M. Isaac, Comment: Banks May Be Giving Up the War lfThey 
Don't Win Im11rance Battle, The American Banker, January 1 3, 1 994 at 22. 

5 .  See herein Who Should Be the Banking Supervisors? (Chapters 1 8A-D); see also 3 
Current Legal Issues Afftcting Central Banks Introduction and Chapters I SA-C ( Robert C.  
Effros ed., 1 995 ).  

6 .  Treaty on European Union, February 7, 1 992, Official Journal of the European 
Communities [O.J . ]  (C 224) I .  

7.  26 U.S.C. § 40 l (k) ( l994) .  
8 .  U .S.  Department of  the Treasury & Board of  Governors of  the Federal Reserve 

System, Subsidiary Requirement Study ( undated); see Peter J. Wallison, The Decline of 
National Treatment in U.S. Financial Services Trade Policy, in 3 Current Legal Issues 
Affecting Central Banks, supra note 5 ,  at I 75.  
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9. Sc:natc: Bill 1 963, I 03d Congrc:ss, 2d Sc:ssion ( 1 994) was incorporatc:d into the: House: 
Bill 384 1 ,  I 03d Congrc:ss, 2d Sc:ssion ( 1994 ) ,  which bc:camc: the: H..ic:gk-:Nc:al lntc:rstatc: 
Banking and Branching Efficic:ncy Act of 1 994, Public Law No. 1 03-328, 1 08 Stat. 2338 
( 1 994).  

The: Ric:glc:-Nc:al lntc:rstatc: Banking and Branching Efficic:ncy Act, supra, amc:ndc:d the: 
Intc:rnational Banking Act of 1 978 ( 1 2  U .S .C.  § 3 1 03(a ) )  to provide: that a forc:ign bank 
may c:stablish a branch, agc:ncy, subsidiary bank, or subsidiary commc:rcial knding compa­
ny in a home: state: of the: Unitc:d Statc:s. !d. § 1 04 .  It may thc:n c:stablish branchc:s or agc:n­
cic:s in othc:r states. !d. Howc:vc:r, if the: Federal Rc:sc:rvc: Board or the Otlicc: of the: 
Comptrollc:r of the: Currc:ncy finds that the: capital rc:quirc:ments of the: foreign bank can be 
vc:ritled only if its banking activitic:s in the: United States are carric:d out in a domc:stic bank­
ing subsidiary in the Unitc:d States, the: Board or the: Comptrollc:r, as the: case: may be:, may 
require: the: t<>reign bank to c:stablish a domc:stic banking subsidiary in the: Unitc:d States. !d. 

I 0. Second Council Dirc:ctivc: 89/646 of 1 5  Dc:cc:mbc:r 1989 on the: C<x>rdination of 
Laws, Rc:gulations and Administrative: Provisions Rdating to the: Taking Up and Pursuit of 
the Busin.:ss of Crc:dit Institutions and Amc:nding Dirc:ctivc: 77 /780/EEC, 1 989 O . J .  
( L  386) I ,  a s  corrc:cted 1 990 0. J .  ( L  83)  1 2 8  and 1 990 0 .  J .  ( L  1 5 8 )  8 7 ,  rrprimcd in  2 
Currmt Legal Issues Affectillg Cmtral Banks 2 5 1  ( Robert C. Ett"ros ed . ,  1994 ) .  

Chapter 12, "Banking Ret<>rm in the: United Statc:s" ( Marks) 

1 .  Ric:gk-Nc:al lntc:rstatc: Banking and Branching Efficic:ncy Act of 1 994, Public Law No. 
1 03-328, 1 08 Stat. 2338 ( 1 994 ) [hc:rc:inaftc:r ! BRA] .  

2 .  Fair Trade: i n  Financial Sc:rvicc:s Act o f  1 995, H . R. 1 9, 104th Congrc:ss, 1 st S.:ssion 
( 1 995 );  National Trc:atmc:nt in Banking Act of 1 994, H .R. 4926, 1 03d Congrc:ss, 2d 
Sc:ssion ( 1 994); see Fair Trade: in Financial Sc:rvicc:s Act of 1 990, S. 2028 and H . R. 697, 
J O i st Congrc:ss, 2d Sc:ssion ( 1 990); see also Fair Trade: in Financial Sc:rvicc:s Act of 1 993,  
H . R. 3248 and H . R. 3565, 1 03d Congrc:ss, 1 st Session ( 1 993) ;  su h.-rei11 Kathkc:n O'Day, 
Tbt GA 7T and Its Ejfcct on Ba11ki11g Services ( Chaptc:r 8 ) .  

3 .  :National Treatmc:nt in Banking Act of 1994, H . R. 4926, 1 03d Congrc:ss, 2d Sc:ssion 
( 1 994) .  

4 .  General Agre.:mc:nt o n  Trade: i n  Sc:rvicc:s, ;,1 The: Final Act Embodying the: Rc:sults of 
the: Uruguay Round of Multilatc:ral Trade: Nc:gotiations ( Dccc:mbc:r 1 5 ,  1 993),  reprimed 
herei11 as Appc:ndix I (  1 ) .  

5 .  Robc:rt M .  Garsson, Ba11k Bra1uhi11lf WillS Admi11istratirm Backi11Jf, The: Amc:rican 
Bankc:r, Octobc:r 26, 1 993,  at 1 .  

6 .  I B  BA, supra note: 1 . 
7. See gmerall_v Murray A. Indick & Satish M. Kini, The Jm,·rstatc Ba11ki11JT m1d 

Bra11chi11g Efftcimcy Act: New Optiom, New Problems, 1 1 2 Banking Law Journal 1 00 
( 1 99 5 ) .  

8 .  Sc:cond Council Dirc:ctivc: 89/646 of 1 5  Dc:cc:mbc:r 1989 o n  the: Coordination of 
Laws, Rc:gulations and Administrative: Provisions Rdating ro the: Taking Up and Pursuit of 
the: Businc:ss of Crc:dit Institutions and Amending Dirc:ctivc: 77 /780/EEC, 1 989 Oftlcial 
Journal of the Europc:an Communitic:s (O.J . ]  ( L  386) 1 ,  as corrected 1 990 O.J. ( L 8 3 )  1 2 8  
and 1 990 O.J .  ( L 1 5 8 )  8 7 ,  reprinted i n  2 Current Legal Issues AJJecti11g Cmtral Ba11ks 2 5 1  
( Robc:rt C .  Effros .: d . ,  1 994).  

9 .  See Jc:rry Knight, Bmtsen Backs Single Ba11k Agmcy; Move to Streamli11e Regulation 
Draws Federal Reserve Opposition, The: Washington Post, Novc:mbc:r 24, 1 993, at D I ;  
Treasur_v Secretar_v Outlines Banking-Agency Consolidation; the Clinto11 Admi11istratio11 Has 
Proposed a Mn;ger to Create a Single Commission, The: Orlando Sc:ntind, Nm·c:mbc:r 24, 
1 993,  at C 1 ;  see generalZv Claudia Cummins, Fed Girding to Fight Plan for a Single Bank 
Regulator, The American Bankc:r, December 20, 1 993,  at 1 ;  Robc:rt M. Garsson, Rep. Leach 
Assails Pla11 to Merge the Regulators, The Amc:rican Bankc:r, Dc:cc:mbc:r 1 7, 1 993, at 3; see 
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also The: Bank Rc:gulatory Consolidation and Rc:form Act of 1 995, H .R. 1 7, 1 04th 
Congrc:ss, 1 st Sc:ssion ( 1 995); Rc:gulatory Consolidation Act of 1 994, S .  1 985,  1 03d 
Congrc:ss, 2d Sc:ssion ( 1 994); Rc:gulatory Consolidation Act of 1 993, H .R. 12 14, 1 03d 
Congrc:ss, 1 st Sc:ssion ( 1 99 3 ) .  

1 0. 1 2  U.S.C. § 1 8 1 3(q)  ( 1 994 ) .  The: FDIC also has backup c:nforcc:mc:nt authority to 
stop unsafe: practicc:s at any FDIC-insurc:d institution if the: institution's primary fc:dc:ral rc:g­
ulator fails to do so. 

1 1 .  Staff Rc:port of the: House: Subcommittee: on Domc:stic Finance: of the: House: 
Committc:c: on Banking and Currc:ncy, 93d Congrc:ss, 1 st Sc:ssion, Financial Imtitutio1zs: 
Reform and the Public Interest 5 (Committc:c: Print 1 973) .  

12 .  See supra note: 9.  
13 .  See Cartc:r H .  Golc:mbc:, Federal Banking Agency Reform: The Central Ba1zk 

Connection, 1 2  Banking Policy Rc:port No. 24, Dc:cc:mbc:r 20, 1 993, at 4 (quoting 
Mr. Robc:rtson and citing the: Annual Convc:ntion of the: Tc:nnc:ssc:c: Bankc:rs Association, 
May 16,  1962, reprinted in Hearings on the Federal Bank Commission Act of 1 977 at 500). 

14. Statement by John P. La Ware, Chairman, Federal Fi1za1zcial Institutions E�:aminatitm 
Cotmcil and Member, Board of Governors of the Federal Reserve System, Before the 
Subcommittee on Financial Institutions Supervision, R egulatio1z and bzmra1zce of the 
Committee on Banking, Finance and Urba1z Affairs, U.S. House of Representatives, Febru­
ary 13, 1 993, 79 Fc:dc:ral Rc:sc:rvc: Bullc:tin No. 4,  at 28 1 ,  283 (April 1 993) .  

15 .  Statement by Alan Greenspan, Chairman, Board of Governors of the Federal Reserve 
System, Before the Subcommittee on Telecommunications and Fi1zance of the Committee on 

Ene'lfy and Commerce, U.S. House of Representatives, May 25, 1 994, 80 Fc:dc:ral Rc:sc:rvc: 
Bullc:tin No. 7, at 594, 596 ( July 1 994 ) .  

1 6. !d. 
1 7. Statement by Susan M. Phillips, Member, Board of Govemors of the Federal Reserve 

System, Before the Committee on Banking, Finance and Urba1z Affairs, U.S. House of 

Representatives, October 28, 1 993, 79 Fc:dc:ral Rc:sc:rvc: Bullc:tin No. 12,  at 1 1 37, 1 1 40 
( Dc:cc:mbc:r 1 993) .  

18 .  Public Law No.  1 02-546, 1 06 Stat. 3590 ( 1992 )( codific:d in scattc:rc:d sc:ctions of 7 
U.S.C). 

19.  7 U.S.C. § 1 et seq. ( 1994) .  
20 .  Futurc:s Trading Practicc:s Act of  1 992, supra note: 1 8 ,  § 502 . 
2 1 .  57 Fc:deral Rc:gistc:r 53627 ( Novc:mbc:r 12 ,  1 992 )(final rule: publishc:d as 58 Fc:dc:ral 

Rc:gistc:r 5587 (January 22, 1993 )( currc:nt vc:rsion at 1 7  Code: of Fc:dc:ral Regulations part 
35) ) .  

22.  Fc:dc:ral De: posit Insurance: Corporation Improvement Act of 199 1 ,  Title: IV, Subtitle: 
A, Public Law No. 1 02-242, 105 Stat. 2236 ( 199 1 ); Bankruptcy: Swap Agrc:c:mc:nts a:1d 
Forward Contracts, Public Law No. 1 0 1 -3 1 1 ,  1 04 Stat. 267 ( 1990)(amc:nding various sc:c­
tions of the: Bankruptcy Code:, including 1 1  U .S.C. § 546, and insc:rting 1 1  U .S.C. § 560) .  

23.  59 Fc:dc:ral Rc:gistc:r 4780 ( 1994) ( currc:nt vc:rsion at  1 2  Code: of Fc:dc:ral Regulations 
part 2 3 1 ) .  

24. Financial Accounting Standards Board, Statement of Fina1zcial Accounting Standards 
No. 1 1 9  (Disclosure about Derivative Financial Instrummts and Fair Value of Fina1zcial 
Instruments) (Octobc:r 1 994) .  

25 .  The: Derivatives Safc:ty and Soundnc:ss Supervision Act of 1995, H .R. 3 1 ,  1 04th 
Congrc:ss, 1 st Sc:ssion ( 1 995);  The: Risk Management Improvc:mc:nt and Derivatives 
Oversight Act of 1 995, H.R. 20, 1 04th Congress, 1 st Sc:ssion ( 1 995);  The: Dc:rivativc:s 
Dc:alc:rs Act of 1 995, H .R. 1 063, 1 04th Congrc:ss, 1 st Sc:ssion ( 1 995 ) .  

26. U.S. Gc:nc:ral Accounting Office:, Financial Derivatives: Actimzs Needed to Protect the 
Financial System, GAO/GGD-94-1 33 ( May 1 994) .  
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27. Minority Staff, House: Banking Committee:, Risks Involved in Bank Derivatives Activities 
(Octobc:r 28, 1 993). 

Chapter 12,  Comment ( Bradfidd) 

I .  See Fair Trade: in Financial Services Act of 1 990, S. 2028 and H.R. 697, l 0 1 st 
Congress, 2d Session ( 1 990); Fair Trade: in Financial Services Act of 1 993, H . R. 3248 and 
H.R. 3565, 1 03d Congress, 1 st Session ( 1 993); National Treatment in Banking Act of 
1 994, H .R. 4926, 1 03d Congress, 2d Session ( 1994);  Fair Trade in Financial Services Act 
of 1995, H .R. 19,  1 04th Congress, 1 st Session ( 1995).  

2. See Claudia Cummins, LA Ware Says Congress, Clinton Impede U.S. Banks Globally, The: 
American Banker, March 8, 1 994, at 2 ( quoting Governor LaWarc:) .  

3 .  The: Ric:glc:-Nc:al Interstate Banking and Branching Efficiency Act, Public Law No. 
1 03-328, 1 08 Stat. 2338 ( 1994) .  

4 .  The: Glass-Stc:agall Act of  1 933 is composed of sections 1 6, 20,  21 ,  and 32 of  the: 
Banking Act of 1933 (Act of June 1 6 ,  1 933, Chapter 89, 48 Stat. 1 62 ), codified at 1 2  
U .S.C. §§ 2 4  ( Seventh}, 78, 377-78 ( 1 933) .  

5 .  The: Federal Deposit Insurance Corporation Improvement Act of 199 1 ,  Public Law 
No. 1 02-242, 1 05 Stat. 2236 ( 1991 ) . 

6. See Jerry Knight, Bentsen Backs Single Bank A,gency; Move to Streamline Regulation 
Draws Federal Reserve Opposition, The: Washington Post, Novc:mbc:r 24, 1 993, at D 1 ;  
Treasury Secretary Outlines Banking-A,gency Consolidation; the Clinto11 Administration Has 
Proposed a Merger to Create a Single Commission, The: Orlando Sc:ntind, November 24, 
1 993, at C 1 ;  see generally Claudia Cummins, Fed Girding to Fight Plan for a Single Ba"k 
Regulator, The: American Banker, December 20, 1 993, at 1 ;  Robert M. Garsson, Rep. Leach 
Assails Plan to Mn;ge the Regulators, The American Banker, December 1 7, 1993, at 3; see 
also The: Bank Regulatory Consolidation and Reform Act of 1 995, H .R. 1 7, 1 04th 
Congress, 1 st Session ( 1 995 ); Regulatory Consolidation Act of 1 994, S. 1 985, 1 03d 
Congress, 2d Session ( 1 994); Regulatory Consolidation Act of 1 993, H . R. 1 2 14, 1 03d 
Congress, 1 st Session ( 1 99 3 ) .  

7 .  Loi no. 93.980 d u  4 amit 1 993 rdative au statut de: I a  Banque d e  France c:t a l'activ­
ite et au contr6lc: des etablissements de: credit modifiee par Ia loi no. 93 . 1 444 du 3 1  decc:m­
bre 1993, Journal Officid 1 1 047 (August 6, 1993 ). 

8. Ley dd Banco Central de: Ia Republica Argentina, Art. 3,  No. 193 of 1 99 1  ( Novembc:r 
6, 1 99 1 ); Ley dd Banco de Mexico, Art. 1 ,  Diario Oficial Section 2, at 1 ( December 23, 
1993); see Decrc:to por d que: sc: rc:forman los articulos 28, 73, y 123 de: Ia Constitucibn 
Politica de: los Estados Unidos Mc:xicanos, Diario Oficial 2 (August 20, 1993);  Iniciativa 
Presidencial de Rc:forma Constitucional Enviada al Congreso de Ia Uni{m por d Presidente 
Carlos Salinas de: Gortari d 2 de: mayo de: 1 900, Diario Oficial ( June: 27, 1 990). 

9. See herein Jacques Millc:ret, French Banking Supervision (Chapter 1 8D ).  
10.  See supra note: 3 .  

Chapter 13,  "Banking Law Dc:vdopmc:nts in the: United Kingdom" ( Blair) 

1 .  Banking Act, 1 987, Chapter 22 .  
2 .  Bank of England, Banking Act R eport for 1 992-93. 
3. Bank of England Act, 1 946, 9 & 1 0  George: 6, Chapter 27, § 4(3) .  
4 .  Banking Act, 1 979, Chapter 37 .  
5 .  See Banking Act, 1 987, supra note: 1 .  
6. See Command Paper No. 9695, at paragraph 4.7( 1 995 )( Banking Supervision) .  
7 .  See Deposit Protection Board v. Dalia, 2 Appeal Cases [App. Cas.] 367 ( 1994)(con­

cerning the rights of assignees of a deposit) .  
8 .  See Pete Cresswell, William Blair, Gregory Hill & Philip Wo<>d, Encyclopaedia of 

Banking LAw paragraph A( 57)  (updated loosdc:at). 
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9. The: Leigh-Pemberton Committee: ( set up following the: Johnson Matthey Bankers 
affair) regarded concentrations of lc:nding to individual borrowers or economic sectors as 
being the: most important recent cause: of difficulties in banks. Command Paper No. 9550, 
Chapter 5 ( June: 1 985 ). 

10. The: Glass-Stc:agall Act of 1933 is composed of sections 16, 20, 2 1 ,  and 32 of the: 
Banking Act of 1 933 (Act of June: 1 6, 1 933, Chapter 89, 48 Stat. 162),  codified at 1 2  
U .S.C. §§ 24 ( Seventh), 78, 377-78 ( 1 933).  

1 1 .  Financial Services Act, 1986, Chapter 60, Schedule: 1 .  
1 2 .  See generalZv William Blair, Austin Allison, Keith Palmer, & Peter Richards-

Carpenter, Banking and the Financial Services Act Chapter 1 ( 1993).  
1 3 . See supra note: 1 1 .  
14 .  Financial Services Act, 1 986, mpra note: 1 1 ,  § 43. 
1 5 .  The latest version of the: London Code of Conduct, reprinted herein as Appendix 

I I (  13 ), was issued on May 29, 1 992 . 
16 .  The: term "European Union" has bc:c:n in usc: since: the: beginning of 1 994, although 

the term "European Community" continues to be: widely used where: appropriate:. 
1 7. Council Directive: 89/299 of 1 7  April 1989 on the: Own Funds of Credit 

Institutions, 1 989 Official Journal of the: European Communities [O.J .) ( L 1 24) 16,  as 
amended by Directive: 9 1 /633 of 3 December 1 99 1 ,  1 99 1  O.J .  ( L  339) 33, and Directive: 
92/16  of 1 6  March 1992, 1992 O.J. ( L  75) 48, reprinted in 2 Current Legal Issues 
Affecting Central Banks 287 ( Robert C. Effros ed. ,  1994 ). 

18. Council Directive 89/647 of 18 December 1989 on a Solvency Ratio t(>r Credit 
Institutions (as amended by Dirc:ctive 9 1/3 1 of 19 December 1990), 1989 O.J. ( L  386) 
14, reprinted in 2 Current Legal Issues Affecting Central Banks, mpra note 1 7, at 297. 

19.  Council Directive 92/30 of 6 April 1 992 on the: Supervision of Credit Institutions 
on a Consolidated Basis, 1 992 0.]. ( L  280) 54 (as amended), reprinted in 3 Current Legal 
Ismes Affecting Central Banks 431 ( Robert C. Effros ed ., 1 995 ).  

20. Council Directive: 92/121  of 2 1  December 1 992 on the: Monitoring and Control 
of Large Exposures of Credit Institutions, 1 993 O.J .  ( L  29) 1 ,  reprinted in 3 Current Legal 
/smes Affecting Central Ba11ks, supra note 19, at 444. 

2 1 .  Council Directive 94/19 of 30 May 1 994 on Deposit-Guarantee Schemes, 1 994 
O.J. ( L  1 3 5 )  5, reprinted herei11 as Appendix I I I( 1 ) . 

22. /d. 
23.  A "credit institution" is defined in the First Banking Directive as "an undertaking 

whose: business is to receive deposits or other repayable funds from the public and to grant 
credits for its own account." Council Directive: 77/780 of 12 December 1 977 on the: 
Coordination of Laws, Regulations and Administrative: Provisions Relating to the Taking 
Up and Pursuit of the Business of Credit Institutions, Art. 1 ,  1 977 O.J .  ( L 322) 30, reprint­
ed in 2 C!1rrent Legal Issues Affecting Central Banks, supra note 1 7, at 25 1 .  In the United 
Kingdom, this term includes both banks and building societies. 

24. Second Council Directive 89/646 of 1 5  December 1 989 on the Coordination of 
Laws, Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of 
the: Business of Credit Institutions amending Directive 77 /780/EEC (as corrected ), 1 989 
O.J.  ( L  386) 1 ,  and as corrected 1 990 0.]. ( L  83)  128 and 1 990 O.J .  ( L  1 58)  87 [here­
inafter Second Banking Directive] ,  reprinted in 2 Currmt Legal Issues Affectillg Central 
Banks, supra note 1 7, at 264. 

25. Second Banking Directive, supra note 24, Annex. 
26. Statutory Instruments 1 992, No. 32 1 8  ( December 16, 1 992).  
27. See paragraph 2 .3  of the Statement of Principles issued under The Banking 

Coordination (Second Council Directive) Regulations, 1992, Schedule: 3,  paragraph 5 .  
2 8 .  /d. paragraph 2 .4.  
29.  Second Banking Directive, supra note: 24, eighth recital. 
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30. Council Dirc:ctive 93/22 of 10 May 1 993 on Investment Services in the Securities 
Field, 1993 O.J .  ( L  1 4 1 )  27, reprinted in 3 Current Legal Ismes Affecting Central Banks, 
supra note 19, at 458.  

3 1 .  The U . K. implementing provisions are the Investment Services Regulations, 1 995, 
Statutory Instruments 1995, No. 3275. 

32. Investment Services Directive, supra note 30, Annex. 
33. Inquir_v into the Supervision of the Bank of Credit and Commerce International (The 

Right Honourable Lord Justice Bingham, chairman, October 22, 1992 ) .  
34. Id. a t  1 88-1 89. 
35 .  Statutory Instruments 1994, No. 524. 
36. Statutory Instruments 1994, Nos. 525,  526. 
37. Hazell v. Hammersmith and Fulham London Borough Council, 2 App. Cas. 1 ( House 

of Lords 1 992 ) .  
3 8 .  Local Government Act, 1972, Chapter 70. 
39 . Westdeutsche Landesbank Girozentrale v. Islington London Borough Council, [ 1 994] 

1 Weekly Law Reports [W. L.R.] 938. 
40. The Local Government (Scotland) Act, 1975, Chapter 30. 
4 1 .  Morga1z Guaranty Trmt Co. v. Lothian Regional Council, The Times, November 30, 

1 993. 
42. P.R. Wood, English and International Set-Off vii ( 1989). 
43.  Re European Bank, Agra Bank Claim, 8 Law Reports-Chancery Appeals Cases 4 1  

( 1 872 );  Garnett v. M'Kewan [ 1 872 ] 8 Law Reports-Exchequer Cases 1 0 ;  Halesowen 
Presswork v. Westminster Bank, 1 Queen's Bench [Q.B . ]  1 ,  34 ( 1 971 ), reversed on other 
grotmds, App. Cas. 785 ( 1 972 ) .  

