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PROCEEDI NGS

PRESI DENT van den BERG  The hearing in
the arbitration Fireman's Fund | nsurance Conpany
versus United Mexican States, and | think the first
to do this norning is the exam nation of
M. Fernando Borja Mijica called by the claimants.

MR