44. Insolvency Act, 1 986, Chapter 4 5 ,  § 3 2 3  ( individual bankrupts) ;  Insolvency Rules, 
1 986, Statutory Instruments 1986, No. 1 925,  Rule 4.90 ( insolvent companies) .  

45.  Companies Act, 1989, Chapter 40, Part VII .  
46. MS Fashions Ltd. v. BCCI, Chancery Division 425 (Court of Appeal 1 993 ) .  
47. bz Re Ba1zk of Credit & Commerce International SA (No. 8), 3 All England Law 

Reports [All E.R.] 565 ( 1 994). 
48. Re Charge Card Services Ltd., Chancery Division 1 50, 1 75 ( 1 987) .  
49 . Welsh Development Agency v. E'l:port Finance Co. Ltd., Butterworth's Company Law 

Cases [ B .C.L.C.] 936, 953 ( 1 991 ), B.C.L.C. 1 48, 1 66 ( 1 992 ) .  But see Morn's v. Agrichemi­
cals Ltd. , unreported, December 20, 1 995.  

50.  See gmeraiZv Bank of England, Notice to Institutions Authorized under the Banking 
Act 1 987 On Balance Sheet Netting and Cash Collateral, BSD/1993/3 . 

5 1 .  United Nations Convention Against Illicit Trat1ic in Narcotic Drugs and 
Psychotropic Substances, December 20, 1 988, U.N.  Doc. E/CONF.82/ 1 5  of December 
19,  1988, repri1zted in 2 Current Legal Issues Affecting Central Banks, supra note 1 7, at 
375. 

52. Bank Secrecy Act, Public Law No. 9 1 -508, Titles I and I I ,  84 Stat. 1 1 14 ( 1 970) 
(current version at 12 U .S.C. §§ 1 730d, 1 829b, 1951-1959 and other scattered sections 
( 1 994)) .  

53 .  Council Directive 9 1 /308 of 1 0  June 199 1  on Prevention of the Use of the 
Financial System for the Purpose of Money Laundering, 199 1  O.J. ( L  166) 77, reprinted 
in 3 Current Legal Issues Affecting Central Banks, supra note 19, at 420. 

54. Basle Committee on Banking Regulations and Supervisory Practices, Statement on 
the Prevention of Criminal Use of the Banking System for the Purpose of Money Laundering 
( December 1 988),  reprinted in 2 Current Legal Issues Affecting Central Banks, supra note 
1 7, at 327. 

55. I d. Statement of Principles, paragraph V. 
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56. Drug Trafficking Offi:nsc:s Act, 1986, Chaptc:r 32; Criminal Justice: ( Scotland) Act, 
1987, Chaptc:r 4 1 ;  Criminal Justice: Act, 1 988, Chaptc:r 33;  Prc:vc:ntion of Tc:rrorism 
(Tc:mporary Provisions) Act, 1 989, Chaptc:r 4; Criminal Justice: ( lntc:rnational Co­
Opc:ration) Act, 1990, Chaptc:r 5; Northc:rn Irdand ( Emc:rgc:ncy Provisions) Act, 1 99 1 ,  
Chaptc:r 24. 

57. Criminal Justice: Act, 1 993, Chaptc:r 36. 
58.  Monc:y- Laundc:ring Rc:gulations, 1993, Statutory Instrumc:nts 1993, No. 1933. 
59. Criminal Justice: Act, 1 993, supra note: 57, § 1 8 .  Thc:rc: is an c:xcc:ption in rdation 

to profc:ssional kgal advisc:rs. 
60. Monc:y-Laundc:ring Rc:gulations, supra note: 58, paragraph 5( I ) . 
6 1 .  The: lc:vds vary. Onc:-off transactions bc:nc:ath ECU 1 5 ,000, which is roughly c:quiv-

alc:nt to £ 19,538, arc: c:xcludc:d for cc:rtain purposc:s. 
62. Monc:y- Laundc:ring Rc:gulations, 1993, supra note: 58, paragraph 1 6( 1 ) . 
63. Bank of England, Statement of Principles, Banking Act 1987 § 1 6  paragraph 2.38.  
64. Toumier v. National Provincial and Union Bank of England, I King's Bc:nch 461 

(Court of Appc:al 1 924). 
65.  This sc:ction is adaptc:d from William Blair, European Banki11,9 lAw 33-34 ( R. 

Cranston c:d., 1 993) .  
66.  Public Law No. 96-5 1 0, 94 Stat. 2767 ( 1 980). 
67. Public Law No. 99-499, 1 00 Stat. 1 6 1 3  ( 1 986) .  
6 8 .  4 2  U.S.C. § 960 1 ( 20)(A) ( 1995 ) .  
69. E.g., U11ited States v. Fleet Factors, 90 1 F.2d 1 550 ( 1 1 th Cir. 1990), cert. dmied, 498 

t; .S. 1 046 ( 199 1  ) .  
70.  The: Environmc:ntal Protc:ction Agc:ncy ( EPA) had issuc:d rc:gulations, 57 Fc:dc:ral 

Rc:gistc:r 1 8 344 ( 1992 ), providing whc:n sc:curc:d crc:ditors would be: liable: within the: mc:an­
ing of the: Fc:dc:ral Comprc:hc:nsivc: Environmc:ntal Rc:sponsc:, Compc:nsation and Liability 
Act of 1 980. 42 U.S.C. §§ 9601 et seq. ( 1994) .  In Kelley ex rei. Michigan v. U11ited States 
E11vironmmtal Protection Agenc,v, 1 5  F.3d 1 1 00 ( D.C. Cir. 1994), the: D.C. Circuit Court 
of Appc:als hdd that the: EPA lackc:d the: statutory authority to issue: such rc:gulations. The: 
t_; .S .  Suprc:mc: Court dc:nic:d rc:vic:w of the: dc:cision. American Ba11kers Ass'n v. Kelley, t_; .S. 
::-;o. 94-752. Howc:vc:r, kgislation has bc:c:n introducc:d in the: Congrc:ss to provide: statuto­
ry rdic:f concc:rning lc:ndc:r liability undc:r fc:dc:ral c:nvironmc:ntal statutc:s. H .R. 1 362, I 04th 
Congrc:ss, 1 st Sc:ssion, § 301 ( 1 995 ); see also H.R. 3800, 1 03d Congrc:ss, 2d Sc:ssion, § 407 
( 1 994 ), H .R. 49 16, 1 03d Congrc:ss, 2d Sc:ssion, § 407 ( 1994 ). 

7 1 .  1 99 1  O.J. (C 192) 6. 
72. Commission of the: Europc:an Communitic:s, Communication from the Commissirm 

to the Council and Parliament and the Economic and Social Committee: Green Paper 011 
Remedyi1tq Environmcmal Damage, COM(93 ) 47 final (May 14,  1 993 ) .  

7 3 .  David Cuckson, The Hazards of Buying and Selli1tq Comami1mted lA11d, 8 
lntc:rnational Company & Commc:rcial Law Rc:vic:w 278 ( 1992 ) .  

74.  Environmc:ntal Protc:ction Act, 1 990, Chaptc:r 43. 
75. Id. § 4(2) .  
76. Jd. § 6 1 .  
77. Watc:r Rc:sourcc:s Act, 199 1 ,  Chaptc:r 57. 
78. A numbc:r ofrc:cc:nt articks contain hdpful analysc:s of the: potc:ntial risks for lc:ndc:rs. 

See, e.g., Bc:ringc:r & Thomas, Lenders and Environmmtal Liability, Practical Law fi.>r 
Companic:s 3 (Novc:mbc:r 1 99 1  ). The: courts have: lc:anc:d against imposing rc:trospc:ctivc: lia­
bilit)• tor pollution . Su Cambridge Water Co. Ltd. v. Eastern Counties Leather pic, 1 All E.R. 
53 ( House: of Lords, 1994 ). 

79. Barclays Ba11k pic v. O'Brien, 1 App. Cas. 1 80 ( 1 994) .  
8 0 .  CIBC Mortgages pic v. Pitt, I App. Cas. 200 ( 1994) .  
8 1 .  Massey v. Midland Bank pic, unrc:portc:d (March 1 8 ,  1 994) .  
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82. Cnfair Contract Terms Act, 1 977, Chapter 50.  
83.  Sttmdard Chartered Bank v. Walker, 1 W.L.R. 1 4 1 0 ( 1 982) .  
84 .  Council Directive 93/ 1 3  of 5 April 1 993 on Unfair Terms in Consumer Contracts, 

1 993 O.J .  ( L  95)  29. 
85. The British Bankers' Association, the Building Societies Association, & the 

Association f(>r Payment Clearing Services, Good Banking (2d ed. March 1 994 ),  reprinted 
i11 3 Currmt Legal Issues Affectitlg Cmtral Batiks, Sllpra note 1 9, at 54 1 .  

86. As the court did in the O'Brien case, Sllpra note 79. A code along similar principles 
was rdeased by the Australian Bankers' Association on November 3, 1 993.  

87. See Ba11king Services: Law and Practice Report by the Review Committee, Command 
Papa No. 622 , App.:ndix H ( R. B .  Jack CBE .:d . ,  1 989).  

88 .  Conv.:ntion on Jurisdiction and the Enforcement of J udgments in Civil and 
Commercial Matters, September 27, 1 968, as amended by th.: Convention of th.: Accession 
to th.: 1 968 Convention of D.:nmark, th.: R.:public of Irdand and th.: United Kingdom, 
October 8,  1 978, 1 978 O.J .  ( L  304 ) 77, repri11ted in Alan Dashwood, Richard ].  Hacon, 
& Robin C.A.  White, A Guide to Civil Jurisdiction and Judgments Convmtion 63 ( 1987) .  

89. Convention on Jurisdiction and the Enforcem.:nt of Judgm.:nts in Civil and 
Commercial Matters, September 1 6, 1 988 [ hereinafter Lugano Conv.:ntion] ,  reprinted in 
Pierre A.  Karrer, Karl W. Arnold & Paolo Michde Patocchi, Switzerla11d's Private 
bltt'rnational Law (2d .:d. 1 994 ) .  Th.: Lugano Conv.:ntion came into fore.: t<>r th.: Unit.:d 
Kingdom on May 1 ,  1 992. 

90. I d. Art. 5( 1 ) .  Special rul.:s apply to consum.:r contracts. 
9 1 .  I d. Art. 5( 3) ( as interpret.:d in a number of decisions of the European Court of 

Justice, including Case 21/76 Bier Mitzes de Potasse d'Alsace, 1976 Europ.:an Community 
Reports [ E .C.R. ]  1 735 ( 1 976) and Case C-220/88, Dumez Fra11ce a11d Tracoba v. Hessische 
Laudesbank, 1 990 E.C.R. I -49 ( 1 990 ) ) .  

9 2 .  If necessary, b y  injunction restraining t(>reign proceedings. Continental Bank NA v. 
Amkos Campania Naviera SA, [ 1 994] 1 W.L.R. 558.  

93.  Convention on the Law Applicable to Contractual Obligations 80/934, June 1 9, 
1980 l her.:inafter Rome Conv.:ntion], repri11ted in Richard Pl.:nd.:r, The E1tropea11 
Coutracts Cm1vmti011 1 99 ( 1 99 1  ) .  In English law, it is given dli:ct by th.: Contracts 
(Applicable Law) Act, 1 990, Chapt.:r 36. 

94. 2 Dice.'' and Morris on the Conflict of Laws 1 1 96 ( Lawr.:nc.: Collins ed., 1 2th .:d . 
1 99 3 ) .  

9 5 .  Rome Convention, mpra note 9 3 ,  Art. 4( 1 ) .  
9 6 .  X AG a11d others v. A bank, 2 All E .R. 464 (Qu.:ens B.:nch Division Commercial 

Court 1 983) ;  Libya11 Arab Foreign Ba11k v. Bankers Trust Co., 1 Q.B. 728 ( 1 989 ) .  
97. Mario Giuliano & Paul Lagard.:, Report o n  the Convmtion of the La1v Applicable to 

Co11tractual Obligations, reprinted in The European Contracts Cot1vmti011, mpra not.: 93,  
at  243.  

98 .  ld. Art.  4, paragraph 3 .  
99 .  Attock Ccmmt Co. Ltd. v. Roma11ian Ba11kfor Foreign Trade, 1 W.L.R. 1 147 ( Court 

of Appeal 1 989).  
1 00 .  Turkiye Is Ba11kasi AS v. Bank ofChina, 1 Banking Law R.:port [ L.R.] l 32 ( 1 993 ) ;  

Wahda Bank v. Arab Batik pic, unr.:ported, ( Novemb.:r 7,  1 99 5 ) .  Th.: latter cas.: is subj.:ct 
to app.:al. Whc:re th.: parties expr.:ssly incorporate th.: Int.:rnational Chamber ofComm.:rce 
unit(mn rules t(>r d.:mand guarant.:es, unless otherwis.: agreed th.: governing law is the law 
of the plac.: of the branch that issu.:d the guarant.:.: or counterguarant.:.:. Rom.: 
Conv.:ntion, mpra note 93, Art. 27 .  

1 0 1 .  Giuliano & Lagarde, mpra not.: 97,  Art. 4, paragraph 3 .  
1 02 .  Libya11 Arab Foreig11 Bank v. Bankers Tmst Co., mpra not.: 96. I t  should b.: not.:d 

that in Libyan Arab Foreign Bank v. Bankers Trust Co., supra, no reference was made to 
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Article: VIII,  Sc:ction 2(b) of the: Intc:rnational Monc:tary Fund's Articlc:s of Agrc:c:mc:nt. See 
also Libyan Arab Foreign Bank 11. Manufacturers Hanover Trust Co. (No. 2), 1 989 1 L.R. 
608 ( 1989). 

1 03 .  Wahda Bank v. Arab Bank pic, 2 Bank L.R. 233 ( 1 993 ), later proceedings 2 L.R. 
4 1 1  (Quc:c:n's Bc:nch Division Commc:rcial Court 1994) .  

1 04.  R.  v. HM Treasury ex parte Contra-Com Sari, unrc:portc:d. The: case: was dc:cidc:d 
undc:r the: Sc:rbia and Montc:nc:gro ( Unitc:d Nations Sanctions) Ordc:r, 1992 , made: undc:r 
the: provisions of the: Unitc:d Nations Act, 1 946. 

105.  See Bankers Trust case:, supra note: 96, at 772; Arab Bank Ltd. v. Barcla_vs Ba11k 
(DCO), 1 954 App. Cas. 495 ( 1 954). 

Chaptc:r 14, "Banking Law Dc:vc:lopmc:nts in Canada" ( David) 

1 .  Dc:partmc:nt of Finance:, The Regulation of Financial Imtitutiom: Proposals jl1r 
Discussion (Tc:chnical Suppkmc:nt, June: 1985 ) .  

2. A FramnvorkfiJr Fina11cial Regulatio11 ( 1987). 
3. See Bank Act, I Statutc:s of Canada Chaptc:r B - 1 .0 1  ( 1 993 )( noting the: Bank Act was 

assc:ntc:d to Dc:cc:mbc:r 1 3, 1 99 1 ) . 
4. !d. 
5. Constitution Act, 1982, Art. 92. 
6 .  Bank Act, mpra, note: 3 ,  § 52 ( 1 ) (b) .  
7. See id. § 375( 1 )  
8 .  !d. § 373( 2 ) . 
9. !d. § 374. 
1 0. !d. § 38 1 .  
1 1 . ld. § 376. 1 .  
1 2 .  !d. § 465. 
1 3 . !d. § 466-482. 
14.  ld. § 466. 
1 5 .  !d. § 468 . 
1 6 . !d. § 479. 
1 7. See Bask Committe:.: on Banking Rc:gulations and Supc:rvisory Practices, Rt"pm·t mz 

lntemational Convergence of Capital Measuremmt a11d Capital Sta11dards ( )ulv 1988, ,\s 
amc:ndc:d in 1992, 1994, and 1 995 ) . The: Bask Capital Accord is rc:printc:d in I Currmt 
Legal Issues AjJecti1zg Central Ba11ks 487 ( Robc:rt C. Effros c:J.,  1 992 ) .  The 1992 ,\mend · 

mc:nt is rc:printc:d in 3 Currmt Legal Ismes Affecting Cmtral Ba11ks 296 ( Robert C. Efti-os 
c:d. ,  1995 ) . Furthc:r amc:ndmc:nts arc: rc:printc:d hc:rc:in as Appc:ndix I I (  1 1  ) .  

1 8 .  Bank Act, mpm note: 3, Part XI (Sc:lf Dc:aling). See also Trust and Lo,\n Comp.mic:s 
Act ( Canada), Part XI .  

19.  Bank Act, mpra note: 3, §§ 486, 489 . 
20. !d. § 490 et seq. 
2 1 .  ld. § 499 ( 1 ) . 
22. !d. § 486. 
23.  !d. § 486( 3),  (4). 
24. Id. § 1 57. 

Chaptc:rs 13 and 14, Commc:nt ( Fc:in) 

1. Frc:c: Trade: Agrc:c:mc:nt, Dc:cc:mbc:r 22-23, 1 987, and January 2 ,  1988,  Canada· 
Unitc:d Statc:s, reprinted in 27 Intc:rnational Legal Matc:rials [ I . L.M.]  281 ( 1988 ) .  

2 .  North Amc:rican Frc:c: Trade: Agrc:c:mc:nt, Dc:cc:mbc:r 8,  1 1 , 14,  and 1 7, 1992, Canada· 
Mc:xico-Unitc:d Statc:s, reprinted in 32 I .L .M.  605 ( 1 993 ).  Sc:lc:ctc:d provisions arc: rc:print· 
c:d hc:rc:in as Appc:ndix I(2) .  
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3. Second Council Directive 89/646 of 1 5  December 1 989 on the Coordination of 
Laws, Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of 
the Business of Credit Institutions and Amending Directive 77 /780/EEC, 1989 Official 
Journal of the European Communities [O.J . )  ( L  386) I ,  as corrected 1 990 0.} .  ( L  83) 128 
and 1990 O.J .  ( L 1 58)  87,  reprinted in 2 Current Legal Issues Affecting Central Banks 2 5 1  
( Robert C. EtTros ed. ,  1 994) .  

4. See Peter J .  Wallison, The Decline of National Treatment In U.S. Financial Services 
Trade Polic_v, in 3 Current Legal Issues Affecting Central Banks 1 75 ( Robert C. Eftros ed . ,  
1995) .  

5 .  The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, Public 
Law No. 1 03-328, 1 08 Stat. 2338 ( 1 994 ). 

6. See Bradley Crawford, Overview of Developments i11 Ca11adiMl Fi11a11cial Services La1v, 
in 3 Currem Legal Issues Affecting Central Banks, supra note 4,  at 20 1 .  

7 .  The Glass-Steagall Act of 1 933 is composed of sections 1 6, 20, 2 1 ,  and 32 of the 
Banking Act of 1933 (Act of June 1 6, 1 933,  Chapter 89, 48 Stat. 162) ,  codified at 1 2  
U .S.C. § §  2 4  (Seventh), 78, 377-78 ( 1 933 ) .  

8 .  Bank Act, I Statutes of Canada Chapter B - 1 .0 1 ,  § 465 ( 1 99 1  )(providing "[t)he direc­
tors of a bank shall establish and the bank shall adhere to investment and lending policies, 
standards and procedures that a reasonable and prudent person would apply in n:specr of a 
portfolio of investments and loans to avoid undue risk of loss and obtain a reasonable 
return.") .  

9. See Melanie L. Fein, Which Way the Wi11d Is Bl01ving, in Mutual Fund Activities of 
Banks 4 ( 1994 ) .  

1 0. H .R. 1 362, 1 04th Congress, 1 st Session § 30 1 ( 1995); H .R. 3800, 103d Congress, 
2d Session, § 407 ( 1 994); H .R. 49 1 6, 1 03d Congress, 2d Session, § 407 ( 1994 ) .  

1 1 . Community Reinvestment Act of 1 977, Public Law No. 95- 1 28,  Title VIII ,  91 
Stat. 1 1 47 ( current version at 1 2  U .S.C. § 290 1 et seq. ( 1 994) ).  

12. Riegle Community Development and Regulatory Improvement Act of 1994, Public 
Law r-.:o. 103-325, 1 08 Stat. 2 1 60 ( 1 994 ). 

13. See Michael F. Zeldin, Money Launderi11g: Legal Issues, in 2 Curre11t Le.tTal Issut·s 
Affectin.fT Cmtral Banks, supra note 3, at 209. 

14. See sttpra William Blair, Banking LaJV Developments in the United Kingdom (Chapta 
13); su also Hugh Pigott, Banking LaJV Developments in the United Kingdom, in 3 Currmt 
Le.tTal Issttes Affecting Central Banks, mpra note 4, at 1 89. 

1 5 .  Revised Statutes of Canada Chapter 42, § 2 ( 1 985)(4th Supp. )(enacting § 462 t't 
seq., which added sections to the criminal code of Canada); see Michael Ballard, The 
Ctmadifm Banks ' Approach to Fighting Money Launderi'tfT, 9 World of Banking 1 2  ( 1990 ) .  

Chapter 15, "Banking Law Developments i n  the Former Soviet Union" ( Shea) 

1 .  World Bank, R ussia: The Ba11ki'tfT System During Transition 9 ( 1 993) .  
2 .  Id. 
3 .  Id. at 1 1 .  
4 .  Id. at 32. 
5 .  See Central Bank of the Russian Federation, Conditions jiJr Opming Ba11ks JVith the 

Participati011 of Foreign Investment in the Territory of the R ussian Federation, Letter No. I 4 
(April 8, 1993) .  

6. Agreement on Partnership and Cooperation Establishing a Partnership Between the 
European Communities and their Member States, of the One Part, and the Russian 
Federation, of the Other Part, June 24, 1 994, E. C.-Russian Federation in Commission of 
the European Communities, Proposal for a Council a11d Commission Decision 011 the 
Conclusion of the Agreemmt on Parmership and Cooperatio11 betJvem the Europea11 
Communities and their Member States of the One Part, and R ussia, of the Other Part, 
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COM(94) 257 final ( June: 1 5, 1 994);  see E U  Press Release on R msia-EU Eco1zomic 
Agreement, IP/94/565 ( June: 23, 1 994). 

7 .  World Bank, supra note: 1, at 1 3, 22. 
8 .  Id. at 1 7. 
9. Id. at 1 7, 46. 
1 0 .  ld. at 1 7 .  
1 1 .  Id. (for c:xamplc:, transfc:r paymc:nts tor utility fc:c:s, taxc:s, and pc:nsions) .  
1 2 .  !d. at 9; see Law o f  the: RSFSR On Banks and Banking in the: RSFSR, a s  proposed 

to be: amendc:d, Art. 1 1  ( Dc:cc:mber 2, 1 990)(proposing that the: Bank of Russia be empow­
ered to set a standard minimum amount of capital), reprinted in F.B.I .S . ,  U .S .R. ,  :Sm·ember 
22, 1 994, at 1 ;  see also Draft LRw Reimposes Bank Restrictions, The: Moscow Times, June 
28, 1 994, § 49 1 (noting that according to official data only 7 percent of Russian banks pass 
the Central Bank's minimum chartc:r capital requirement of Rub 2 billion ) .  

13 .  Sc:cond Council Directive: 89/646 of 15  Dc:cc:mbc:r 1 989 on the: Coordination of 
Laws, Regulations and Administrative Provisions Rdating to the: Taking Up and Pursuit of 
the Business of Crc:dit Institutions and Amc:nding Directive 77 /780/EEC, Art. 4, 1989 
Official Journal of the: European Communities ( L  386) 1 ,  reprinted i1z 2 Currmt Lt�qal 
Issues Affecting Central Banks 264 ( Robert C. Effros c:d., 1 994) .  

14.  See 1 2  U .S.C. §§ 375a, 375b ( 1 994 ) .  
15 .  World Bank, supra note 1 ,  at  26-32. 
16 .  The rationale behind the: International Standards Bank ( ISB)  program is that all 

banks should be: improvc:d over time:, but, for three rc:asons, it is not practicable to do so at 
once: by massive: restructuring, recapitalization, and privatization. First, the household 
deposits outside: Sbc:rbank arc: small, thus attenuating the: banking sector's exposure to sys­
temic risk. Second, public funds should not be usc:d to recapitalize banks claiming to be 
profitable; in any case:, it would be: risky as the lack of supervisory capacity would probably 
lead to rdapse (as has, indeed, happc:ned in the Kyrgyz Rc:public already). Third, problems 
of connected lending and insider lending nc:c:d to be dc:alt with by enti>rcing regulatory 
restrictions, not by attempting a massive change: in the ownership structure . ( Probably, the 
same ownc:rs would simply be reshuftlc:d; in any case, there: is no clc:ar alternative source of 
skills and capital . )  

The solution, thc:rc:fore, i s  to aim quickly to produce: a core: of banks that are better cap­
italized, managc:d, and supervised . Other banks can graduate to become ISBs if they 
improve their standards. However, it is desirable that all nc:w banks should be required to 
adopt ISB standards. Other objectives include gradually raising the levd of soundness of the 
banking system as the number of!SBs and their share of banking activities increase; improv­
ing the portion of crc:dit allocated on an "arms-lc:ngth" basis; providing the public with 
information to recognize the most appropriate banks; and hdping the banking system inte­
grate itsdf into the international financial markets. !d. at 26. 

The standards, for c:xample, require 
• banks' meeting of Bask Committe:<: on Banking Supervision standards ti>r c.1pital 

regarding definition and amount; 
• large c:xposure limits of 25 percent of capital, with an aggrc:gatc: level of 800 percent 

for individual exposures over I 0 percent of capital; 
• quarterly reports to the Cc:ntral Bank on all large: exposures (over 10 percent of capi­

tal, or 5 percent if connected parties); 
• limits on connected lc:nding of 10 percc:nt of capital or 20 percent in aggregate, and 

an arms-lc:ngth lc:nding rule:; 
• high levds of initial capital, adjusted annually in light of inflation; 
• idc:ntification of nonperti>rming loans and maintc:nancc: of propc:r loan loss rc:sc:r\'t:s; 
• adoption of propc:r accounting standards and procc:durc:s and submission of appropri­

ate:: n:ports to the Central Bank; 
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• an c:xtc:rnal audit annually, from a list providc:d by the: Cc:ntral Bank; and 
• adhc:rc:ncc: to a code: of conduct, prc:parc:d by the Cc:ntral Bank, regulating rdations 

with customc:rs. 
Id. at 28 .  

1 7 .  Examplt:s of possible: bt:nc:fits to  ISBs include: 
• right to public dc:signation as ISB (which could lc:ad, for c:xampk, to paying lowc:r 

ratc:s for dc:posits); 
• lowc:r cost of borrowing from the: Cc:ntral Bank ( t:ithc:r by lowc:r discount rate: or 

chc:apc:r collatc:ral);  
• prt:fc:rc:mial rrc:atmc:nr in rdation to insurance: for housc:hold dc:posits ( fc:>r c:xam­

plc:, through chc:apc:r prc:miums or by rc:quiring non-ISBs to invc:st 1 00 pc:rcc:nt of 
housc:hold dc:posits with the: Cc:nrral Bank in low-yidd accounts to quality t(>r 
dc:posit insurance:, thus dirc:cting most housc:hold dc:posits to Sbt:rbank and the: 
ISBs and prc:vc:nting nc:w systc:mic problt:ms from dc:vdoping); 

• lowc:r risk wc:ight for capital adc:quacy purposc:s; 
• limiting of Sbc:rbank's lt:nding only to ISBs into the: inrc:rbank markc:t; 
• c:asic:r c:xpansion through automatic approval of branchc:s and prt:fc:rc:ntial accc:ss 

to bidding for failing banks; 
• c:xclusivc: right to be: accrc:ditc:d as participating banks undc:r future: APEX lt:nding 

schc:mc:s fundc:d by intc:rnational financial institutions; and 
• support in financing advisory sc:rvicc:s, managc:mc:nr contracts, and othc:r typc:s of 

twinning arrangc:mc:nts with fc:>rt:ign banks. 
Id. at 28-29. 

1 8 .  The: risks of the: program, among othc:rs, arc: that 
• insufficic:nt banks may be: attractc:d to the: program; 
• non-ISBs may rc:act in various dc:trimc:nral ways, for c:xampk, by raising intc:rc:st 

ratc:s or lowc:ring c:vc:n furtht:r crc:dit standards in knding, so as to complicate: the: 
opc:rations of ISBs and furthc:r c:ndangc:r the: banking systc:m and the: whole: c:con­
omy; and 

• the: failure: of some: ISBs through inadc:quatc: cc:ntral bank supc:rvision may dam­
age: tht: rc:putation of all and impc:ril the: whole: program . 

Id. at 30. 
19. Id. at 39. 
20. I d. at 46. 
2 1 .  Id. 
22.  Id. at 3 3 .  
2 3 .  Id. 
24. ld. 
2 5 .  Id. 
26. Id. 
27.  ld. at 37-39. 
28. ld. at 35-36. 
29. Id. 
30. ld. 
3 1 .  Id. 35-36, 43-46. 

Chaptc:r 1 5, Commc:nt ( Burand) 

1 .  Zakon Turkmc:nistana 0 Bankax i Bankovskoi Dc:yatalnosti [ Law ofTurkmc:nistan on 
Banks and Banking Activitit:s], No. 696 (May 19, 1 992) .  

2 .  Zakon Turkmc:nistana 0 Kommc:rchc:skik Bankax i Bankovskoi Dc:yatalnosti [ Law of 
Turkmc:nistan on Commc:rcial Banks and Banking Activitic:s], Octobt:r 8, 1993, reprinted 
in Turkmc:nskaya Iskra, Novc:mbt:r 23, 1993, at 2 .  

3 .  Id. Art. 1 .  
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4. Id. Art. 10.  
5 .  Law of Turkmenistan on Commercial Banks and Banking Activities, supra note: 2,  

Art. 1 0. 
6. Cf Law of Turkmenistan on Commercial Banks and Banking Activities, supra note: 2 ,  

Art. 13  and Law of the: RSFSR On Banks and Banking in the: RSFSR, as  proposed to be: 
amended, Art. 5 ( Dc:cc:mbc:r 2, 1 990), reprinted in F.B . I .S . ,  U .S.R., November 22, 1994, 
at 1 .  

7 .  Law of Turkmenistan on Commercial Banks and Banking Activities, supra note: 2 ,  Art. 9 .  

Chapter 16,  Comment (N.  Lichtenstein) 

1 .  Constitution of the: People's Republic of China, Arts. 6-1 3  (adopted on Dc:cc:mbc:r 
4, 1 982),  as amended April 1 2, 1 988 and March 29, 1 993. 

2 .  Zhonghua rc:nmin gonghc:guo min fa tong zc: [General Principles of the: Civil Law of 
the: People's &public of China],  (promulgated by Order No. 37 of April 12 ,  1986 ), 1 986 
Fagui Huibian 1, reprinted in I Laws and Regulations of the People's Republic of Chi�za 
Governing Foreign-Related Matters 3 3 1  ( 1 99 1  ).  

3 .  Company Law of the: People's &public of China ( Dc:cc:mbc:r 29, 1 993)(citc:d in 
China's Company Law Guides Reform, XIII  International Financial Law Rc:vic:w No. 4,  at 
1 3  (April 1 994)) .  

4 .  Economic Contract Law of the: People's &public of China (adopted Dc:cc:mbc:r 1 3, 
1 98 1 ) , as amended Sc:ptc:mbc:r 2, 1 993.  

5 .  Patent Law of the: People's &public of China, as  amended ( adopted on March 12,  
1984 and amended on Sc:ptc:mbc:r 4, 1 992 ) ;  Zhonghua rc:nmin gonghc:guo shangbiao fa 
[Trademark Law of the: People's Republic of China) (August 23, 1 982 ), as ammded b_v 

Decision of the: Standing Committee: of the: National People's Congress to Amend the: 
Trademark Law of the: People's Republic of China (promulgated on February 22, 1 993 ), 
reprinted in Trademark Law Amendments, I S  East Asian Executive: Reports No. 3, at 24 
(March 1 993); Zhonghua rc:nmin gonghc:guo shangbiao fashi shixizc: [Implc:mc:nting 
Regulations under the: Trade: mark Law] (promulgated on January 1 3 ,  1988 )(cited in 
Mitchell Silk, China's Drive to Protect Intellectual Property Rights: The 1 988 Trademark 
R ules, 1 0  East Asian Executive: &ports 8 ( June: 1988)) ;  Copyright Law of the: People's 
Republic of China ( Sc:ptc:mbc:r 7, 1 990), reprinted in Foreign Investment in China: The NeJI) 
Reality Part 6, at 52 ( 1993); Memorandum of Understanding bc:twc:c:n the: Government of 
the: United States and of the: Government of the: People's Republic of China on the: 
Protection of Intdlc:ctual Property ( January 1 992 ); see William Alford, To Steal A Bonk Is a�1 

Elegant Offense: Intellectual Property Law in Chinese Civilization ( 1 995 ).  
6 .  Zhonghua rc:nmin gonghc:guo tanbuzheng dang jingzhengafa [Anti-Unfair 

Competition Law of the: People's Republic of China) (Sc:ptc:mbc:r 2,  1 993)(cited in 
Jianyang Yu, Protection of Intellecwal Property in the P.R.C.: Progress, Problems, and 
Proposals, 1 3  UCLA Pacific Basin Law Journal 140, 145  n.  12 ( 1 994)) .  

7 .  Law of the: People's Republic of China on Protection of Consumer Rights (October 3 1 ,  
1993). 

8 .  Zhonghua rc:nmin gonghc:guo qiyc: pochan fa ( shixing) [ Enterprise: Bankruptcy Law 
of the: People's &public of China (for Trial Implc:mc:ntation)],  1 986 Fagui Huibian 58 
(cited in Donald C. Clarke:, Regulation and its Discontents: Understanding Economic Law 
in China, 28 Stanford Journal of International Law 283, 298 n .  44 ( 1 992) and noting the: 
law is translated in 19 Vanderbilt Journal of Transnational Law 733 ( Henry R. Zhc:ng 
trans., 1 986) ). 

9 .  Law of the: People's &public of China on Civil Procedure: (promulgated by Dc:crc:c: 
No. 44 on April 9, 1 99 1  ), reprinted in Foreign Investment in China: The New Reality, supra 
note: 5 ,  Part 6, at I .  
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1 0 .  Measurc:s of Shanghai Municipality for Administration of Trading of Securitic:s 
(JSovc:mber 27, 1 990)( citc:d in Grace K.W. Chan, China, Capital Markets Yc:arbook 1 994, 
at 20 (Special Supplcmc:nt to the Intc:rnational Financial Law Rc:vic:w, October I 994));  
Provisional Measurc:s of Shc:nzhen Municipality for Administration of the: Issue and Trading 
of Shares ( May 1 5, I 99 1 )(cited in China, supra, at 20);  see Interim Provisions on 
Managc:ment of the Issuing and Trading of Stocks (April 22,  I 993) ,  China Economic Nc:ws 
:\o. 2 I-23 ( I 993) .  

I I .  Law of the: Pc:oplc:'s Rc:public of China on the People's Bank of China ( March 18,  
I 995 ) ;  Commercial Bank Law of the Peoplc:'s Republic of China ( May I O, I 995 ) .  

I2 .  Amc:rican Bar Association, Model R ules of Proftssional Conduct (as  amc:nded, August 

199 1 ) , reprinted i11 1 992 Selected Standards on Professional Responsibility 1 (Thomas D .  
Morgan & Ronald D. Rotunda eds., I 992); American Bar Association, Model Code of 
Professional Responsibility (as amended, I98 1 ) , reprinted in 1 992 Selected Standards, supra, 
at 1 29 .  

Chapter 1 7  A, The: Role: of  the Central BankH ( Promisel) 

I .  Report of the Committee mz lnterba11k Netting Schemes of the Central Ra1zks of the Group 
of Ten Coumries 26 ( Novc:mber I 990), reprinted herein in part as Appendix I l (9) .  

Chapter 1 7B, "Bank Supervision in the G-7 Countries" ( Robc:rts) 

1 .  Banking Act, 1 979, Chapter 37. 
2. See herei11 Paolo Clarotti, Ranking Law Developments in the Europea11 Union: Deposit 

Insurance and Mo1zc_v-Lazmdering Initiatives ( Chapter 7 )  and Rent! Smits, The Europea11 
Community's Second Ra11king Directive ( Chapter 6) .  

3 .  See The: Interstate: Banking and Branching Efficiency Act, Public Law No. I 03-328, 
1 08 Stat. 2338 ( 1 994); see gmerally Murray A. Indick & Satish M. Kini, The Imerstate 
Rtmki11g a11d Rra1zchi11g Efftcimcy Act: New Options, New Problems, 1 1 2 Banking Law 
Journal i OO ( 1 995) .  

4 .  See herein Jacquc:s Millc:rc:t, Who Should Re the Ranking Supervisors? Frmch Ranking 
Supervision ( Chapter 1 8D) .  

5 .  Gesc:tz tiber das Krc:ditwesen [ German Banking Law] vom 3 .  Mai I 976, 
Bundesgc:setzblatt I S . 1 1 2 1  § 5 ( I 976) .  

6 .  Banking Act, 1 987, Chapter 22.  
7 .  ld. § 2 .  
8 .  Financial Servicc:s Act, 1 986, Chapter 60. 
9 .  Lc:gislativc: Decree: 385 of Sc:ptc:mbc:r 1, I 993, Art. 4 ( I 993 ), repri11ted i11 Banca 

D'Italia, Q;tademi di ricerca gittridica della Conmlenze Legale No. 33 (April 1 994). 
10. Loi no. 93.980 du 4 aout 1 993 relative: au statut de: Ia Banque de: France: c:t a l'ac­

tivitc c:t au contrt>lc: dc:s ctablissemc:nts de: credit modificc: par Ia loi no. 93 . 1 444 du 3 1  
dccc:mbrc: 1 993, Journal Ofticiel 1 I 047 (August 6, I 993) .  

1 1 .  Trc:asury and Civil Sc:rvicc: Committc:c:, 1 The Role of the Ra1zk of Engla11d, First 
Rc:port, House: of Commons Sc:ssion 1 993-94 ( Dc:cc:mber 8, 1 993 ) .  

Chaptc:rs 17 A-B, Commc:nt ( Dant(>rth } 

l .  The: Bank Rc:gulatory Consolidation and Rc:torm Act of 1 995, H . R. I 7, I 04th 
Congrc:ss, 1 st Sc:ssion ( 1 995);  Rc:gulatory Consolidation Act of 1 994, S. I 985, 1 03d 
Congrc:ss, 2d Sc:ssion ( 1 994 ); Rc:gulatory Consolidation Act of 1 993, H . R. I 2 14,  1 03d 
Congrc:ss, I st Sc:ssion ( 1 993).  Rc:garding the: U.S .  Dc:partment of Trc:asury proposal, see 
Jerry Knight, Rentsm Racks Single Rank Agency; Move to Streamli1ze Re.qulation Draws 
Federal Reserve Oppositio11, The: Washington Post, Novc:mbc:r 24, 1 993, at D 1 ;  Treamr_v 
Secretary Outlines Ra1zking·Agency Consolidatimz; the Climon Admi1zistration Has Proposed 
a Merger to Create a Si1zgle Commissio11, The Orlando Sentinc:l, Novc:mber 24, 1 993, at C I ;  
see gmeralZv Claudia Cummins, Fed Girding to Fight Plan for a Single Ra11k Regulator, The 
Amc:rican Banker, Dc:cc:mbc:r 20, I 993, at 1 ;  Robert M. Garsson, Rep. Leach Assails Plan to 
Mn;ge the Regulators, The American Banker, December 1 7, 1 993, at 3. 



Notes to pages 326-333 • 937 

Chaptc:r 1 8A, "Some: Genc:ral Considc:rations" ( Giddy) 

I .  Other means, such as ceilings on credit volume, restrictions on the payment of interest 
on deposits, and the maintenance of certain ratios betwec:n different kinds of assets and 
between different kinds of assets and liabilities, mav be considered useful, but thev are not 
absolutely necessary to achieve the basic objective �f monetary control. Indeed, su�h meth­
ods generally have: a secondary objective: associated with the: allocation of credit. 

2. This section borrows in part from Roger C.  Kormc:ndi et al., I11e Origim and 
Resolution of tiJe 11Jrift Crisis, Journal of Applied Corp. Finance: ( I 989 ). The: original idea 
appeared in Robert C.  Merton, A11 A11a�vtic Derivation of the Cost of Deposit bzsura1zce and 
Loa11 Guarantees: A11 Application of Modem Optio11 Pricing 11Jeory, I Journal of Banking & 
Finance: 3 ( 1977 ) .  

3. For a comprehensive: review of the: patterns of bank supervision, see Richard Dale:, Rank 
Supervision Arou1zd the World ( I982 ) .  

4 .  National banks arc: authorized, under I 2  U.S.C. § 2 4  Seventh, to purchase: t(>r their 
own account investment securities evidencing indebtedness of corporations in the: t(>rm of 
bonds, notes, and/or debentures, up to IO percent of their capital stock and surplus pursuant 
to regulations prescribed by the: Comptrollc:r of the: Currency. I 2  U.S.C. § 24 Seventh 
( I994 ). Generally, an insured state: bank may not acquire: or retain any equity invc:stmc:nt of 
a type: that is impermissible: t(>r a national bank. I 2  U .S .C.  § I83 I a( c )  ( I994); see also 
Raymond Natter et al., I Ba1zki11lf Law §  2 .04[27)  ( I 995 ). 

5. Community Reinvestment Act of I977, Public Law No. 95- I 28,  Title: VIII ,  9 1  Stat. 
1 147 (current version at 12 U.S.C. § 290 1 et st·q. ). 

6. !d. § 2903. 
7. See Donald R. Hidgman, Banking Research Fund, Selected Credit C01ztrols in Westall 

Europe ( 1976).  
8 .  See Ronald I .  McKinnon, M01u_v and Capital in Economic Developmellt ( 1 973 ). 
9. Bask Committee on Banking Supervision, Report 011 bzter11atio11al Co11vergmu of 

Capital Measuremmt a11d Capital Sta11dards ( July 1988, as amended in 1 992, 1 994, and 
1995 ). The: Basle Capital Accord is reprinted in I Currmt Legal lssttes Affcctillg Cmtral 
Ra11ks 487 ( Robc:rt C. Effros c:d. ,  1992 ) .  The: 1992 amendment is reprinted in 3 Currmt 
Le._qal lssttes Affectillg Cmtral Ra11ks 296 ( Robert C. Efti-os ed. ,  1995 ). Further amendments 
are reprinted herein as Appendix ll( I I ). 

1 0 . 12 C .S.C. § 1 8 1 7(b)( l )( c ) ( i )  ( 1 994). 
I I . !d. § 1 8 I 7(b)(2 )(G)( i ) .  
1 2 .  Edward J .  Kane:, How Mat·ket Forces bljlumce the Stntcture of Fi11a1zcial Rcgulatimz, 

i11 Restructllring Banki1zg and Fi11a1lcial Serviet·s i11 America 343 (William S. Haraf & Rose 
Marie Kushmeidc:r eds., 1988 ). For a concise: survey of the: issuc:s involved in bank regulation, 
sa Terence Quinn, The Eco11omics of Fi11a11cial Rt�qulati011: A Surve_v 55-70 ( 1992 ) .  

1 3 .  This process will, in turn, dilute: regulatory dl(>rts; in "globalizing" markets, the etlcct 
is heightened by an increase in the availability of regulators. See Ian H. Giddy, Domestic 
Re._qulatio11 vs. Imematio11al Competitimz i11 BallkiiJ.If, Krc:dit und Kapital 193 (August 1984). 

14 .  See herei11 Fe Morales Marks, Ra11ki1tlf Reform i11 the U11ited States (Chapter 1 2 ); sa 
also Jerry Knight, Bmtsm Racks Sill._lfle Ra11k A._qe11cy; Move to St1·eamlim Re._qulati011 Drall's 
Fedt'l'al Reso·ve Oppositimz, The \Vashington Post, :-iovember 24, 1993, at D I ;  Treasury 
St'ct·ctar.v Outli1zes Banki1zg·A._Ift'IIC_\' Como/idatimz; tbe Cli11to11 Admi1zistratin11 Has Proposed a 
Mo;ga to Create a Si11glc Commissio11, The: Orlando Sc:ntind, :-iovembc:r 24, 1 993, at C I ;  St't' 
._qmcral�v Claudia Cummins, Fed Girdill._lf to F(qbt Pla11 for a Si1zgle Ba11k Re._qulator, The 
American Banker, December 20, 1993, at I ;  Robert M. Garsson, Rep. Leach Assails Pla11 to 
Mo�qe the Regulators, The: American Banker, December 1 7, 1 993, at 3 .  

1 5 . Sam Y.  Cross, Fo//owiltlf tbe Rtmdesba11k, Foreign Affairs, March-April 1 994, at  1 28,  
1 32 (reviewing David Marsh, I11e Most Powerful Ba1zk: !11side Germany's Btmdesba11k ( 1992 ) ) .  

16 .  !d. at 1 32-I 33 (quoting Alan Greenspan ) .  
1 7 .  !d. at I 33 (quoting William J .  McDonough ). 
18. Then U.S. Federal Reserve Governor john P. LaWarc: in a speech on March 7, 1994 

stated: 
The idea of a monopoly regulator t(>r the: entire: banking systc:m almost assures a 

too-restrictive: rc:gulatory environment, ont: which would be: likdy to stitle innova­
tion and so limit risk-taking that there could be: serious nc:gativc: impact on the: c:con-
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omy. A single regulator with no other responsibilities would tend to want to elimi­
nate bank failures and consequently limit risk-taking in the industry to the point 
where it would shut off the flow of credit to support commerce. A single regulator, 
which would have state-chartered banks as well as national banks under its rule-mak­
ing authority, would inevitably have the tendency to blur the distinction between a 
national bank charter and a state bank charter, spelling the eventual demise of the 
dual banking system which has served the country well for 1 3 1  years. In any case, 
banks would no longer have a choice offederal regulators and no way to escape from 
over-restrictive regulatory policies by changing charter. The Treasury proposal 
removes all rule-making and most supervisory and examination functions from the 
Federal Reserve. I believe that hands-on involvement and supervision, rule-making 
and examinations over a broad spectrum of banking organizations is essential to 
enable the Federal Reserve to discharge its responsibilities for the integrity of the 
payment system, the operation of the window as the lender of last resort, and as the 
central player in crisis management when there is an accident in the financial system 
which might destabilize the system. Putting the entire banking system under one 
agency that is at least potentially more vulnerable to political manipulation does not 
appear to me to be good public policy. A better approach would be to have two reg­
ulators at the federal level. This could most directly be accomplished by merging the 
Office of Thrift Supervision and the Otlice of the Comptroller oft he Currency, thus 
combining the two agencies presently responsible for ti:derally-chartered institu­
tions. The second step would be to transti:r responsibility for state-chartered non­
member banks to the Federal Reserve, which already has oversight of state member 
banks. This would reduce the number of federal regulators from t(JUr to two and 
strongly underscore the importance of the dual banking system by having one tC:d­
eral regulator for ti:derally-chartered banks and a separate one tor state-chartered 
banks. Because there is a small group of 30 to 40 banking organizations which are 
so large and have such reach to their operations that they are special, both agencies 
should have some degree of oversight. This could be accomplished by joint exami­
nation of the parent holding companies and the lead banks. In all other cases 
duplicative examination and overlapping supervision could be eliminated by giving 
top-to-bottom supervision and examination authority to the regulator of the lead 
bank. 

Our proposal has the t(>llowing advantages: 
• It avoids overrestrictive and stultifYing rule-making by a monopoly regulator; 
• It provides strong support t(>r the dual banking system at the ti:deral level; 
• It maintains the role in bank supervision critical to the Federal Reserve's 

needs; 
• It provides choice of ti:deral regulator to banks; 
• It reduces federal regulators from t(JUr to two; 
• With the exception of a small, special group of banks, it assures one examiner 

per banking organization; 
• And it maintains a healthy, dynamic tension bem·een the two agencies in rule­

making. 
19 .  I11e Need for Major Comolidatio11 a11d Overhaul of the Ra11k Regulatory Agmcics into 

a New and Independent Ranki11g Structure: Heari11gs Before the Committee 011 RmlkinJr, 
Housing, and Urban Affairs, U.S. Smate, 1 03d Congress, 2d Session, at 1 8  ( 1994 ) ( state­
ment of Secretary of the Treasury Lloyd Bentsen) .  The Bundesbank, according to a recent 
book, has no direct responsibility for bank supervision; the Federal Banking Supervisory 
Office carries out this function. However, in fact, the Federal Banking Supervisory Office 
makes its decisions after consultation with the Bundesbank, helping ensure that the 
Bundesbank has access to the information it needs. David Marsh, The Most Powerful Ra11k: 
Inside Germany's Bundesbank ( 1 992 ). See herein Bertold Wahlig, "Who Should Re the Ranki11g 
Supervisors? A German Perspective" (Chapter 1 8B) .  

20 .  The Need for Major Consolidation and Overhaul of the Ra11k Regulatory Agencies into 
a New and Independent Banking Structure, supra note 19,  at 19-20. 

2 1 .  Treaty Establishing the European Communities, as amended by Treaty on European 
Union, Art. 1 07, February 7, 1 992, 1 992 Official Journal of the European Communities 
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( C 224) I ,  selected provisiom reprinted in 3 Current Legal Issues Affecting Central Banks, 
supra note 9, at 32 5.  

22.  Loi no.  93.980 du 4 aout I993 relative au statut de Ia Banque de France et a l 'activ­
itC: et au contri>le des C:tablissements de crC:dit modifiC:e par Ia loi no. 93. I444 du 3I dC:cem­
bre I993, Journal Officid I I 047 (August 6, I993); Law I3/I994 of June I, I994 on the 
Autonomy of the Banco de Espana, Boletin Oficial dd Estado (June 2, I994). 

23. Constitution of the Republic of Chile, Arts. 97, 98, reprinted in IV Constitutions of 
tbe Countries oftbe World (Albert P. Blaustein & Gisbert H. Flanz eds., 1994 ); Constitutional 
Organic Act of the Central Bank of Chile, Official Gazette Law No. 18,840 ( March 1 0, 
1 990), as amended by Law No. 18 ,90 1 (January 6, 1990) and Law No. 1 8,970 (October 1 0, 
1 989); Ley dd Banco de MC:xico, Art. 1 ,  Diario Oficial Section 2, at 1 ( December 23, 1993); 
Decn:to por d que se reforman los articulos 28, 73, y I23 de Ia Constitucion Politica de los 
Estados Unidos Mexicanos, Diario Oficial 2 (August 20, 1 993); Iniciativa Presidencial de 
Rdc:>rm Constitucional Enviada al Congreso de Ia Union por d President.: Carlos Salinas de 
Gortari d 2 de mayo de I 900, Diario Oficial ( June 27, 1990); Ley dd Banco Central de Ia 
Republica Argentina, Art. 3, No. 193 of 1 991  (November 6, 1 99 1  ) .  

24. Folloll'ing tbe BU1Jdesba11k, supra note 1 5, at  I33 ( reviewing David Marsh, supra note 
19, and quoting Otmar Issing) .  

25 .  The Centre for Economic Policy Research, Independent and Accountable-A Nell' 
Mandate for tbe Ba11k of England 28-30 ( 1993)  (report of an independent pand chaired by 
Eric Rol l ) .  

26. Id. at 3 1 ,  65-66, 70.  
27.  Id. at 67. 

Chapter 18B, uA German Perspective" (Wahlig) 

1 .  Rinaldo M.  Pecchioli, Ballkena�tfticht in den OECD-Liindern: Entll'icklungen und 
Probleme [ Banking Supervision in the OECD Countries: Trends and Problems) 29 ( 1989) .  

2 .  See Bask Committee on Banking Supervision, Report on International Convergence of 
Capital Measttremmt a11d Capital Standards ( July 1988, as amended in I992, 1 994, and 
1995 ). The Bask Capital Accord is reprinted in I Current Legal Ismes Affecting Cmtral 
Banks 487 ( Robert C. Effros ed., 1992 ) .  The 1 992 amendment is reprinted in 3 Current 
Le..qal Issttes Affecting Cmtral Ra11ks 296 ( Robert C .  Effros ed. ,  1995 ). Further amendments 
are reprinted herein as Appendix II( 1 1  ). 

3.  See lm·ei11 Paolo Clarotti, Banki11g Law Developments i11 the European Union: Deposit 
bmtrance a1zd Mo1ze_v-Laundering Initiatives (Chapter 7 )  and RenO: Smits, The European 
Commu11i�v 's Seco11d Ba11king Directive (Chapter 6) .  

4. Pecchioli, mpra note 1 ,  at 3 1 .  
5 .  Id. 
6. See Volkhard Szagunn & Karl Wohlschiess, Gesetz uber das Kreditwessen [ Banking Act) 

53 (5th ed. 1990); Banking Act of the Federal Republic of Germany, Deutsche Bundesbank 
Special Series No. 2 (4th ed. 1993). 

7.  See Paolo Clarotti, supra note 3. 
8 .  Federal Court of Justice, Rulings of February 15 and July 12,  1979, Wertpapier­

Milleilungen 1979 [Securities Information 1979). 
9 .  Gesetz tiber das Kreditwesen [ Banking Act], as amended, Federal Law Gazette I ,  I472 

( Julv 1 I , 1985) .  
io. See H.J .  Muller, 71Je Cmtral Bank and Banking Supervision, De Nederlandsche Bank 

N.V. Quarterly Bulletin ( September 1983), reprinted in 3 International Banking Law 2 (June 
1984). 

1 1 .  Gesetz tiber die Deutsche Bundesbank [ Bundesbank Act], as amended through 
December I 992, § 3 (English translation citing Bundesgesetzblatt 745 ( July 30, 1 957), and 
subsequent amendments). 

1 2 .  Treaty Establishing the European Community, as amended by Treaty on European 
Union, February 7, 1992, 1992 Official Journal of the European Communities ( C  224) 1 ,  
selected provisions reprinted i11 3 Currmt Legal Issues Affecting Central Banks, supra note 2, 
at 32 5 .  

1 3 . Id. Art. 1 05( 1 ) . 
14 .  2 The New Pa{Jfrave Dictionary of Money and Finance 57 I ( I 992 ) .  
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1 5 .  Muller, supra note 1 0, at 3. 
16.  Pressekommu11ique der am 9. September i11 Basel versammeltc11 Notmba11k-Gom•emeure, 

Deutsche Bundesbank Ausziige aus Presseartikeln No. 58 at I (September 12,  1974) .  
1 7 .  Fn:deric S. Mishkin, Prevmti11g Fi11a11cial Crius: A11 l11tematio11al Perspective, 

Address at tht: ESR Banking Res.:arch Centro: Conti:r.:nce ( 1993) .  
1 8 .  Bankgesetz of March 14,  1 875, Reichsg.:selzblatt 1 77 ( 1875 ) .  
19 .  Banking Act, supra note 9 ,  § §  5,  6. 
20. ld. § 7. 
2 1 .  ld. § 1 0( 1 )  and 1 2( I ) . 
22. ld. § 1 0( I ). 
23. ld. § 14( I ). 

24. ld. § 1 4(2) .  
25 .  Deutsche Bu11desbank Gescbiiftsbericbt 1 993 at 1 28 ( 1 994 ). 
26. Trt:aty Establishing tht: European Community, supra note 12, Art. 1 05(5)  and (6) .  

Chapter 18C, �A Swedish Pt:rspective" ( Span•e ) 

I .  The Glass-Stt:agall Act of 1 933 is compost:d of sections 16,  20, 2 1 ,  and 32 of the 
Banking Act of 1933 (Act ofJune 16, 1933, Chapter 89, 48 Stat. 1 62 ), codified at 1 2  U .S.C. 
§§ 24 (St:venrh ), 78, 377-78 ( 1 933) .  

2 .  See The Bank Regulatory Consolidation and Rt:form Act of 1995, H .R. 1 7, 1 04th 
Congress, 1 st S.:ssion ( 1995);  R.:gulatory Consolidation Act of 1 994, S. 1985, 1 03d 
Congress, 2d St:ssion ( 1994 ); Regulatory Consolidation Act of 1993, H . R. 1 2 14,  1 03d 
Congress, 1 st St:ssion ( 1 993) .  

3.  Inquiry i11to tbe Supervisim1 of the Bank of Credit and Commerce bztemational (The 
Right Honourable Lord Justice Bingham, chairman, Ocrob.:r 22, 1992). 

4. This is not explicitly stated in the Bank Act, nor in the Articles of Association of De 
Nederlandsche Bank KV., bur according to established practice, one executive director (out 
of t(lllr members) is the ext:curive director responsible for supervisory mattt:rs. 

5. Office of the Superintendent of Financial Institutions Act, Statutes of Canada, Chaptt:r 
F- 1 1 .3, Part I, § 4 ( 1 987) .  

6. In Sweden, t(>r t:xample, supervision of al l  such institutions and markets is conducted 
by one single authority since July I ,  199 1 .  

7 .  Second Council Directive 89/646 of I S  December 1 989 on the Coordination of Laws, 
Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of the 
Business ofCn:dit Institutions and Amending Directive 77 /780/EEC, 1989 Official Journal 
of the European Communities (L 386 ) I, repri11ted i11 2 Currmt Legal lsmcs Affecti1llf 
Cmtral Ba11ks 264 ( Robert C. Efti-os ed. ,  1994 ); Agreement on the European Economic 
Area, May 2, 1 992, Annex IX ( "Financial Services"). 

Chapter 180, "French Banking Supervision" (Millert:t) 

I. Loi no. 84-46 du 24 janvier 1984 relative a l 'activitc et au contr61e des ctablissements 
de credit, Journal Officiel 390 (January 25, 1984 )[hereinafter Law no. 84-46 ]. 

2 .  Loi no. 93.980 du 4 aotit 1993 relative au statut dt: Ia Banque dt: France er a ! 'activit<' 
.:t au conrr6k d.:s etablissem.:nrs de credit modific.: par Ia loi no. 93. 1444 du 3 1  decembre 
1993, Journal Officid 1 1047 (August 6, 1 993)[herdnafter Law no. 93.980 ] .  

3.  Law no. 84-46, supra note 1 ,  Titles I I  and I I I .  
4. Law no. 93.980, supra note 2, Art. 23 .  
5 .  Law no. 84-46, supra note I ,  Art. 30. 
6. !d. Art. 33 .  
7. !d. Art. 33( 8 )  and Law no.  93.980, mpra nor.: 2,  Art. 25 .  
8 .  Law no. 84-46, supra note I ,  Art. 30. 
9. !d. 
10 .  !d. Art. 32. 
I I .  !d. Art. 3 1 .  
12 .  First Council Directive 77/780 of 1 2  Decembt:r 1977 on the Coordination of Laws, 

Regulations and Administrative Provisions Relating to the Taking Up and Pursuit of the 
Business of Credit Institutions, Art. I ,  1 977 Official Journal of the European Communities 
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[O.J . )  (L 322 ) 30, repri11ted in 2 Current Legal Issues Affectilllf Cmtral Banks 2 5 1  
( Robert C.  Efli-os c:d. ,  1 992 ). 

1 3 .  Law no. 84-46, supra note: I ,  Art. 1 8. 
14 .  Id. Art. 1 8( I ). 
1 5 . Id. Art. I .  
16 .  Id. Art. 1 8( I ) . 
1 7 .  Id. Art. I .  

1 8 .  Id. Art. 3 1 .  
1 9 .  Id. 
20. Id. Art. 32. 
2 1 .  Id. Art. 38. 
22 . Id. 
23. Id. Art. 39. 
24. Law no. 93.980, supra note: 2,  Art. 28. 
25.  Id. Art. 37. 
26. Id. 
27. Id. Arts. 39-4 1 .  
28. Id. Art. 40. 
29. Id. 
30. Council Directive: 89/647 of 1 8  Dc:cc:mbc:r 1 989 on a Solvency Ratio for Credit 

Institutions, 1 989 O.J .  ( L 386 ) 14,  reprimed in 2 Currmt Ulfal Issues Affectinlf Cmtral 
Banks, supra note: 1 2, at 297. 

3 1 .  Council Directive: 92/ 1 2 1  of 2 1  Dc:cc:mbc:r 1992 on the: Monitoring and Control of 
Large: Exposures of Credit Institutions, 1993 O.J.  (L 29 ) I ,  reprinted i11 3 Currem Lelral 
Ismes Affecting Central Banks 444 ( Robc:rt C. Effros c:d. ,  1 995 ) .  

32 . Second Council Directive: 89/646 of 15 Dc:cc:mbc:r 1989 on the: Ccx>rdination of 
Laws, Regulations and Administrative: Provisions Rdating to the: Taking Up and Pursuit of 
the Business of Credit Institutions and Amending Directive 77 /780/EEC, 1 989 O.J .  
(L 386) I,  as corrected 1 990 O.J .  (L 83) 128 and 1 990 O.J .  ( L  1 58 )  87, repri1zted in 2 
Currmt Legal Issues Affecting Central Ba1zks, supra note 1 2, at 2 5 1 .  

33.  Law no. 84-46, supra note: I ,  Art. 42 . 
34 . Id. Art. 43. 
35.  Id. Art. 45. 
36. Id. 
37. Id. Art. 48. 
38. Id. Art. 52. 
39. Id. 
40. Treaty on European Union, signed in Maastricht on February 7, 1992, 1992 O.J .  

(C 19 1 )  I .  
4 1 .  Law no. 93.980, supra note: 2 ,  Art. I .  
42. Id. 
43. Treaty Establishing the: Europc:an Community, Fc:bruary 7, 1992, i1zcorporatin,q 

c/Ja1zges made b_v Trc:aty on Europc:an Union, supra note: 4 1 .  Sdc:cred provisions of the Trc:aty 
Establishing the: European Community arc: rc:printc:d in 3 Currellt Le,qal Ismes A!Jecti1z_q 
Cmtral Ba1zks, supra note: 3 1 ,  at 325. 

44. Law no. 93.980, supra note: 2,  Title: lc:r, Chapter 2,  Section 2.  
45.  Id. Title: lc:r, Chapter 2,  Section 3 .  
46 .  Id. Art. 12 .  
47. Id. Title: I I ,  Chapters II  and IV. 
48. Law no. 84-46, supra note: I ,  Art. 33(8 ) .  
49 .  Id. Art. 30. 
50. Law no. 93.980, supra note: 2,  Art. 24. 
5 1 .  Id. 
52.  Id. Art. 26. 
53. Law no. 84-46, supra note: I, Art. 36. 
54. Law no. 93.980, supra note: 2,  Art. 28. 
55 .  Id. 
56. Id. 
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Chapter 1 9, "BCCI: The Lessons for Banking Supervision" ( Baxter and de Saram) 

1 .  This paper was presented by Thomas C. Baxter; only his biography appears in the bio­
graphical sketches. 

2 .  Banco Arnbrosiano of Milan was the largest private banking group in Italy in the mid-
1 970s, with operations in 15 countries. In  1982, the Italian authorities ordered the liqui­
dation of Banco Arnbrosiano after the discovery of $ 1 .2 billion in insecured lending by the 
bank. The funds were never recovered, and related losses were spread over 200 financial 
institutions worldwide. 

3. See Committee on Banking Regulations and Supervisory Practices, Revised Basle 
Concordat ( May 1 983) and Supplement to the Concordat (April 1 990), both reprinted in 1 
Current Legal Issues Affecting Central Banks 475 and 480 ( Robert C. Effros ed., 1 992). 

4. Foreign Bank Supervision Enhancement Act of 199 1 ,  Title II, Subtitle A, of the 
Federal Deposit Insurance Corporation Improvement Act of 199 1 ,  Pub. L. No. 1 02-242, 
105 Stat. 2236 ( 1 99 1  ), reprinted in 3 Current Legal Issues Affecting Central Banks 587 
( Robert C. Effros ed.,  1 995); see also Deborah Burand, Regulation of Foreign Banks' Entry 
into the United States under the FBSEA: Implementation and Implications, 24 Law & Policy 
in International Business 1 089 ( 1 993); Robert C. Effros, Comments on "Regulation of 
Foreign Banks' Entry into the United States under the FBSEA: Implementation and 
Implications,» A Paper Presented by Deborah Burand, 24 Law & Policy in International 
Business 1 1 2 5  ( 1 993).  

Chapter 19, Comment ( Gurwin) 

1 .  Richard Dunkin, BCCI Provisional Liq11idators Run Up Costs of Dollars 200m, 
Financial Times, December 3 ,  1 99 1 ,  at 10 .  

2 .  For a lengthier discussion, see Larry Gurwin & Peter Trudl, False Profits: The Inside 
Story of BCCI, the World's Most Corrupt Financial Empire ( 1 992 ); Larry Gurwin, Who 
ReaiZv Owns First American Bank?, R.:gardies Magazine, May ( 1 990) .  

3 .  Memorandum from J .E. Vaez, National Bank Examiner-London, The Comptroller 
of the Currency, to Robert R. Bench, Associate Deputy Comptroller for International 
Banking. The Comptroller of the Currency ( February 1 5 ,  1 978), in The BCCI Affair: 
Hearings Before the Subcommitte on Terrorism, Narcotics, and International Operations of the 
Committee on Foreign Relations of the United States Senate, 1 02d Congress, 2d Session, Part 
4 at 1 5  ( 1992) .  

4 .  Id. at 1 8 .  
5 .  Akbar Bilgrami testified before the Kerry Committee on July 30, 1992. The BCCI 

Affair: Hearings Before the Subcommittee on Terrorism, Narcotics, and International 
Operations of the Committee on Foreign Relations of the United States Senate, 102d Congress, 
2d Session, Part 6, at 679 ( 1 992) .  

6 .  Abdur Sakhia testified before the Kerry Committee on October 22, 1 99 1 .  The BCCI 
Affair: Hearings Before the Subcommittee on Terrorism, Narcotics, 11nd International 
Opemtions of the Committee on Foreign Relation of the United States Senate, 1 02d Congress, 
1 st Session, Part 2, at 5 1 5  ( 199 1 ) .  

Chapter 20, "The Role of Deposit Insurance: Financial System Stability and Moral 
Hazard" ( Barth and Brumbaugh) 

1 .  This paper was presented by James R. Barth; only his biography appears in the bio­
graphical sketches. 

2. Federal Deposit Insurance Corporation Improvement Act, Public Law No. 102-242, 
1 05 Stat. 2236 ( 1 99 1 ). 

Chapter 20, Comment ( Comizio) 

1 .  The author wishes to thank Karen B. Elizaga and Matthew D. Adler, associates at 
Thacher Proffitt & Wood, for their assistance with this comment. 

2. National Commission of Financial Institution &form, R.:covery, and Enforcement, 
Origins and Causes of the S&L Debacle: A Blueprint for Reform at 4 ( July 1993) [hereinafter 
National Commission &port]. 

3. Id. at ix. 
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4. Id. at l .  
5 .  United States v. Winstar, 1 1 6 S.Ct. 2432, 2440, 1 35 L.Ed.2d 964, 972 ( 1996) ( cit-

ing House Report No. 1 0 1-54, part 1 ,  at 292-293 ( 1989) ) .  
6. Id. (citing 1 2  U .S.C. §§ 142 1-1449 ( 1988 ed. ) ) .  
7. Id. (citing 1 2  U.S.C. §§ 1461-1468 ( 1988 ed. ) ) .  
8 .  Id. (citing 1 2  U.S.C. §§ 1 70 1-1 750g ( 1988 ed. ) ) .  
9 .  National Commission Report, supra note: 2, at  2 1 .  
1 0 .  Id. at 2 1-22. 
1 1 . Id. at 2 1 .  
1 2 .  Id. 
1 3 .  Id. at 1 .  
1 4 .  Id. at 29. 
1 5 .  Id. at 3 1 .  
1 6 .  Id. at 23.  
17 .  Id. 
18 .  Id. at l .  

19.  Id. at 4 1 .  
20. Depository Institutions Dc:rc:gulation and Monc:tary Control Act of 1980, Public Law 

No. 96-22 1 ,  § 308, 94 Stat. 1 32, 147 ( 1980) .  
21 .  National Commission Rc:port, supra note: 2 ,  at  I .  
22. Id. 
23.  Id. at 1-2 .  
2 4 .  Garn-St. Gc:rmain Depository Institutions Act o f  1982, Public Law No. 97-330, 96 

Stat. 1496 ( 1982 ) .  
25 .  National Commission Report, supra note: 2, at  4. 
26. Id. at 2 .  
27. Id. 
28. Id. at 44. 
29. Id. at 2. 
30. Id. at 5. 
3 1 .  Id. at 3. 
32. Id. 
33. Id. at 6. 
34. Id. at 43. 
35. Id. at 44. 
36. Id. 
37. Competitive: Equality Banking Act, Public Law No. 1 00-86, Titk I I I ,  1 0  I Stat. 552, 

585 ( 1987). 
38. Public Law No. 1 0 1-73, 103 Stat. 183 ( 1989 ). 

Chaptc:r 2 1 A, "Bankruptcy Policies, Restructuring, and Economic Efficiency" (Atiyas) 

I .  For a review of these policic:s in a sample of mc:mbers of the: Organization t(>r 
Economic C<x>peration and Development and a dc:taikd discussion of restructuring policit:s 
t(>r dc:vdoping countries, see 1zak Atiyas, Mark Dutz, & Claudio Frischtak, with Bita 
Hadjimichad, Fundamental Issues and Policy Approaches in b1dustrial Restmcturi11lf, 
Industry Series Paper No. 56 ( 1992 ) .  

2 .  A detailed review of the economics of  bankruptcy and a comparative: analysis of 
bankruptcy laws in industrialized and industrializing counrric:s is providc:d in Izak Atiyas, 
Bankruptcy Policies, in Regulatory Policies and Reform in Industrializinlf Cou11tries 
(Claudio Frischtak ed.,  1995 ) .  

3 .  See Douglas Baird & T .  H .  Jackson, Cases, Problems and Materials o n  Bankruptcy 
( 1985)  (Chapter I addresses the: rdation be: tween debt collection and bankruptcy laws) .  

4 .  See, for example, T.  H .  Jackson, The Logic and Limits of Bankruptcy Law ( 1986);  D.C. 
Webb, Does the 1 986 Insolvency Act SatisfY the Creditors' Bargain ? ( 1 988)( unpublishc:d 
papc:r, London Sch<x>l of Economics); Douglas Baird, The Uneasy Case for Corporate 
Reorganizations, 1 5  Journal of Legal Studic:s 1 27-147 ( 1 986) (undertaking a critical assess­
ment of the: role of bankruptcy reorganization in resolving the common p<X>I problem, 
which has also bec:n callc:d "the: race: to the: courthouse:") .  
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5. The literature mentions two basic agency problems: those that arise owing to contlicts 
of interest between managers and shareholders, and those that arise between owners ( or 
managers ) and creditors. The focus here is on the second type of problem . 

6. One author has argued that because shareholders of dcbt-tlnanccd firms arc interest­
ed only in cash tlows over and above the repayment of debt-that is, they arc only inter­
ested in nonbankrupt states-they may t(>rcgo projects with positive net present values. 
Stewart Myers, The Determi1zants of Corporate RorrowinJI, 5 Journal of Financial Economics 
147 ( 1 977).  Overinvestment rathc:r than undcrinvcstmcnt, especially by increasing the risk­
iness of investments, is also possible . See Robert Gertner & David Scharfstcin, A 1beor.v of 
1Vt1rkouts twd the Effects of Reorganization Law, 46 Journal of Finance 1 1 89 ( 1991 ) ;  
�lichad Jensen & William Meckling, Theory of the Firm: MmzaJreria/ Rehavior, AJrenc_v Costs 
aud Capital Struct11rc, 3 Journal of Financial Economics 305 ( 1 976 ) .  

7 .  L:sing the terminology in Julian Franks & Walter Torous, Lessmzsfrom a Comparisou 
o( thf US a1zd UK bzso/vencv Codes, 8 Oxford Review of Economic Policv 70 ( 1992 ), the 
r-ules should tend to avoid premature: liquidations, as well as deferred liquidations. In some 
countries, additional �social" objectives, such as preservation of employment, arc also 
assigned to bankruptcy procedures. This, t(>r example, is an explicit objective of the: French 
legislation. 

8. I I  L' .S.C. § 1 1 0 1  ct seq. ( 1 994). 
9 .  Sec papers reviewed in Atiyas, s11pra note 2. 
10 .  Insolvency Act, 1 986, Chapter 45, Parts I I  and I I I .  
1 1 .  Jd. §§ 1 3-25 .  
1 2 .  Jd. § 29( 2 ) .  An important difti:rcncc between the administrator and the receiver i s  

that the lattc:r is responsible t o  the appointor whereas the administrator is responsible t o  all 
creditors. 

13 .  The C .S. bankruptcy system is characterized as being �debtor oriented" whereas the 
L� . K. system is more �creditor oriented." 

14. Loi no. 85-98 du 25 janvier 1 985 rdativc au rcdrcsscmcnt ct a Ia liquidation judi· 
cia ires des c:ntrcpriscs. Journal Officid 1 097 ( Janvier 26, 1 985 ). 

1 5 .  For a more detailed discussion, see Atiyas, mpra note 2 .  

Chapter 2 1  B ,  �An Explanation ot� and Guide to, Business Reorganizations Under 
Chapter 1 1  of the U.S .  Bankruptcy Code" (Whelan) 

I .  I I  L" .S.C. § I I  01 ct seq. ( 1 994 ) . For case of explanation, no formal cites will be made 
in this chapter, other than to certain quoted statutory sections that assist in understanding 
the context of the chapter. A Chapter I I  bankruptcy case is too complex to be completely 
covered in the contlncs of this chapter, and, accordingly, only the more routine areas of 
bankruptcy law and litigation arc summarized herein. This chapter is intended to present a 
gena.1l overview of Chapter 1 1  and is not intended to constitute legal advice on a given 
bankruptcy issue. 

2. Because of the many complex financial problems that may contront a �person" (such 
.1s signitlcant contingent tort claims), the requirement of insolvency, once present under the 
old Bankruptcy Act, is no longer a rc:quircmc:nt under the Bankruptcy Code, which first 
became dli:ctivc: on October I ,  1979. Certain types of persons-financial institutions, rail­
ro.Jds, credit unions, and insurance companies, l(>r example-arc dealt with under their own 
spcci.l l izcd type: of liquidation statute, and railroads arc also dealt \\ith under a special sub­
chapter of Chapter I I .  

3 .  Because: of the delay created by debtors seeking relief under Chapter I I , Congress 
enacted special �fast-track" provisions applicable solely to single-asset real estate: bankrupt· 
cic:s, in which only one asset or project is involved, with usually only one or more secured 
creditors and ti:w trade creditors, as part of the: Bankruptcy Rd(>rm Act of 1 994, Public Law 
:-;o 1 03-394, 1 08 Stat. 4 1 06 ( 1 994) .  

4 .  I I  C .S .C.  § 362 ( 1 994 ) . This automatic stay creates a critical mantle of protection 
t(>r the debtor because its broad application extends to almost any type of action that might 
.1fti:ct the debtor or its property-for example, the institution of legal or administrative pro­
ceedings to cnl(>rcc payment of monies, setoffs, pcrti:ction of lic:n rights, protection against 
cessation of utility service, and any related actions impacting on the administration of the 
Ch<lptcr I I  estate . L7pon the tiling of this Chapter 1 1  petition, which creates an estate and 
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results in the creation of a new legal entity, namdy, the �debtor in possession," the debtor 
is permitted to continue its business operations unfetten:d by creditor or court oversight. 

5. In those cases where the appointment of an individual trustee is not warranted, the 
court may, if it is in the �best interests of creditors" or if the non trade debt exceeds $5 mil­
lion, order the appointment of an examiner whose functions will be limited to an investiga­
tion and report with respect to such debtor's business operations . 

6. An executory contract, by legal definition, is that type of contract that still requires 
some form of substantial performance by both parties to the contract. If the only obligation 
remaining under the provisions of the contract is the obligation of the debtor to repay, such 
a contract is not deemed to be executory ti.>r bankruptcy purposes. 

7. The debtor bears the burden of proof in establishing the necessary dements of a pref­
erence. If the debtor decides not to pursue such an action because of ongoing business rela­
tions with the creditor body, the creditors' committee may apply to the bankruptcy court 
for authorization to pursue such a cause of action in its own right in order to protect the 
rights of the unsecured creditor body at large. 

8. Such a lien will ordinarily be subordinated to any prior existing liens; however, in 
extraordinary situations in which the debtor is unable to obtain credit and �adequate pro­
tection" can be provided to an existing lien holder, a senior lien may even be obtainable by 
the debtor. The use of the term �adequate protection" essentially means that the debtor 
must, in some statutorily provided manner, furnish security ti.>r the secured creditor's inter­
est in such property ( ti.>r example, a replacement lien on other property of like value, cash 
payments to protect against depreciation, or simply the provision of the �indubitable equiv­
alent" of such protection ) .  

9 .  General unsecured creditors are, with certain limited exceptions, not entitled to  any 
distributive share of the debtor's estate prior to the efti:ctive date of the confirmation of the 
debtor's plan and are not entitled to the payment of interest beyond the date of the Chapter 
1 1  fi ling, except in those cases where the debtor is solvent. 

1 0 .  See sttpra text accompanying note 8 .  
1 1 . The Bankruptcy Code requires that the stay be lifted, on  a motion tiled by  the 

secured creditor, whenever "cause" is established ( usually meaning that the debtor has t:1iled 
to furnish some ti.>rm of adequate protection) or because there is no equity in the property 
and the property is not necessary ti.>r an �effective reorganization ." 

1 2 .  Csually a minimum of 25 days' notice is required prior to conducting a hearing on 
approval of the disclosure statement, but, once approved, the debtor is atli.mkd an addi­
tional 60-day period within which to solicit the statutorily required acceptances to the plan. 

1 3 .  Analogous to the procedures with respect to approval of the disclosure statement, a 
25 -day notice period is required prior to commencing the confirm,ltion hearing. 

1 4 .  Impairment is a special word of art employed in Chapter 1 1 ; it signifies that the 
creditor is having all of its prepetition rights restored or essentially receiving the full bene­
fit of its bargain as entered into prior to bankruptcy. 

1 5 .  Sec mpra text accompanying note 1 4 .  
1 6 .  In recognition of this problem, Congress created, a s  part o f  the Bankruptcy Reform 

Act of 1 994, mpra note 3, special provisions dealing with small business persons ( namelv, 
debtors having aggn:gate debt of less than $2 million ),  which greatly simplifies nuny of the 
more cumbersome procedural requirements of Chapter 1 1 .  At the same time, these provi­
sions provide ti.>r a tast-track Chapter 1 1 ; ti.>r this reason, many debtors will not elect to pro­
ceed under the optional small business provisions of the code. 

Chapter 2 1C, �Bankruptcy Law and Bank Insolvency Law in Eastern Europe" ( Schiftinan) 
1 .  For a more complete analysis of the bankruptcy laws ofthe Czech Republic, Hungary, 

and Poland, which includes some of the remarks bdow, see Pamela Bickti.>rd Sak & Henry 
N. Schiftinan, Rankrttptcy Law R eform i11 Eastem Ettrope, 28 The International Lawyer 927 
( 1 994 ) .  

2 .  Act on Bankruptcy and Settlements, ::-.:o. 328/ 1 99 1  Col i .  o f  july 1 1 , 1 99 1 ,  as 
amended, Art. 1 2 (  1 ) .  

3 .  ld. Art. 1 2 ( 2 ) .  
4 .  Law IL o f  1 99 1  o n  Bankruptcy Procedures, Liquidation Procedures and Final 

Settlement (as amended ), Nr. IV./ 1 9 .  Hungarian Rules of Law in Force 1 22 5 ,  § 9 ( 1 99 3 ) .  
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5. Id. § 19(4 ), ( 5 ) .  
6 .  Sa Bankruptcy Act, Dziennik Ustaw No. 1 4, item 8 7 ,  1 990 ( Regulation b y  the 

President of the Republic of Poland of October 24, 1 934, as amended ),  Art. 1 69 .  
7. Id. 

Chaptn 22A, �The Signiticance of the I nternational Foreign Exchange Master 
Agreement" ( Emert) 

I .  The Foreign Exchange Committee & The British Bankers' Association, International 
Fort'ig11 Ewha1l...f/C Masur Agreemmt ( IFEMA ) ( November 1993),  reprinted herein as 
Appendix I I( I ) . 

2. Bask Committee on Banking Supnvision, Report rm lntt'nzatiunal Co1zvergence of 
Capital Mt'amrmmzt mzd Capital Standards ( July 1988, as amended in 1992, 1 994, and 
1 995 ) [ht'rt'inafter Bask Capital Accord] .  The Basle Capital Accord is reprinted in I 
Czmnzt Lq1al Ismt's Afft'Ctin._q Central Banks 487 ( Robert C. Etlros ed ., 1 992 ) .  The 1 992 
ammdment is reprinted in 3 Currmt Legal Ismes Affecti1zg Central Banks 296 ( Robert C. 
Eftros ed . ,  1995 ) .  Further amendments are reprinted herein as Appendix II( I I ) .  

3 .  The British Bankers' Association & the Foreign Exchange Committee, Intemational 
Currmc_v Options Market (!COM) Master Agreement and G11ide (April 1992 ) ;  bzternational 
Currmcy Options Market (!COM) Master Agreement a1zd G11ide ( May 1993).  The 1 993 
!COM Master Agreement is reprinted herein as Appt:ndix I l ( 2 ). 

4. I nternational Swap Deakrs Association, ISDA Master A...r1reemmt ( 1 992 ), repri11ted 
ht'rt·in as Appendix I I (  3 ) .  

5 .  The British Bankers' Assm:iation and the Foreign Exchange Committee arc develop­
ing ( i )  the Foreign Exchange and Options Master Agreement (FEOMA), which is a master 
agreement t(lr spot and forward f(lrcign exchange and foreign exchange options transac­
tions, and ( i i )  a revised version of the ICOM Master Agreement f(lr t(lreign exchange 
options. These agreements should be issuc:d shortly in final f(lrm. 

6. The Federal Deposit Insurance: Corporation Improvc:mc:nt Act, Title: IV, Subtitle: A, 
Public Law ::-:o. 1 02-242, 1 05 Stat. 2236 ( 1991  ) .  

7.  Id. § 405 . 

8. 1 2  Code of Federal Rc:gulations part 2 3 1  ( 1995 )( rc:garding nc:tting digibility for 
financial institutions) .  

9 .  Jd. § 2 3 1 .3 .  

1 0 .  Id. § 2 3 1 . 3 ( a ) .  

1 1 .  Jd. § 2 3 1 .3 ( a )( l ) , ( 2 ) .  

1 2 .  Id. § 2 3 1 .2( c ) .  

1 3 .  See the 1 988 version of the: Bask Capital Accord, mpra note 2 .  
1 4 .  Bask Capital Accord, mpra note 2 .  
1 5 .  1 2  Code of Federal Rc:gulations parts 208 and 2 2 5 ,  Appc:ndix A, E ( 5 )  ( 1 995 ) .  
1 6 . !d. at  E ( 5 ) ( 2 ) ( i i ) ;  Board of Governors of the: Federal Reserve System, Notice of 

Financial Rules 1 8  ( December 2,  1 994 ) .  
1 7 .  12 Code of Federal Regulations parts 208 and 225 E( 5 ) (c ) .  
1 8 .  Id. 
1 9 .  Restatement (Second) of Agency § 322 ( 1 95 8 ) .  
20.  Id. § 32 1 .  

Chapter 22B, "An Analysis of the: Intc:rnational Forc:ign Exchange: Master Agrec:ment" 
(Ainslie) 

I .  The Foreign Exchange Committee & The British Bankers' Association, International 
Forei._rpz Ewhange Master A._qreemmt (IFEMA) ( Novc:mber 1 993),  reprimed herein as 
Appendix I I (  1 ) .  
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2. In 1 996, significant revisions were proposed for IFEMA to ( i) incorporate: more: 
c:xplicitly current markc:t practice: in the: intc:rnational t(xc:ign exchange markets and to ( ii )  
conform more: closc:ly the: IFEMA style: and reconcile the IFEMA substance: to both the 
ISDA Master Agrec:mc:nt and the: ICOM Agrc:c:mc:nt, c:ach of which is rc:fc:rn:d to bc:low. 
Final approval and publication of the: rc:visc:d IFEMA was schc:dult:d fi:>r summer 1 996.  
None: of the: modifications to IFEMA affi:ct the: analysis containc:d herein. 

3 .  Intc:rnational Swap Dealc:rs Association, ISDA Master Agreement ( 1 992 ), reprinted 
herein as Appc:ndix I I  ( 3 ) .  

4 .  FXNET Worldwide Netting a n d  Close·011t Agreemmt (September 1993) . 

5. IFEMA, s11pra note 1 .  
6. Id. § 1 .  
7. ld. § 8 . 1 3  and Schedule:. 
8 .  G11ideli1us for Foreign Excht:mge Trading Activities of the Fore(1111 b:cha11J7e Commitue 

( rc:visc:d March 1 996). 
9 .  Bank of England, The London Code ofCondllct for Principals m1d Rroki11_11 Firms in tht" 

Wholesale Markets, paragraphs 9 1 -99 ( July 1 995 ), repri11ted herei11 as App.:ndix II(  1 3  ) .  
1 0 .  Hazell v. Hammersmith a11d F11lham Lo11do11 Roro11gh Cmmcil, 2 Appc:.ll Cases 1 

( 1 992 ) .  
1 1 .  Bask Committe:<: o n  Banking Supervision, Rasle Capital Accord: Treatment of 

Potmtial E-.:poSIIre for Ofj-Rala11ce·Sheet Items (April 1 995)  ( amending the Bask Accord ) ,  
repri11ted herei11 as Appc:ndix I I (  1 1  ) .  

1 2 .  The British Bankc:rs' Association & the: Foreign Exchange: Committee:, 
l11tematio11al C11rrmc_v Optiom Market (!COM) Master Agreemmt a11d Guide (April 1992 ). 

1 3 .  The: British Bankers' Association & the: Forc:ign Exchange: Com mittee:, 
b1tematio11nl C11rrmc_v Optiom Market (!COM) Master Agreemmt a11d Guidr ( .\lay 1993 ) .  
The: ICOM Master Agrc:c:mc:nt is rc:printc:d herein as  Appc:ndix I I ( 2 ) .  

Chapters 22A-B, Comment ( Bhala) 
I .  The: Forc:ign Exchange Committee & The: British Bankers' Associ.nion, b1Umatimml 

Forei_1111 Ewhange Master Agreemmt (lFEMA) ( 1\ovember 1 993 ), reprimrd btTt"ill as 
Appc:ndix I I (  1 ) .  

2 .  FXNET World1vide Netti11g a11d Close·011t Agreement (Sc:ptc:mbcr 1993 ) .  
3 .  International Swap Dealc:rs Association, ISDA Master A�qreemellt ( 1 992 ) ,  rt"pri11Ud 

herei11 as Appc:ndix I I ( 3 ) .  
4 .  IFEMA, supra note: I , § 5 .  
5 .  Federal Deposit Insurance Corporation lmprovem.:nt Act, Title: IV, Subtitle A, Public 

Law No. 1 02-242, 1 05 Stat. 2236 ( 1 99 1 ) .  
6 .  1 2  Code o f  Federal Regulations part 2 3 1  ( 1 995 )( regarding netting eligibilitY t(>r 

financial institutions) .  
7. Bask Committc:e o n  Banking Supervision, Rasle Capital Accm·d: "11-mtmmt of 

Potential E-.:pomre for Off· Rala11ce·Sht'ft Items (April 1 99 5 )(amending the text < >t the B.tsk 
Capital Accord ),  reprimed herei11 as Appendix I I (  1 1  ) .  

8 .  The British Bankers' Association & the Foreign Exchange Committee, l11tfmational 
C11rrmc_v Optiom Market (!COM) Master Agrcemmt and G11ide (May 1993 ) .  The !COM 
Master Agreement is reprinted herein as Appendix I I ( 2 ) .  

Chapter 23A, �over-the-Counter Derivatives" ( Cunningham) 

1 .  Rrane v. Roth, 590 KE.2d 587 ( Ind . Ct. App. 1 992 ) ;  In re Compa q Saurities 
Litigatio11, No. H -9 1 -9 1 9 1 (S .D .  Tex. May 1 6, 1 99 1 ) . 

2. Global Derivatives Study Group, Group of Thirty, Derivatives: Practices a11d 
Principles 55 ( Table: 2) ( July 1 993 ) .  The: recommendations from the: report are reprinted 
hc:rc:in as Appc:ndix II (4) .  

3 .  !d. at 15 ( Recommc:ndation 1 2 ) . 
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4. Also dc:scrib.:d as systc:mic risk. !d. at 6 1 .  
5 .  Intc:rnational Swap Dc:rivativc:s Association, ISDA Master Agreemmt ( 1992 ) ,  reprint­

ed berci11 as Appc:ndix I I ( 3 ) .  Originally, ISDA stood for the: International Swap Dc:alc:rs 
Association. In 1994, ISDA changed its name: to the: International Swap and Dc:rivativc:s 
Association, Inc. 

6. Credit Support A11nex (Nnv York Law) (1994 ).  
7. Derivatives: Practices and Pri11ciples, supra note: 2 ,  at 1 6 .  
8 .  ld. 
9. ld. 
10 .  Raslc: Committe:.: on Ranking Supc:rvision, The Supervisory Treatmmt of NctthzJrjiJr 

Capital Adrquar_v Purposes ( 1 993 ) .  The: Raslc: Capital Accord was amc:ndc:d in 1 994. 
Furthc:r ,1mendmcnts an: rc:printc:d hc:rc:in as Appc:ndix II( 1 1  ) .  

1 1 .  Tbe Suprrvisor_v Treatment of Netti1lg for Capital Adequacy Purposes, supra note: I 0, 
at I .  

1 2 .  Raslc: Committe:.: on Ranking Supc:rvision, Report on lnter11atio1zal CrmVC7;!1fllCC of 
Capital Measurmzmt and Capital Sta11dards ( July 1 988, as amc:ndc:d in 1 992, 1 994, and 
1995 ) .  The: R<lsk Capital Accord is reprinted in 1 Cttrrmt Legal lssztes Affecti11,_ff Cmtral 
Rallks 487 ( Robert C. Etli-os c:d.,  1 992) .  The: 1992 amc:ndmc:nt is reprinted in 3 Ctt1"rt'11t 
l.J.:{fal lsszlt"s Affecti11g Central Ranks 296 ( Robert C. Efti-os c:d., 1 995 ). Further amc:nd­
mc:nts arc: rc:printc:d hc:rc:in as Appendix I I (  I I ) . 

1 3 .  Bankruptcy: Swap Agrc:c:mc:nts and Forward Contracts, Public Law ::-:o. 1 0 1 -3 1 1 ,  
104 Stat. 267 ( 1990)( amc:nding various sc:ctions of the: Bankruptcy Code:, including I I  
l.i.S .C.  § 546( g),  and insc:rting I I  U.S .C.  § 560). 

14. The Financial Institutions Reform, Rc:covc:ry, and Enfi>rcc:mc:nt Act of 1 989, Public 
Lnv ::-:o. 1 0 1 -73, § 2 1 2, 1 03 Stat. 1 83 , 222 ( 1 989 ) .  

15 .  Fnkr,ll De: posit Insurance: Corporation Improvc:mc:nt Act, Title: IV, Subtitle: A,  
Public Law ::-:o.  1 02-242, lOS Stat. 2236 ( 1991 ) .  

16 .  Loi no.  93- 1 444 du 3 1  dt!cc:mbrc: 1 993 portant divc:rsc:s dispositions rdatives ,! Ia 
Ranquc: de: France:, a l'assurancc:, au crt!dit c:t aux marcht!s tlnancic:rs [ Law No. 93-1 444 of 
Dccc:mbc:r 3 1 ,  1993 concc:rning various mc:asurc:s rc:garding the: Rank of France, insurance, 
credit, and financial markets] ,  arts. 4, 8,  Journal Officid 23 1 ,  232 ( Janvier 5 ,  1 994 ). 

1 7 .  Bankruptcy and Insolvc:ncy Act, Statutc:s of Canada, Chaptc:r 27, § 30 ( 1 992 );  
Canada Dc:posit Insurance: Corporation Act, Rc:visc:d Statutc:s of Canada, Chapter C- 3, 
§ 39. 1 5  ( 1985 )(as amc:ndc:d by Chaptc:r 26, § 1 1  ( 1 992 ) ) .  

1 8 .  Loi d u  2 2  mars 1 993, Art. 1 57; see Le�qal Opi1zi1111S 011 the E11jimeability of tbt 
Ji-rmi11atimz a11d Clost·-Out Netti11g Provisiom of the 1 992 ISDA Master A .. wummts ( May 
1994 ) .  

19 .  Insoln:nzordnung \"om 5 .  Oktobc:r 1 994, § I 04,  Rundc:sgc:sc:tzblatt I S .  2866. 
20. Schuldbc:trc:ibung und Konkurs \'Om 16 Dc:zc:mbc:r 1 994 dc:r aun I Jam·ar 1 997 

[Swiss Fc:dc:ral Bankruptcy Code: adopted on Dc:cc:mbc:r 1 6, 1 994, c:ffc:ctin: as of ]anu.1ry I ,  
1 997],  Art. 2 1 1  bis. 

2 1 .  :\ew York Ranking Law § 6 1 8-a ( Consolidated Laws Service 1 994).  

Chapter 23B, �The: Risks of Financial Derivatives" ( Raislc:r) 

I .  Global Derivatives Study Group, Group of Thirty, Derivatives: Practices a11d 
Prilzcipln 43-52 ( July 1 993) .  The: rc:commc:ndations ti-om the: rc:port arc: rc:printc:d hc:rc:in 
as Appc:ndix I ! ( 4 ) .  

2 .  I d.  at  9 ( Rc:commc:ndation 1 ) .  
3 .  ld. 

4.  Ha::.dl l'. Hammersmith a11d Fulham Ltmdrm Rorrm .. qh Council, 2 Appc:al Casc:s I 
( 1992 ) .  
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5 .  Futures Trading Practices Act of 1 992, Public Law No. 1 02 - 546, 1 06 Stat. 3590 
( 1 992 ) .  

6. Exemption of Swap Agreements, 1 7  Code o f  Federal Regulations § 35 ( 1 995 ) .  
7 .  Derivatives: Practices a11d Principles, s11pra note 1 ,  Appendix I I ,  a t  8 ( note 1 5 )  ( cit-

ing Carragrem C11rrmc_v Corporation Pty Limited v. Corporate Affairs Commission ) .  
8 .  Derivatives: Practices a11d Pri11ciples, mpra note 1 ,  Appendix I I .  
9 .  Derivatives: Practices a11d Pri11ciples, mpra note 1 ,  a t  2 3  ( Recommendation 22 1 .  
1 0 .  Id. a t  1 5  ( Recommendation 1 2 ) . 
1 1 .  See Kenneth �- Gilpin, Fo1111der of Aski11 Capital Agrees to Settlemwt of S.E.C. 

Cha'lfes, �.Y. Times, May 24, 1 995,  at D8. 
12.  U .S .  General Accounting Oftke, Fi11at1cial Derivatives: ActiotiS Needed to Protat tbt 

Fina11cial System, GAO /GG D-94- 1 33 ( May 1 994) .  
1 3 . Derivatives: Practices a11d Pri11ciples, mpra note 1,  Appendix I ,  at  1 32 .  
1 4 .  Derivatives: Practices a11d Pri11ciples, mpra note 1 ,  at 5 1 .  

Chapters 23A-B, Comment ( Folkerts-Landau ) 

I .  The Financial Institutions Reform, Recovery, and Ent(>rcement Act of 1 989, Public 
Law No. 1 0 1 -73, 1 03 Stat. 1 83 ( 1 989) .  

2 .  Bankruptcy: Swap Agreements and Forward Contracts, Public Law No.  1 0 1 -3 1 1 ,  
1 04 Stat. 267 ( 1 990)( amending various sections of the Bankruptcy Code, including I I  
C .S.C. § 546, and inserting 1 1  U .S .C.  § 560). 

3 .  Federal Deposit Insurance Corporation Improvement Act, Title IV, Subtitle A, Public 
Law �o. 1 02-242, 1 05 Stat. 2236 ( 1 99 1 ) . 

Chapter 24, "Securitization: Has It Matured?"  (Welshimer) 

1 .  Mortgage-backed securities ( MBSs), asset-backed securities (ABSs), collateralized 
mortgage obligations ( CMOs), real estate mortgage investment conduits ( REMICs), inter­
est -only certificates ( lOs), principal-only certificates ( POs),  and planned amortization class­
es ( PACs). 

2. Loi no. 88- 1 2 0 1  relative aux organismes de placement collectif en vakurs mobiliC:res 
et portant creation des timds communs de creances ( December 23, 1 988 ) .  

3 .  Depository Institutions Deregulation Act of 1 980, Public Law No. 96-22 1 ,  Title I I ,  
9 4  Stat. 1 42-145 ( 1 980)( current version a t  1 2  U.S .C.  § 3 5 0 1  t o  3508 and 3509 note ) .  

4 .  The Government National Mortgage Association guarantees the timely receipt of ;lll 
principal and interest payments due on the underlying pool of mortgage loans. This guar­
antee is backed by the full faith and credit of the United States. In contrast, the Federal 
National Mortgage Association ( FNMA) and the Federal Home Loan Mortgage 
Corporation ( FH LM C) purchase portti>lios of mortgage loans and repackage them in the 
form of securities. FNMA mortgage-backed securities are guaranteed as to timely payment 
of interest and principal, whereas their FH LMC counterparts are guaranteed as to timclv 
payment of interest and ultimate payment of principal; however, the obligations of F��IA 
and FHLMC are backed solely by their corporate assets, rather than the full faith and cred ­
it of the Cnited States. 

5. Secondary Mortgage Market Enhancement Act of 1 984, Public Law �o. 98--440, 98 
Stat. 1 689 ( 1 984 ) .  

6.  Tax Rd(mn Act of 1 986, Public Law �o. 99-5 14,  Title VI , Subtitle H ,  1 00 St,lt .  
2308 ( 1 986 )[hereinafter REM !C)( codified at 26 U .S.C. § 860A et seq. ) .  

7.  1 2  C .S.C.  § 860A(a)  ( 1 994 ) .  Prior t o  the REMIC legislation, sttpra note 6, <l n u m ­
ber o f  multiclass CMOs were issued in the t(mn o f  debt by owner trusts that were treated 
as partnerships t(>r ti:deral income tax purposes. However, these vehicles were substantially 
kss tlexible than the transactions ultimately made possible by the REMIC legislation. 
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8. 12 Code of Federal Regulations § 204.2 ( 1 995) .  
9. Id. § 204.2(a}(2}(ix) .  
10. 12 Code of Federal Regulations part 2 1 7  ( 1 995 ). 
1 1 . Accordingly, a description of asset-backed commercial paper programs, structured 

preferred stock financings, pay-through debt issued by special-purpose, bankruptcy-remote 
corporations, and many other structures tailored to the particular needs of the parties 
involved is omitted. 

1 2 .  Many countries do not have a common law "trust" concept similar to that in the 
United States. A trust, simply described, entails the transfer of record ownership of an asset 
to a "trustee" who holds record title for the benefit of designated "beneficiaries" (in the 
case of securitizations, the certificate holders) .  The trustee, in addition to holding record 
title to the assets, periodically receives and passes through to investors the cash flow gener­
ated by the assets. 

1 3 .  REMIC, supra note 6. 
1 4. See infra the section entitled "Banking Regulations and Related Capital Treatment." 
1 5 .  1 7  Code of Federal Regulations § 270.3a-7 ( 1995 ); Investment Company Act of 

1 940, Chapter 686, Title I, 54 Stat. 789 ( 1940)(codified at 1 5  U .S.C. § 80a - 1  to 80a-52) .  
1 6 .  1 2  U .S.C.  § 860A(a) ( 1994 ) .  
1 7 .  Basle Committee on Banking Supervision, Report on  Intemational Conve'lfence of 

Capital Measurement and Capital Standards ( July 1 988, as amended in 1 992, 1 994, and 
1 995 ). The Basle Capital Accord is reprinted in 1 Current Legal Issues Affecting Central 
Banks 487 ( Robert C. Effros ed., 1 992).  The 1 992 amendment is reprinted in 3 Current 
Legal Ismes Affectirzg Central Ranks 296 ( Robert C. Effros ed . ,  1 995) .  Further amend­
ments are reprinted herein as Appendix I I (  1 1  ) .  

18 .  Financial Accounting Standards Board, Statement of Financial Accourzting 
Standards No. 77: Reporting by Tramferorsfor Transfers of Receivables with Recourse ( 1983 ), 
reprinted in Securitization Appendix B ( Ronald S.  Borod ed., 1994 ) .  

1 9 .  Id. para. 5 .  
2 0 .  Direct credit enhancement includes, for example, provision of a direct guarantee or 

retention of a subordinate interest; indirect credit enhancement includes providing some pro­
tection or recourse to a third-party credit enhancer-an unaffiliated bank that writes a letter 
of credit or funds a cash collateral account, for example-that, in turn, because of its ability 
to analyze the assets more thoroughly than capital market investors, is willing to provide a 
greater degree of protection to the security holders themselves. An example is a circumstance 
in which a $ 1  OOx pool of assets is securitized, and an unaffiliated bank writes a letter of cred­
it or funds a cash collateral account for $ 1  Ox, but that credit enhancer, in turn, is protected 
by only $3x of direct or indirect recourse to the seller. 

2 1 .  59 Federal Register 27 1 1 6 ( 1 994)(proposing amendments to 1 2  Code of Federal 
Regulations parts 3, 208, 225, 325, and 567); see 60 Federal Register 8 1 77, 1 5858, and 
1 7986 ( 1 995)(final rules) .  

2 2 .  5 9  Federal Register 27123 ( 1994) .  
23 .  Id. at 27124 .  
24. Id. 
25.  See supra note 1 5 .  
26. 1 5  U .S.C. § 80a-3 ( 1994) .  
27 .  Id. 

28. 1 7  Code of Federal Regulations § 270.3a-7 ( 1 995 ) .  
2 9 .  Id. 
30. REMIC, mpra note 6 .  
3 1 .  See supra note 2 1 .  
32. See supra note 28. 
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Chapter 24, Comment (Rocks) 

l .  1 1  u .s.c.  § 362 ( 1994) .  
2 .  Id. §§  544, 547, 548. 
3. Id. § 547( b).  
4 .  Id. § 547(c)( 1 )(A).  
5 .  Id. § 548(a)(2 ) .  
6. Id. § 548. 
7. 12 U .S.C. §§ 2 1  et seq. ( 1994) .  
8 .  Id. §§  1 8 1 1 et  seq. 
9 .  Standard & Poor's, International Structured Finance, Credit Review ( March 29, 

1 993) .  This publication considers the subject in Australia, France, Japan, Spain, Sweden, 
and the United Kingdom. Issues facing potential securitizations in Ireland and New 
Zealand are also addressed.  

10.  Basle Committee on Banking Supervision, Report on International Convergence of 
Capital Measurement and Capital Standards ( July 1 988, as amended in 1 992, 1 994, and 
1 995 ) .  The Basle Capital Accord is reprinted in 1 Current Legal Issues Affecting Central 
Banks 487 ( Robert C. Effros ed., 1 992). The 1 992 amendment is reprinted in 3 Current 
Legal Issues Affecting Central Banks 296 ( Robert C. Effi-os ed., 1 995) .  Further amend­
ments are reprinted herein as Appendix II( 1 1  ) .  

1 1 .  Law Concerning Regulation of Business Pertaining to Specified Credit, Law No. 77 
( 1 992 ) .  

Chapter 25A, " Legal Issues Regarding Payment and Netting Systems" (Giovanoli )  

l .  This is  an extensively revised version ( notably with a new section describing the ori­
gin of netting schemes) of Chapter 9 (drafted by Mario Giovanoli ) of Cross-Border 
Electronic Ba11king (Joseph J .  Norton et al. eds., 1 995 ) .  

2 .  See Working Group o n  European Community Payment Systems, Minimum Common 
Features for Domestic Payment Systems Annex 2 (Glossary),  at 5 ( November 1 993) ( taken 
over from the glossary of the EC Blue Book ( September 1 992 ) ) .  It should, however, be 
borne in mind that netting can in certain circumstances also result from statutory provisions 
and thus is not necessarily exclusively based on contractual arrangements. 

3. He11ee, the designations "bank money" in English, "Buchgeld" ( book-entry money) 
in German, or " monnaie scripturale" (account money) in French. 

4.  Banknotes and central bank balances together are referred to as "central bank 
money." 

5. In this connection, see Mario Giovanoli, Bargeld - Buchgeld - Zentralbankgeld: Einheit 
oder Vielfalt im Geldbegriff87-124 ( 1993 )(containing many references) .  

6. With both forms of money, cash and noncash, three elements have to be carefully dis­
tinguished: (i) the monetary unit (the "container"), which is a unit of measurement; ( i i )  the 
monetary asset or means of payment ( the "contents"), which is the value transferred ( the 
ownership of coins or banknotes in the case of cash and a monetary claim against a bank in 
the case of cashless payments); and ( ii i )  the means of transferring the monetary asset (the 
"vehicle") .  Thus, except in the case of genuine electronic cash, such as certain electronic 
purse devices or e-cash ( cybercurrency), the expression "electronic money" is misleading, as 
only the vehicle is electronic (for example, a debit card or telebanking) while the monetary 
asset made available to the beneficiary of the cashless payment is a claim against his bank. 

7. See Committee on Payment and Settlement Systems of the Central Banks of the 
Group ofTen Countries, Payment Systems in the Group ofTen Countries (4th ed. December 
1 993) .  

8 .  Cashless "payments" comprise credit transfers ( in the strict meaning of the term) and 
debit collections, where the initiative for the payment procedure is taken by the creditor on 
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the basis of an authorization granted by the debtor. (This is often the case ti.lr credit cards 
and bank checks . )  However, in all cases, the cashless payment eventually provides the cred­
itor with an account entry in the ti.mn of a credit with his bank. 

9. Despite the designation �credit transti:r," there is neither a transti:r nor any assign­
ment of a claim from the legal point of view. In reality, on the basis of a payment order 
n:cei,·ed directly or indirectly from the debtor-originator, the beneficiary's bank provides an 
unconditional credit to the beneficiary on his account. In other words, the bendlciary's 
bank incurs a new obligation toward the beneficiary in the amount of the credit �transti:r." 
Simultaneously, and in consideration of the credit so provided to the beneficiary, the bene­
ficiary's b<mk is discharged of a liability in the same amount by receiving a credit trom or by 
debiting the account of the originator, the originator's bank, or an intermediary bank. 

1 0 .  In its simplest ti.m11, the in-house transti:r (where the originator and the beneficiary 
have accounts with the same bank), a single payment transaction involves three: participants. 
More: often,  at least two banks arc: involved, as the: originator and the: bc:ndlciary of the: pay­
ment hold accounts with dift"i:rent banks. ( See Figure 1 . )  Furthermore:, as these: two banks 
do not necessarily have: a direct account relationship with one: another, one: or more: further 
(intermediary) banks may intervene in the: payment procedure:. 

1 1  . The: spc:citlc banking contract by which a bank undertakes to c:fti:ct and receive: cred­
it transti:rs ti.lr an account holder (a bank customer or another bank) is known in French as 
co11trat dt'Jfiro !JJmmire (a credit transt"i:r is rdi:rred to as a viremmt); in German, the con­
tract is known as Ubt'nveiszmgsvertralf. 

1 2 .  In German, this chain is known as Deckzmgsverhiilmis. 
1 3 .  In German, the: underlying obligation is known as Valutaverhiilmis. 
1 4 .  It should be noted that the: payment process is not necessarily linked to an underly­

ing obligation, as in some: cases in which a depositor may simply wish to transti:r funds trom 
one: bank to an account that is hdd with another bank. 

1 5 .  Sa infra the: section entitled �origin of Payments Netting." 
1 6 . S..e C.E .V. Borio & P. Van dc:n Bergh, The Nature and Marzagemellt of Payment 

System Risks: An bztemational Perspectiv,., niS Economic Papers No. 36 ( February 1 99 3 ) .  
1 7 .  In so-called onc:-tier systems, all or most credit and financial institutions take: part 

directly in the: payment system, while access to two-tic:r systems is limited to a more: or less 
restricted circle of clearing banks, through which smaller institutions settle on their own 
b.: half or on be: half of their customers. 

1 8 .  Etymologically, the word 1utti11._1f ( trom 11ct, as opposed to ._qross) has nothing to do 
with 1ut1vm·k, although the: concept of a multilateral netting scheme might suggest the anal-
06'1"- Indc:c:d, 11ft ( Netto in German, derived trom Italian) originates in the: Latin nitidus 
(brilliant, nc:at, ckar, as opposed to brutus, rough ( in German, Rrutto; in French, brut). In 
contrast, 1lftlvork and jishi'tlf net are akin to the German words Netz ( tlshing net ) and niihw 
( to sew), as wc:ll as to the: English word needle and to the Latin terms nere ( to spin ( declen­
sion omitted ) )  and 1uta ( cloth, texture ) .  

1 9 .  Sec Fernand Braudd, 2 Civilisation materielle, economic et eapitalisme, XVc-XVIIle 
sit'clt-, Les jfllx df l't'cban ... lft" 72, 87 ( 1 879 ) ( stating � Lesfoires sont, m ejJet, zme etmfrolltatitm 
dt dettes qui, se dt'truismzt les z11us les aut1"t"S, jlmdmt comme 1uige au solei/: u stmt les 
mervt'illt-s du scontro, dt' Ia compolSatimz" and � . . . 011 retrouve a Lmzdres, avec zm peu de 
retard, In memes pratiqzus qu'w Holland<', _v compris les Rc:scountc:rs days- mot calque 
directemwt sur les Rc:scontre-Dagen d'A msterdam "). 

20. Sa Gustav :-.:euhaus, Die Skontration, ihre historische Eunvicklzm ... lf, juristischt· Natm· 
11. volknvi1·tschajliche Rrdwtzmg, thesis Erlangen, Dar-es-Salaam 1 3  ( 1 892 ) .  This require­
ment aims at ensuring that the participant is able to settle: his final net-nc:t balance:. 

2 1 .  For a livdy presentation of this development in comic style, see Fc:dc:ral Rc:sc:rve Bank 
ofNc:w York, The Story of Checks and Electronic Paymmts 5-7 ( 1 987) .  For a precise: dc:scrip-
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tion of the: traditional mc:chanism of the: London Ckaring House:, see Stanky Jc:vons, MotU_Y 

and the Mechanism of Ewhatzge 255 ct seq., 263 et seq. ( 1 875 ) .  
22.  According to )c:vons, sttpm tzote 2 1 ,  at 265 and 267 et seq., this dc:vdopmc:nt took 

place: chidly as a result of the dti:>rts of Sir John Lubbock. 
23 .  Maurice Rochc:-Agussol, Essai sttr le "Clearing System" 60 et seq. ( 1 903 ) ( thesis, 

Montpdlic:r); W. Endc:mann, 3 Handbuch des deutschen Hmzdels-, See- und Wechsclrahts 
1 056 et seq. ( 1 885 ) ;  sa Jc:vons, sttpra note: 2 1 ,  at 279-282. 

24. Unkss there are direct or indirc:ct ( through corrc:spondc:nt banks) account rdations 
bc:twc:c:n the banks concc:rnc:d . 

25 .  Marc Hollanders, The Role of Cnztral Ratzks itz Pa_vmmt S_vstmzs, Revue: de Ia 
Banquc:/Bankc:n Financic:wc:zc:n 23, 24 ( 1 994 ) . Furthc:rmorc:, the structure: and function­
ing of paymc:nt svstc:ms can atlect the volume and vdocity of money circulation ( i n  partic­
ular with regard to central bank money) ,  which c:ffc:cts must thc:rd(>re be: takc:n into account 
in defining targets t(>r monetary policy purposes. The various types of paymc:nt arrange­
ments, while: they may appear to intluc:ncc: the tktails of money markc:t opc:rations, need not 
strictly dc:tc:rminc: the sc:kction of the: monc:tary instrumc:nts thc:msdvc:s. 

26. In this connection, see Bank t(>r International Sc:ttkmc:nts, 6-Ith Ammal Report 

Chaptc:r VI I I ,  1 72- 1 92 ( Paymc:nt and Sc:ttlc:ment Systc:ms:  Trc:nds and Risk 
Managc:mc:nt )( June: I 3, 1 994 ) . In many countries, the: task of supc:rvising the capital adc:­
quacy treatmc:nt of banks as participants in paymc:nt systc:ms and the task of m·c:rsc:c:ing 
those: \'t:ry paymc:nt systems tall to difkrc:nt authoritic:s. 

27. See Bank t( >r lntc:rnational Sc:ttkmc:nts, Report of the Committee rm bzterbmzk 
Netting Schemrs oftbe Coztral Rmzks oftbr Grottp ofTm Cotmtrin ( the: Lamfalussy Report )  
at paragraphs ( P.lrt A )  3.7 t o  3 . 1 0, ( Part D )  1 . 1  to 5 . 1  ( :-;'ovembc:r 1 990 ) .  

2 8 .  From another perspective, i t  i s  possible: to distinguish between payment systems 
according to whether ( i )  the particip.lting banks act as agents t<>r custom as or as principals, 
( i i ) the payment instructions take the: t(mn ofdc:bit or credit messagc:s, or ( ii i )  the: paymc:nts 
are procc:ssc:d in rca! time:, on a same-day basis, or according to a multiday cycle:. 

29. Finality rders hc:rc: to the: credit transter includc:d in the sc:ttkmc:nt systc:m and not 
to the: undc:rlying obligation. Sa Sllpm notc:s 1 2-14 and accompanying text. 

30. If a cc:ntral bank operates RTGS accounts, it may choose to c:xtc:nd additional intr•t ­
day liquidity to the: settkment banks ( through an ovc:rdraft tacility or via sak and repurchase 
agreements ), in order to promote: the: timely procc:ssing of paymc:nt instructions and to 
a\"!>id situations of gridlock. 

3 1 .  �Payment procc:ss" as used here rders to the chain of credit transti:rs channelc:d 
through bank accounts ( to c:xtinguish the undc:rlying obligations) and not to the: underly­
ing obligations thc:mselvc:s. 

32. Multilateral netting can occur in two wavs: by dirc:ct dc:termination of multil,tteral 
nc:t positions or indirc:ctly by nc:tting the: net bilatc:ral positions and thus obtaining nc:t-nc:t 
positions. 

33.  The pa\·mc:nt orders ( relating to credit transters) comprised in the nc:tting procc:ss 
should not be: confusc:d with the undc:rlying obligations, which are, of course, not nc:ttc:d 
and will be: c:xtinguishc:d only upon complc:tion of all the: crc:dit transters in the chain, only 

a segmc:nt of which is ordinarily includc:d in the: net paymc:nt systc:m .  
3 4 .  In other words, the: netting i s  c:ftectivc: subjc:ct to the: condition (which i s  c:ithc:r sus­

pensive: or resolutory) that the: sc:ttkment of the: nc:t positions occurs. 
35. \Vhik typical, unwinding is not a necessary solution. A ncr crc:ditor could simply not 

be: paid in full upon nonsc:ttkmc:nt. Deletion of paymc:nts is done: by choice:. 
36. Some: nc:w systc:ms arc built on bilateral nc:tting arrangc:mc:nts, which, although kss 

c:fticic:nt in terms of liquidity, are considered to be: sati:r from the kgal point of vic:w. 
37. This is obvious in m·er-thc:-countc:r transactions. 
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38. The central counterparty interposes itself by way of substitution between two par· 
ticipants X and Y. Each transaction is thus cut into two matching operations, the first 
between participant X and the central counterparty, and the second between the central 
counterparty and participant Y. 

39. For example, the Public Securities Association ( PSA), IFEMA, and ISDA Master 
Agreements. The latter two are reprinted herein as Appendices I I (  I )  and II (  3) ,  respectively. 

40. The recognition of netting arrangements was initially restricted to the so-called net­
ting by novation in the I 988 Basic: Capital Accord, but it was successively extended to other 
forms of bilateral netting in July 1 994 and April I 995.  See Basic: Committee on Banking 
Supervision, International Convergence of Capital Measurement a11d Capital Sta11dards 
(July 1 988, as amended in 1 992, 1 994, and I 995) [hereinafter Basic: Capital Accord] .  The 
Basic: Capital Accord is reprinted in I Current Legal Issues Affecti1zg Central Banks 487 
( Robert C. Effros ed. ,  I 992 ) .  The 1 992 amendment is reprinted in 3 Current Legal Issues 
Affecting Central Banks 296 ( Robert C .  Effros ed ., 1 995 ) .  Further amendments are 
reprinted herein as Appendix I I (  1 1  ); see infra the section entitled �International Initiatives 
Under the Auspices of the Group of Ten Central Ranks and the Basic: Committee on 
Ranking Supervision," note 52, and the accompanying text. 

4 1 .  Payments need not necessarily relate to an underlying obligation, as they may be 
caused, for example, by an account holder transferring amounts between two of his own 
accounts. 

42 . Bilateral and multilateral netting may also be combined in a settlement system to 
ensure settlement on the basis of bilateral net positions, as a legally binding fallback posi­
tion, in the event of failure to settle multilateral net positions. This interesting solution has 
in particular been adopted within the London-based Clearing House Automated Payments 
System ( CHAPS) network. 

43. This rule consequently renders void any setoff of payments (in a net settlement sys­
tem) or any payment ( in  a gross settlement system)  eft<:cted on the day of the bankruptcy 
judgment, in the hours preceding the judgment). 

44. This mechanism is known in German law as Skontration. 
45.  The Clearing House Interbank Payments System is a private dearing system based 

in New York that mostly handles internationally related transt<:rs, such as t(>reign exchange 
and Eurodollar transactions. 

46. See supra the section entitled uGross Settlement Systems" and the detinition of grid­
lock risk in the section entitled uRisks Involved in Payment Systems." 

47. Such a ucircles-processing facility" does not strictly speaking undertake netting, but 
rather the simultaneous settlement of gross payments in situations in which liquidity is 
insufficient to allow individual settlements .  Any such prenetting can, of course, only 
increase the security of a gross payment system to the extent that its ent(>rceability in law is 
beyond any doubt; otherwise, the result could well prove more dangerous than the initial 
risk. 

48 . See The Financial Institutions Rd(mn, l�covery, and Eni(>rcement Act of 1 989, 

Public Law No. 1 0 1 -73, § 2 1 2 ,  1 03 Stat. 1 83 ( 1 989)(amending 1 2  U .S.C. § 1 8 2 I ); 
Bankruptcy: Swap Agreements and Forward Contracts Act, Public Law :-.:o. 1 0 1 -3 1 1 ,  
§ 1 0 1  et seq., 1 04 Stat. 267 ( 1990)( amending scattered sections of 1 1  U .S.C.); Federal 
Deposit Insurance Corporation Improvement Act of 199 1 ,  Public Law No. 1 02-242, 
§ 401 et seq., 1 05 Stat. 2236 ( 1 99 1 ) . 

49. N .Y. Banking Law §§ 6 1 5 ,  6 1 8-a, 6 1 9  (as amended, 1 995) .  
50 .  For further information regarding this legislation, see Financial Markets Lawyers 

Group, Legal Opinions on the Enforceability of the Terminatio11 a11d Close-Out Netti11g 
Provisions of the IFEMA (December 1 995 ); Legal Opinions 011 the Enforceability of the 
Termination and Close-Out Netting Provisions of the 1 992 ISDA Master Agreements ( May 
1994) .  
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5 1 .  For an overview of the various international initiatives in this field, see Gregor C.  
Heinrich, Fu11ds Transfers, Payments, and Payment Systems-International Initiatives 

Towards Legal Harmmzisatio11, Chapter 1 0  of Cross-Border Electronic Banking, supra note 1 .  
This chapter was also published in 2 8  International Lawyer 787 ( 1 994 ) .  

52 .  Intemational Convergence of Capital Measurement and Capital Standards, supra 
note 40, Annex 3 .  

53 .  Id. note 6 .  

54. The text of  the  amendment is included in Annex 1 of  the Bas/e Capital Accord: The 
Treatment of the Credit Risk Associated with Certain Off-Balance-Sheet Items (July 1 994 ) 

and in the Annex of Basle Capital Accord: Treatment of Potential Exposure for Ojf-Bala1zce­
Sheet Items (April 1 995 ). The latter amendment, which incorporates the July 1 994 amend­

ment, is reprinted herein as Appendix II( 1 1 ) . 
55 .  See Basle Capital Accord: Treatment of Potential Exposure for Off-Balance-Sheet 

Items, supra note 54, at Anm:x, note 6. 
56. Minimum Common Featllresfor Domestic Pa_vment Systems, supra note 2 ,  at 5. 
57 .  Working Group on EU Payment Systems, Report to the Council of the EMI on the 

TARGET System (adopted by the EMI Council in March 1 995) .  
58.  See, i11 particular, Amended Proposal for a European Parliament and Council 

Directive on EU Credit Transfers, COM(95)  264 final, of 7 June 1 995, 1 995 Official 

Journal of the European Communities (O.J . ]  (C 1 99 )  1 6; Xavier Favre-Bulle, La politique 
commu1zautaire da11s le domaine des systemes de paiement, Quelle protection pour les utilisa­
tezm? AJP/PJA 3 1 9-329 ( March 1 994 )(containing many references) .  The aims of the 
above-mentioned Proposed Directive on Cross-Border Credit Transfers are to promote 
more competition in the making of credit transfers and to reduce the costs and time taken, 

whatever the currency. 
59.  Although then: has been no oftlcial publication of this text to date, an excerpt was 

published in Institutions Europeennes & Finances, No. 26, at 2-3 ( July/August 1 995) .  
60 .  See Amended Proposal for a Council Directive Concerning the Reorganization and 

Winding-Up of Credit Institutions and Deposit-Guarantee Schemes, COM(88)  4 final, 
1 988 O.J .  (C 36) I .  

6 1 .  See Amended Proposal t(>r a European Parliament and Council Din:ctive Amending 
Council Directives 89/647 /EEC and 93/6/EEC with Respect to the Supervisory 
Recognition of Contracts for Novation and Netting Agreements ( 'Contractual Netting'), 
COM(95 ) 1 70 tlnal , 1 995 O.J .  (C 1 65 )  6; Common Position (EC) No. 2 1 /95 Adopted 
by the Council on 5 September 1 995 with a View to the Adoption of Directive 95/ . . .  /EC 

of the European Parliament and of the Council of . . .  Amending Directive 89/647 /EEC as 
Regards Recognition of Contractual Netting by the Competent Authorities, 1 995 O.J .  
( C  288) 30. 

62 . See Marc Dassesse, Les quiproqzws du 11etting, Revue de Droit Bancaire et de Ia 
Bourse, �o. 49, 1 07 ( May/June 1 995 ); Marc Dassesse, Netting at Risk? Implications for 
the Validiry of Netti1zg Agreements of the EC Draft Bankruptcy Convention and of the EC 
Draft Directive 011 the Winding-up of Credit Institutions, Butterworths Journal of 
International Banking and Financial Law 1 8-24 ( January 1 995 ) .  

63. These dift<:rent laws ( in  particular, private law rules and bankruptcy laws) may be 
subject to dift<:rent contlict of laws rules. 

64. The impact of electronic data interchange ( ED I )  should also be studied further in 

order to avoid incompatibilities among national rules: the current UNCITRAL initiative in 
this field will no doubt prove to be useful .  

65 . These minimum standards would build upon the recent and encouraging legislative 
developments in various countries in this regard . 

66. See supra note 6 1  and accompanying text. 
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Chaptc:r 2SB, �Risks in the Large-Value Payment System and the Role of �erring� 
( Cohen) 

l .  Sec Omnibus Budget Reconciliation Act of 1 993, Public Law �o. 1 03-66, § 300 1 ,  
1 07 Stat. 3 1  ( 1 99 3 ) .  Section 300 1 ( a )  i s  set ti>rth i n  note 2 0  of Chapter 1 1  B .  

2 .  Bank t(>r International Settlements, Report of the Committee 011 l11tabank Netting 
Schemes of the Cmtral Ba11ks of the Group of Tm Cotmtries ( �ovember 1 990).  

3 .  The Financial Institutions Rd(>rm, Recovery, and Ent(>rcement Act of 1989, Public 
Law No. 1 0 1-73, § 2 1 2, 1 03 Stat. 1 83, 222 ( 1 989). 

4 .  Bankruptcy: Swap Agreements and Forward Contracts, Public Law l'o. 1 0 1 -3 l l ,  
1 04 Stat. 267 ( 1 990)(amending various sections of the Bankruptcy Code, induding 1 1  
U .S.C.  § 546, and inserting 1 1  U .S.C.  § 560). 

5 .  Federal Deposit Insurance Corporation Improvement Act, Title IV, Subtitle A, Public 
Law �o. 1 02-242, 1 05 Stat. 2236 ( 1 99 1 )  [hereinafter FDICL-\] .  

6 .  See lfemrall_v Joseph D.  Becker, Imematio1ml l11Solvmcy: The Case of Herstatt, 62 
American Bar Association Journal 1 290 ( 1 976). 

7 .  FDICIA, mpra note 5 .  
8 .  Id. § 403. 
9 .  /d. § 402(9) .  
1 0 .  Id. ( providing "or any other institution as  determined by the Board of Governors of 

the Federal Reserve System") .  
1 1 .  59 Federal Register 4 780 ( 1 994).  
12.  Basle Committee on Banking Supervision, Report of the Bash· Committu 011 

/11tematio11al C011Ver._f/WCC of Capital Meamrmm1t a11d Capital Sta11da1·ds ( July 1 988, as 
amended in 1 992, 1 994, and 1 99 5 )  [hereinafter Bask Capital Accord] .  The Bask Capital 
Accord is reprinted in 1 Currmt Legal Ismes Affecti11.1f Cmtral Ba11ks 487 ( Robert C. Eftros 
ed.,  1 992 ) .  The 1 992 amendment is reprinted in 3 Cun·mt Legal Ismes Affecti11,f/ Cmtral 
Ba11ks 296 ( Robert C. Effros ed., 1 995 ). Further amendments are reprinted herein as 
Appendix I I (  1 1  ) .  

1 3 .  Rules 2 and 1 3( k) provide:  
2.  Storage and Release of Payment Messal::\es 
A payment message may be stored in the System by a Participant. At an�· time 
prior to being released, a stored payment message may be deleted by the 
Participant. After a payment message has been released by a Sendinl::\ Participant, 
it cannot be deleted by the Sendinl::\ Participant and is deemed to have been 
received by the Receiving Participant. The rdease of a payment message creates 
an oblil::\ation of the Sending Participant to pay the Receivinl::\ Participant the 
amount of the payment message . The obligation of the Sendinl::\ P.uticipant to 
pay the Receivinl::\ Participant is to be netted in accordance with Ruk 12 and set­
tled in accordance with Rule 1 3  and, except pursuant to the last sentence of this 
Rule: 2,  is not t:xcus.:d !(>r any r.:ason, including, without limitation, a r.:jection, 
cancellation, amendment, or rt:vocation of the instruction in the payment mcs­
sal::\e. If the System fails  to complete settlement pursuant to Ruk 1 3, the pay­
ment message shall be returned to storal::\e ,  in which event the obligation of the 
Sending Participant to pay the Rec.:iving Participant is excused, and the: dis­
charge and payment provided for by the netting under Rule 12 shall be deemed 
not to have occurred. 

1 3( k ) .  Clearing House Committee Action. 
If settkmt:nt is not completed after the: procedures described above have bet:n 
t(>llowt:d, the Clearing House Committe:.:, aftt:r consultation with such parties as 
it deems appropriate:, shall have the: authority to take such action as it deems 
appropriate, but, in any event, may not impose on any Participant any liability in 
excess of that otherwise providt:d by these Rules. The Clearinl::\ House 
Committee shall place primary emphasis on completing s.:ttkment, but may 
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declan: that the System has tailed to complete settlement pursuant to its Ruks, 
and, in that e\'ent, all payment messages shall be returned to storage as referred 
to in the last sentence of Ruk 2 .  

New York Clearing House Association, CHIPS R ules and Admillistrative Procedures RuffS 
2,  I I  ( 1993) .  

Chapters 25A-B, Comment ( H<xJk) 

I .  The Group of Ten countries are Rdgium, Canada, France, Germany, Italy, I .tp.tn, 
Netherlands, Sweden, Switzerland, the United Kingdom, and the United States. 

2. Federal Deposit Insurance Corporation Improvement Act, Title IV, Subtitle A, Public 
Law No. 1 02-242, 1 05 Stat. 2236 ( 1 99 1 ); Bankruptcy: Swap Agreements and Forward 
Contracts, Public Law No. I 0 1 - 3 1 1 ,  I 04 Stat. 267 ( 1990)( amending various sections of the: 
Bankruptcy Code, including I I  li .S.C. § 546, and inserting I I  U.S.C.  § 560); The: Financial 
Institutions Reform, Rt:CO\'ery, and Ent!Jrcement Act of 1 989, Public Law :\'o. I 0 1 -73, 

§ 2 1 2 ,  1 03 Stat. 1 83, 222 ( 1989 ) .  

Chapter 26A, "Ddi\'ery Against Payment" ( Patrikis) 

I .  The terms "sdler" and "buyer" are very simple terms. The seller rc:ally could be: the: secu­
rities broker-dealer of the seller, and the buyer could be the securitic:s broker-dealer of the 
buyer, the buyer's bank, or the buyer's dealer's bank. In this chaptc:r, the simpk terms 
"buyer" and "seller" arc: used to encompass thc:se possibilities, as may be appropriate: to the: 
context. 

2. Committee on Payment and Settlement Systems of the Central Rank Group of Tc:n 
Countries, Delivery Verms Payment ill Sewrities Sett/mmlt S_vstems 4 (Septc:mber 1992 ) .  

Chapter 26B, "Legal Issues Regarding Payment and Settlement" ( Fisher) 

I .  Committee on Payment and Settlement Systems of the: Cc:ntral Ranks of the Group of 
Tc:n Countries, Delivery Verms Payment ill Sewrities Settlement Systems ( Septc:mber 1 992 ) .  

2 .  Committe:.: o n  Payment and Settlc:mc:nt Systems o f  the Cc:ntral Ranks o f  the Group of 
Ten Countries, O·oss-Rorder Secz11·itin Settlmwlt (March 1995 ) .  

3.  Id. at  47. 
4. Group of Thirty, C/earauce alld Settlemmt Systems iu tbe Wrll'ld s Srcm·ities Markas 

(March 1989).  
5 .  Cmss-Border Sewrities Settlemmt, mpra note 2 ,  at 1 7 . 

Chapter 26C, "Securities Clearance and Settlement" ( Lorn.: ) 

I .  See Securitic:s Re\'iew Committe:.:, 71Je Operati011 alld Rc._qt1/atim1 of tbe Hmz_q Kmz_q 
Securities b1d11str_v 1 00-05, 1 54, 349-54 (May 1988 ) .  

2 .  See 71u Ismes Surrozmdi11g the Collapse of Drexel Burllbam Lambert: Hem·i1z_qs Refon· tbe 
Smate Co111111. 011 Rallkill,/f, House .:;� Urba11 Affai1·s, J O i st Congress, 2d Session 43-53 
( 1990) {statc:ment of Richard C. Breeden, Chairman, SEC). The SEC approved a rule to 
allow The Depository Trust Company to play this role of "honest broker." See Sc:curitic:s 
Exchange Act Rdease No. 32,759, 58 Federal Register 44865 ( 1993 ). 

3. Group of Thirty, C/earallce aud Settlemmt Systems ill tbe World's Securities Markt'ts 
(March 1989).  

4. Bachmann Task Force, Report oftiJe Raelmzam1 Task Force 011 C/eamucc a11d Sett/cmmt 
Reform ill U.S. Securities Markets 35 (May 1992 ) .  

5 .  See Securities Transaction Settlement, Securities Exchange: Act Rdease ::So.  33,02 3, 58 
Fc:deral Register 5289 1 ( 1993 ) .  

6. Id.; Securitic:s Exchange Act Rdease No. 342952, 5 9  Federal Register 59 1 37 
( 1 994 )(pro\'iding that the ruk was to entc:r into effect June 7, 1 995 ); see also Securitic:s 
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Transactions Senlc:ment, 60 Federal Register 30906 ( 1995 )(providing an ex.:mption from tho:: 
ruk for transactions involving certain insuranc.: contracts} .  

7.  Securities Exchange Act Release No. 33,023, supra note 5 .  
8.  See Am.:rican Law Instituto:: and the National Conference ofCommission.:rs on Uniform 

Stat.: Laws, Uniform Commercial Code Rwised Article 8. Investment Securities (With 
Amendments to Article 9. Secured Transactions) ( 1994 ). Tho:: r.:vis.:d Arrick 8 of the Uniform 
Commerical Code was adopted in 1995. 

Chapt.:rs 26A-C, Commo::nt ( Moon.:y) 

1 .  Am.:rican Law Instituto:: & tho:: National Conference of Commissioners on Uniform 
State Laws, Uniform Commercial Code Revised Article 8. Investment Securities (With 
Amendments to Article 9. Secured Transactions) ( 1994 ).  The revis.:d Article 8 of the Uniform 
Commerical cod.: was adopted in 1995. 

2 .  !d. 

Chapter 27, "International Banking Capital Standards for Marko::t Risk: Recent 
D.:velopmo::nts and Possible New Directions" ( Houpt) 

I .  Basle Committo::o:: on Banking Sup.:rvision, Report on Intemational Convergence of 
Capital Measurement and Capital Standards (July 1988, as amend.:d in 1992, 1 994, and 
1995) [hereinafter Bask Capital Accord] .  Tho:: Basi.: Capital Accord is r.:printed in 1 Current 
Legal Issues Affecting Central Banks487 ( Robo::rt C. Effros ed., 1992 ). Tho:: 1992 amendment 
is reprinto::d in 3 Current Legal Issues Affecting Central Banks 296 ( Robert C. Effros .:d., 
1995 ). Furtho::r amendmo::nts are reprinto::d h.:rein as App.:ndix II (  I I ) . 

2. Council Dir.:ctive 93/6 of 1 5  March 1993 on the Capital Adequacy of Inv.:stmo::nt 
Firms and Credit Institutions, 1993 Official Journal of the Europ.:an Communiti.:s ( L  1 4 1 ) 
1 [h.:reinafter Capital Ad.:quacy Directive], reprinted in 3 Currmt Legal Issues Affecting 
Cmtral Banks, supra not.: 1 ,  at 497. 

3. Basle Commine.: on Banking Sup.:rvision, The Supervisory Treatment of Market Risks 
(April 1993); see also Basle Committee on Banking Supervision, Pla1med Supplement to the 
Capital Accord to Incorporate Market Risks (April 1995); Basi.: Committe.: on Banking 
Sup.:rvision, An Internal Model-Based Approach to Market Risk Capital Requirements (April 
1995) .  

4. The Supervisory Treatment of Market Risks, supra note 3. Tho:: proposed measur.: for for­
dgn .:xchange risk cov.:rs nontrading .:xposur.:s as well, including those resulting from 
accru.:d incom.: and c:xpc:ns.:s that are denominato::d in foreign currenci.:s. 

5. Bask Capital Accord, supra note 1 ,  Annex 3. 
6. Notional amounts are r.:f.:r.:nc.: valu.:s us.:d to calculate payments b.:tween parties. For 

.:xampk, a 1 0  p.:rco::nt payment on a notional valu.: of $ 1  million would be $ 1 00,000. 
In July 1994, the Basle Commin.:.: on Banking Sup.:rvision proposal to expand the range 

of conversion factors us.:d to calculate poto::ntial future exposur.: was issued fi>r public com­
ment. The n.:w propos.:d factors would apply to commodity and equity contracts and to 
transactions having maturiti.:s beyond five y.:ars. Tho:: factor would b.: as high as 1 5  p.:rc.:nt 
of notional valu.:s in the cas.: of long-dato::d commoditio::s contracts. Basle Committo::e on 
Banking Supervision, Baste Capital Accord: The Treatment of the Credit Risk Associated with 
Certain Off-Balance-Sheet Items Annex 3 (July 1994 ). 

7. At this tim.:, the Comminee believes that is prematuro:: to recogniz.: tho:: potential b.:n­
c:fits of multilateral n.:ning becaus.: the operational requirem.:nts of such netting procedures 
hav.: not yet b.:.:n fully analyz.:d. 

8. Basic: Committee on Banking Sup.:rvision, The Supervisory Recog11ition of Netting for 
Capital Adequacy Purposes Ann.:x 2 (April 1 993). 

9 .  Federal Deposit Insurance Corporation Improvement Act of 199 1 ,  Title IV, Subtitle A, 
Public Law No. 1 02-242, 1 05 Stat. 2236 ( 199 1  ). 
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1 0. Baste Capital Accord: The Treatment of the Credit Risk Associated with Certain Off-
Balance-Sheet Items, supra note 6 .  

1 1 . Id. at  3. 
1 2 . Capital Adequacy Directive, supra note 2. 
1 3. A one-tail test is used to calculate the likelihood that losses (or gains) exceed a certain 

percentage. In contrast, a two-tail test analyzes the likelihood that both losses and gains 
exceed a certain percentage. See Russell Davidson & James G. MacKinnon, Estimation and 
Inference in Econometrics ( 1993). 

1 4 .  Fat tails refer to the higher likdih<x>d of extreme events under the true underlying dis­
tribution of returns than under the normal distribution. See id. at 62-63. 

1 5 .  Basic: Committee on Banking Supervision, Risk Management Guidelines for 
Derivatives ( July 1 994 ), reprinted in part herein as Appendix I I (  6 ) .  

1 6. Bask Committee on Banking Supervision, Amendment to the Capital Accord to 
Incorporate Market Risks ( January 1 996 ). 

1 7 .  Capital Adequacy Directive, supra note 2. 

Chapter 27, Comment ( Bc:ttauc:r) 

1 .  Basic: Committee on Banking Supervision, The Supervisor.v Recognitim1 of Netting for 
Capital Adequacy Purposes (April 1993); see also Baste Capital Accord: The Treatment oftbe 
Credit Risk Associated with Certain Off-Balance-Sheet Items (July 1994) .  

2 .  For final OCC rules, see 59 Federal Register 66645 ( 1 994 )(codified at 12 Code of 
Federal Regulations Parts 3 and 567). 

3 .  The Supervisory Recognition of Netting for Capital Adequacy Purposes, supra note 1 ,  
Annex 2 .  A walkaway clause has been defined i n  59 Federal Register 26456, 26458 ( 1994) 
as follows: 

A walkaway clause is a provision in a netting contract that permits the non-defaulting 
countc:rparty to make only limited payments, or no payments at all, to the defaulter or 
the estate of the defaulter even if the defaulter is a net creditor under the contract. 

4. Comptroller of the Currency, Banking Circular No. 277: Risk Management of Financial 
Derivatives ( October 27, 1993) .  Excerpts of this circular are reprinted herein as 
Appendix II(7).  

5 .  OCC Bulletin 94- 3 1 ,  Questions and Answers about BC-277 ( May 1994). 
Subsequently, the OCC has also issued additional guidance in the form of a pamphlet on risk 
management of derivatives, Comptroller of the Currency, Risk Ma11agement of Financial 
Derivatives: Comptroller's Handbook (October 1994 ). 

6. Basic: Committee on Banking Supervision, Risk Management Guideli,usfor DeriVRtives 
(July 1994), reprinted in part herein as Appendix II(6); see also Bask Committee on Banking 
Supervision, Prudential Supervisio11 of Banks' Derivatives Activities ( December 1994 ). 
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Reinhard H. Munzberg studied law at the 
Universities of Erlangen and Wi.irzburg, where he 
received his Doctorate in Law. From 1972 to 1977, 
he worked in the Ministry ofFinance, where, by 1977, 
he was named Head of the Minister's Office . The fol­
lowing year, he became Head of the Minister's Office, 
Ministry for Economic Cooperation, where he 
remained until becoming an Executive Director at the 
World Bank in 198 1 .  In 1985, Mr. Munzberg began 

work with the International Monetary Fund as a consultant to the 
Administration Department. In 1986, he was appointed Assistant General 
Counsel of the Legal Department. After serving as Deputy General 
Counsel from 1988 to 1996, he was appointed Secretary of the 
International Monetary Fund. Mr. Munzberg is the author of various arti­
cles on international legal issues. 

Andre Newburg graduated with a B .A. from Harvard 
College and with an LL.B. from Harvard Law School . 
In 1952, he began working for the New York law firm 
of Cleary, Gottlieb, Steen & Hamilton. He represent­
ed the firm in Paris and Brussels from 1956 to 1964 
and again in 1975-76, and in Hong Kong in 1980. 
From 199 1  until July 3 1 ,  1 995, he served as the first 
General Counsel of the European Bank for 
Reconstruction and Development, of which he is now 
a Senior Advisor. 

Kathleen M. O'Day graduated from Assumption College in Worcester, 
Massachusetts, and received her J .D. from Boston College Law School . 
Ms. O'Day currently serves as Associate General Counsel in the Legal 
Division of the Board of Governors of the Federal Reserve System. Her 
areas of responsibility include legislative and regulatory matters relating to 
foreign banks operating in the United States and U.S. banks operating 
abroad and issues arising in connection with international trade agree­
ments and international financial institutions. 

Keith A. Palzer received his B .A. from the State 
University of New York at Binghamton and his J.D. 
from Northwestern University. In 1988, he joined the 
U.S. Department of the Treasury, where he served as 
an Honors Attorney, a Special Assistant U.S. Attorney, 
and Attorney-Advisor for International Mfairs, special­
izing in international financial regulatory issues and 
financial services negotiations with foreign countries. 
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He worked on the North American Free Trade Agreement, the Uruguay 
Round of GATT negotiations, and the 1 99 1  financial reform effort in 
Congress. Mr. Palzer served as Legal Counsel to the Swaziland Ministry of 
Finance in 1993. Mr. Palzer is associated with the New York City office of 
Mayer, Brown & Platt, where he represents financial institutions in 
transnational operations. 

Ernest Patrikis received his law degree from Cornell 
University. He joined the Federal Reserve Bank of New 
York in 1968, serving in several positions, including 
Assistant Secretary of the Bank and Executive Vice 
President and General Counsel. He has served as the 
Deputy General Counsel of the Federal Open Market 
Committee. In June 1995, Mr. Patrikis was appointed 
First Vice President of the Bank. He has served as a 
U.S. delegate to the Working Group on International 

Payments of the United Nations Commission on International Trade Law. 
He is also an advisor to the (U.S. ) National Conference of Commissioners 
on Uniform State Laws and served as the first Chairman of the New York 
State Bar Association's Committee on International Banking, Securities 
and Financial Transactions. Mr. Patrikis has lectured and written on the 
supervision and regulation of U.S. and non-U.S. banks, reserve require­
ments, payments laws, and sovereign immunity. 

Larry Promisel completed undergraduate work at 
Cornell University and the London School of 
Economics before receiving his graduate degrees in 
economics from Yale University. He then joined the 
Board of Governors of the Federal Reserve System. 
Currently, he is a Senior Associate Director in the 
Division of lnternational Finance and is responsible for 
international banking, financial markets, and U.S. 
international transactions .  He has served as C hairman 

of the G- 1 0 central bank working group that prepared a report on recent 
developments in international interbank relations ( 1 992 ) and has been a 
frequent participant at meetings sponsored by both the Bank for 
International Settlements and the Organization for Economic Cooper­
ation and Development. He is the author of several articles on monetary 
policy and economic aspects of foreign economies. 
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Kenneth Raisler graduated from Yale University and 
New York University School of Law. After serving as a 
law clerk in the U.S. District Court for the Southern 
District of New York, he was appointed Assistant 
United States Attorney for the District of Columbia 
from 1977 to 1982. From 1983 to 1987, he was 
General Counsel of the Commodity Futures Trading 
Commission. He has served as the Chairman of the 
Association of the Bar of the City of New York 

Committee on Futures Regulation. He is currently a partner in the New 
York law firm of Sullivan & Cromwell, where he is cohead of its 
Commodities, Futures, and Derivatives Group. He was a member of the 
Working Group of the Group of Thirty Derivatives Project, and currently 
serves on the Board of Directors of the Futures Industry Association. 

Andres Rigo earned a law degree from the University of 
Madrid and a Ph.D. from the University of Cambridge. 
He served as an Associate Professor oflnternational Law 
at the Universidad Autonoma de Madrid and as an 
adviser to the Government of Venezuela on the law of 
the sea. In 1973, he joined the International Bank for 
Reconstruction and Development as an attorney. As 
Chief Counsel, he headed the Africa Division of the 
Legal Department. Mr. Rigo was appointed Assistant 

General Counsel, Operations, in 1992 and Deputy General Counsel, 
Operations, in November 1994. 

Elizabeth Roberts received her bachelor's degree 
from Sweet Briar College and a master's degree from 
the American Graduate School of International 
Management. She also studied at the University of 
Munich. In 1980, she joined the Division of Banking 
Supervision and Regulation at the Board of Governors 
of the Federal Reserve System . She has spent numerous 
years following European banks that have U.S.  opera­
tions. Since 1993, she has been Manager of the 

International Policy Section. Prior to joining the Federal Reserve, she was 
in the International Division of First Union National Bank in Charlotte, 
North Carolina. Currently, Ms. Roberts is on a two-year leave of absence 
from the Federal Reserve to serve as a member of the Secretariat of the 
Basle Committee on Banking Supervision. 
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Thomas A. Rose graduated from Villanova University 
School of Law. He is an expert in bankruptcy law and 
loan workouts . He is currently Deputy General 
Counsel of the Liquidation Branch of the Legal 
Division of the Federal Deposit Insurance Corporation 
(FDIC). In that capacity, he oversees the legal activities 
related to closed financial institutions. Mr. Rose also 
serves as the Dispute Resolution Specialist at the 
FDIC. He is a former Director of the American 

Bankruptcy Institute. He speaks frequently on issues concerning failed 
banks and thrifts. 

Henry N. Schiffman received a B.A. from Cornell 
University and a J .D. from New York University. He was 
a Fulbright Fellow at the Faculty of Law and Economics 
of the University of Paris. His legal career involved work 
at both the Board of Governors of the Federal Reserve 
System in Washington, D.C. and the Organization for 
Economic Cooperation and Development Secretariat in 
Paris. He is currently a consultant at the International 
Monetary Fund, where he provides technical assistance 

on central bank and commercial bank law, bankruptcy law, and foreign 
investment law. 

Tony Shea graduated with a B.A. and an LL.B.  from Canterbury 
University in New Zealand, before taking his D.Phil . at Oxford University, 
England (Oriel College) .  He then moved to The City University in 
London, and became Head of the Law Department, and Professor of Law 
(simultaneously serving, for a period, as Senior Research Fellow at Queen 
Mary College, University of London). In 1988, he joined the internation­
al law firm Clifford Chance, and became head of the International 
Financial Regulation Unit. He worked extensively in Eastern Europe and 
the Commonwealth of Independent States for the World Bank and other 
organizations. Having left Clifford Chance in 1995, he is now legal advi ­
sor in the Kyrgyz Republic to the Agency for Reorganization and 
Liquidation of Enterprises (to be transformed into the Directorate for 
Foreign Investment). He drafted the Kyrgyz bankruptcy laws and is now 
helping to revise them. He was an adviser to the U.K. Government "Jack 
Committee" on Banking Law and Practice; in addition, he is coauthor of 
books on banking law, and has written many articles on banking and finan­
cial law. 



976 • Biographical Sketches 

Rene Smits studied law and sociology at the Free 
University in Amsterdam, specializing in European 
Community law and economics. In 1 978, he joined 
the Nederlandsche Bank, which is the central bank of 
the Netherlands. After serving as chief of one of the 
banking supervision departments, he was appointed 
General Counsel and head of the Nederlandsche 
Bank's Legal Department. His activities have included 
assisting in preparation of EC banking supervisory 

rules and their implementation in the Netherlands, international negotia­
tions, and legal work concerning international monetary affairs. Mr. Smits 
is the author of articles on international organizations, EC monetary and 
banking law, and the legal aspects of development policy, and is also an edi­
tor of a commentary on EC banking regulations. He is a member of the 
Committee on International Monetary Law of the International Law 
Association. 

Robert Sparve received an LL.M. from Stockholm 
University. In 1973, after serving as an attorney in pri­
vate practice, he joined the Sveriges Riksbank, the 
Swedish central bank. He currently serves as Director, 
Head of Secretariat of the Board, and Chief Legal 
Counselor. Mr. Sparve serves as an expert in govern­
ment committees on economic policy and other finan­
cial issues. 

Jennifer A. Sullivan is a graduate of Brandeis 
University and Harvard Law School. She worked as 
Legal Adviser at the U.S. Securities and Exchange 
Commission and then entered private practice with the 
New York law firm of White & Case . In 1987, she 
joined the International Finance Corporation as an 
attorney. She has served as Senior Counsel, Principal 
Counsel, Chief Counsel, and, since April 1995, as 
Deputy General Counsel . 
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Bertold Wahlig studied at the law schools of the 
Universities of Mainz and Freiburg, Germany, receiv­
ing his law degree after fulfilling the practical require­
ments of the degree by practicing with various courts, 
offices, and law firms. In 1962, he joined the legal 
department of the Deutsche Bundesbank, which is the 
German central bank. He now serves as General 
Counsel .  In addition to his immediate work, 
Mr. Wahlig has attended United Nations Commission 

on International Trade Law (UNCITRAL) meetings and participated in 
UNCITRAL working groups as special adviser for the Ministry of ]ustice 
of the Federal Republic of Germany. Since 1985, he has been a member of 
the Committee on International Monetary Law of the International Law 
Association. Mr. Wahlig has published a number of articles concerning 
issues of monetary law. 

Mark J. Welshimer received his B .A. from Harvard 
College and his J .D .  from Harvard Law School. In 
1976, he entered private practice with the New York 
law firm of Sullivan & Cromwell, where he has been a 
partner since 1983. His practice focuses on banking 
and securities law matters, particularly on securitiza­
tions. Mr. Welshimer has represented clients on many 
public and private securitizations of new products, 
including automobile receivables, commercial mort­
gage loans, and distressed assets. 

Roger M. Whelan received his undergraduate degree 
from Georgetown University (cum laude), 1 959, and 
his law degree from Georgetown University Law 
Center (J .D.,  1962 ) .  He served as U.S. Bankruptcy 
Judge for the District of Columbia from 1 972 to 1 983.  
He is  currently Senior Counsel at  the Washington, 
D.C.,  law firm of Shaw, Pittman, Potts & Trowbridge, 
and is a Distinguished Lecturer at Catholic University 
Law School . In addition, he is also Legislative 

Chairman and Executive Committee Member of the American Bankruptcy 
Institute and serves on the Executive Committee of the Bankruptcy 
Section of the Federal Bar Association . He is the author of numerous 
works on bankruptcy law. 
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COMMENTATORS 

William E. Alexander received his B.Com. from the University ofToronto 
and his A.M. and Ph.D. from the University of Michigan. He was on the 
staff of the Bank of Canada, where he last served as an Adviser to the 
Governor on international monetary affairs, for a number of years. At vari­
ous points in his career, Mr. Alexander was seconded as Director of 
Research for the Institute of International Finance, as a senior member of 
the Economic Council of Canada, and as an Alternate Director of the 
Export Development Corporation of Canada. In 1992, he joined the 
Monetary and Exchange Mfairs Department of the International Monetary 
Fund, where he currently serves as Division Chief of the Monetary and 
Exchange Policy Analysis Division. 

John S. Baerst received his B .A. from St. Anselm College and his law 
degree from Columbia University Law School. He joined the New York 
City law firm of Simpson, Thatcher & Bartlett in 1 972 . He joined Barclays 
Bank PLC in 1980 as General Counsel. After serving as Senior Vice 
President and General Counsel of the U.S. operations of the Bank, in 
August 1994, he became President and ChiefExecutive Officer ofBarclays 
Bank of New York, N .A. In January 1996, he was appointed Professor of 
Banking Law and Director of the Morin Center for Banking and Financial 
Law Studies at Boston University School of Law. He is Chairman of the 
Subcommittee on International Banking of the American Bar Association's 
Banking Committee. 

William M. Berenson holds a B.A. from Dartmouth College, an M.A. and 
a Ph.D. in political science from Vanderbilt University, and a J .D. from 
Boston University. During 1 972 and 1973, he did research in Uruguay 
under a Ford Foundation Foreign Area Fellowship. He has worked on a 
broad range of issues in both the private and public sectors as a litigator 
and legal adviser. Currently, Mr. Berenson is the Acting Assistant Secretary 
for Legal Mfairs and Director of the Department of General Legal Services 
for the General Secretariat of the Organization of American States and is 
an Adjunct Professor at American University's Washington College of Law. 
He has also served as the Chairman of the International Development and 
Investment Committee of the Federal Bar Association. 

Raija Bettauer's biography appears with the main biographies. 

Raj Bhala received his undergraduate degree from Duke University, a mas­
ter of science in economics from the London School of Economics, a mas­
ter of science in management from Oxford University, and a J .D. from 
Harvard Law School. He began his legal career in 1989 as an attorney in 
the Legal Department of the Federal Reserve Bank of New York. In 1993, 
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he became an Assistant Professor of Law at the College of William and 
Mary, and an Associate Professor in 1 996, where he lectures on interna­
tional banking and securities law and international commercial law. 

Michael Bradfield received his B .A. from Union College and his master's 
degree in international affairs and a J .D. from Columbia University. He 
began his legal career at the U.S. Department of the Treasury, where he 
served in various positions, including Assistant General Counsel for 
International Mfairs. He entered private practice in 1 975 by joining the 
firm of Cole, Corette & Bradfield, where he specialized in international 
finance and trade law. From 198 1  to 1 989, he served as the General 
Counsel of the Board of Governors of the Federal Reserve System. He 
joined the Washington office of Jones, Day, Reavis & Pogue in 1 989 and 
is a partner, as well as cochair, of the Financial Institutions/Institutional 
Lending Section of the firm's Corporate Group. 

Deborah K. Burand received a joint degree combining a law degree and 
a master of science in foreign service degree from Georgetown University. 
Upon graduation, she joined the New York law firm of Shearman & 
Sterling, where she focused on cross-border financing and provided pro 
bono advice on the use of debt-for-nature and debt-for-development swaps 
to nonprofit organizations. She then worked as the Conservation Finance 
Coordinator for Conservation International, a nonprofit organization. In 
1 989, she joined the International Banking Section of the Legal Division 
of the Board of Governors of the Federal Reserve System, where she 
worked until 1994 as a senior attorney. While at the Federal Reserve 
Board, she was awarded an International Affairs Fellowship from the 
Council on Foreign Relations to study the role of central banks in Eastern 
Europe and the countries of the former Soviet Union. In late 1 994, she 
rejoined Shearman & Sterling, where her practice includes bank regulato­
ry matters, project finance, and other cross-border financial transactions. 

V. Gerard Comizio earned his B.A. from Fordham University, his J .D. 
from Pace University Law School, and his LL.M. in securities regulation 
from Georgetown University Law Center. Mr. Comizio is currently the 
managing partner of the Washington office ofThacher, Proffitt & Wood, a 
New York-based law firm. Prior to joining the firm, Mr. Comizio was, for a 
number of years, Deputy Chief Counsel of the Office of Thrift Supervision 
(and its predecessor, the Federal Home Loan Bank Board), and Director of 
the agency's Corporate and Securities Division. From 198 1  to 1984, Mr. 
Comizio was an attorney with the Division of Corporation Finance at the 
Securities and Exchange Commission, acting as Senior Attorney and 
Assistant Branch Chief in that division from 1983 to 1984. In addition to 
his work, he is the author and coauthor of numerous articles on banking, 
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securities, and financial institution matters. Mr. Comizio is currently an 
Adjunct Professor of banking law at the American University Washington 
College of Law. 

John P. Danforth received his master's degree and doctorate in eco­
nomics from Northwestern University. He served as Senior Vice President 
and Director of Research at the Federal Reserve Bank of Minneapolis and 
was Principal and Managing Director of Golembe Associates, Inc. He is 
currently Managing Director with The Secura Group, where he provides 
consulting and financial advisory services for banks and savings associa­
tions. He is an expert on the operation of financial markets, the valuation 
of financial institutions and assets, and the competitive impacts of bank 
mergers and acquisitions. 

Melanie L. Fein received a B.A. degree from Earlham College and a J .D. 
from Catholic University Law School. She served as a Senior Counsel to 
the Board of Governors of the Federal Reserve System before joining the 
Washington, D.C. law firm of Arnold & Porter, where she is a partner. Her 
practice encompasses a wide variety of legal, regulatory, and legislative 
issues affecting domestic and foreign banks, bank holding companies, and 
other financial institutions. In addition to having taught banking law for 
two semesters at Yale Law School, she is the author of several publications 
on that subject. 

Ernesto V. Feldman (deceased) received his degree in economics from the 
University of Buenos Aires and a doctorate from Nuffield College, 
University of Oxford. From 1971  to 1985, he worked at the Central Bank 
of Argentina. He served as Manager of the Department of Banking 
Supervision and Manager of the Economic Research Department. From 
1985 to 1 986, he was a Member of the Board of Directors of the Central 
Bank of Argentina. From 1 987 to 1990, he was an Executive Director at 
the International Monetary Fund for Argentina and five other countries of 
the Southern Cone. From 199 1  to 1996, he was a consultant with the 
Fund, most recently in the Monetary and Exchange Mfairs Department. 
He wrote several articles on the banking systems of Latin America. 

David Folkerts-Landau received his B.A. in economics from Harvard 
University and his Ph.D. in economics from Princeton University. He was 
an Assistant Professor of Financial Economics at the University of 
Chicago's Graduate School of Business. In 1980, he joined the 
International Monetary Fund as an Economist in the Financial Studies 
Division, where he has also served as Senior Economist and Deputy Chief. 
He is currently Assistant Director and Division Chief of the Capital 
Markets and Financial Studies Division. He is an expert on international 
capital markets and has written numerous articles on the subject. 
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Larry Gurwin received a bachelor's degree in journalism from New York 
University and spent several years as a financial journalist for Institutional 
Investor and other publications. He is the coauthor (with Peter Truell) of 
False Profits: The Inside Story of BCCI, the World's Most Corrupt Empire 
(Houghton Mifflin Company, 1 992 ) . He is also the author of The Calvi 
Affair, on Italy's Banco Ambrosiano scandal (Macmillan London Ltd. ,  
1983) .  From October 1990 to May 1 995, he was a financial investigator. 
He then returned to journalism as an investigative reporter for Time mag­
azine, based in Brussels, Belgium. 

Andrew T. Hook received an M.B.A. from Columbia University and a 
Ph.D. in economics from New York University. In  1977, he joined the 
Federal Reserve Bank ofNew York, where he last served on the Payments 
Systems Staff. Thereafter, he served as a consultant specializing in pay­
ments system work in the Monetary and Exchange Department of the 
International Monetary Fund. He is the author of various publications on 
payments systems in Eastern Europe, the former Soviet Union, and coun­
tries in Africa and South America. 

Sydney J. Key received her B.A., M.A., and Ph.D. in economics from 
Harvard University. She is currently on the staff of the Board of Governors 
of the Federal Reserve System in the International Finance Division, which 
she joined in 1 971 . In the 1 03d U.S. Congress ( 1993-94), she was Staff 
Director for the Subcommittee on International Development, Finance, 
Trade, and Monetary Policy of the Committee on Banking, Finance, and 
Urban Affairs in the House of Representatives. In 1990 and 199 1 ,  she 
served as a national expert in the European Commission's DG-XV, the 
directorate general responsible for financial institutions. Dr. Key is a Lecturer 
at the Morin Center for Banking and Financial Law Studies at Boston 
University School of Law, and a Senior Visiting Fellow at the Centre for 
Commercial Law Studies at Queen Mary and Westfield College, University 
of London. She also lectures annually at the London School of Economics, 
where she was an Academic Visitor in the Department of Accounting and 
Finance. Dr. Key has published numerous articles and papers, including 
International Trade in Banking Services: A Conceptual Framework, which 
she coauthored with Hal. S. Scott (Group of Thirty, 1 991 ) . 

Boris Kozolchyk received a Ph.D. in civil law from his native Cuba, an 
LL.B. from the University of Miami College of Law, and an LL.M. and an 
S .J .D. from the University of Michigan School of Law. He is the former 
President of the International Academy of Commercial and Consumer 
Law. He currently is President and Director of the National Law Center 
for Inter-American Free Trade, a U.S. delegate to the United Nations 
Commission on International Trade Law, and a Representative of the U.S. 
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Council on International Banking to the International Chamber of 
Commerce Working Group for the Revision of Uniform Customs and 
Practices for Documentary Credits. Dr. Kozolchyk teaches courses in com­
mercial and international trade law at the University of Arizona College of 
Law. He is an author and speaker on commercial and international law 
issues, specializing in letters of credit and other instruments of commerce. 

Rosa Maria Lastra received a law degree and an M.A. in law and eco­
nomics of the EEC from Valladolid University, an LL.M. degree from 
Harvard Law School (where she was a Fulbright Fellow), and a Ph.D. from 
Madrid University, after completion of research at the London School of 
Economics. Starting in 1992, she worked for two years as a consultant in 
banking and central banking for the Legal Department of the International 
Monetary Fund. In September 1993, she was appointed Director of the 
International Finance and Business Program in the School of lnternational 
and Public Affairs in Columbia University, where she held the position of 
Assistant Professor in International Banking. Ms. Lastra was also an 
Mfiliated Scholar of the Center for the Study of Central Banks at New York 
University Law School . Currently, she is associated with the Centre for 
Commercial Law Studies of Queen Mary and Westfield College, London. 
In addition, she is the author of articles and papers on banking and mon­
etary matters. 

Natalie G. Lichtenstein is Chief Counsel, East Asia & Pacific, in the 
World Bank's Legal Department. She has spent more than 1 5  years as 
counsel for World Bank lending operations in numerous countries, includ­
ing China and Vietnam. She is currently chief of the Legal Department 
division, which handles the Bank's legal work in countries extending geo­
graphically from Korea to Burma. Ms. Lichtenstein received her B.A. 
(summa cum laude) in East Asian Studies from Radcliffe College and 
Harvard University, and a J .D. from Harvard Law School . She was an 
Attorney-Adviser in the International Mfairs section of the General 
Counsel's Office at the U.S. Department of Treasury from 1 978 to 1980. 
She taught Chinese law as an Adjunct Professor at the Georgetown 
University Law Center from 1982 to 1986 and has written occasional arti­
cles and papers on Chinese and Vietnamese law. 

Charles W. Mooney, Jr. received his B .A. from the University of 
Oklahoma and his J .D.  from Harvard Law School. From 1 972 to 198 1 ,  
he was with the Oklahoma City law firm of Crowe & Dunlevy. Until 
1986, he was a partner in the New York law firm of Shearman & Sterling, 
where he specialized in private financing transactions and banking law. In 
1988, he was a Visiting Scholar with the Bank of Japan in Tokyo. He is 
currently a Professor of Law at the University of Pennsylvania Law 
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School . Professor Mooney serves as a Reporter for the Drafting 
Committee on the Revision of Uniform Commercial Code Article 9 
(Secured Transactions) .  He was a representative of the U.S. Department 
of State for the Unification of Private Law (UNIDROIT) Convention on 
International Financial Leasing, and currently is a representative for the 
UNIDROIT Study Committee on the secured financing of international 
mobile equipment. He is the author of books, chapters, and articles in the 
commercial law field. 

Marilyn L. Muench received a B .A. in political science from Whitman 
College, an M.A. from Duke University, and a J .D. from Harvard Law 
School. Before attending law school, she was a Foreign Service officer with 
the U.S. Department of State. Upon graduation from law school, she 
entered into private practice at the Washington, D.C. law firm of 
Sutherland, Asbill & Brennan. She later worked at the U.S. Department of 
the Treasury in the Office of Foreign Assets Control, where she served as 
Chief of Licensing and then Chief Counsel. She is currently Deputy 
Assistant General Counsel for International Affairs at the Department of 
the Treasury. 

Russell L. Munk is a graduate of Harvard College and Harvard Law 
School. He spent two years with a law firm in Tokyo and five years with 
the Office of the General Counsel of the Asian Development Bank in the 
Philippines. Since 1975, he has been the Assistant General Counsel for 
International Affairs of the U.S. Treasury Department. 

Sandra M. Rocks received her undergraduate degree from Susquehanna 
University and a J .D. from Columbia University. She was a law clerk to a 
New Jersey Supreme Court Justice. Currently, she is special counsel at the 
New York law firm of Cleary, Gottlieb, Steen & Hamilton, where she spe­
cializes in securitization, secured transactions, and bankruptcy law. In 
199 1 ,  the U.S. Securities and Exchange Commission named her as a mem­
ber of its Market Transactions Advisory Committee. She also serves as 
chair of the bankruptcy subcommittee for that group. Since 1 992, she has 
been cochair of the Subcommittee on Investment Securities of the 
Uniform Commercial Code Committee of the Business Law Section of the 
American Bar Association and chair of the Task Force on Proposed 
Treasury Regulations Governing Book-Entry Securities. 
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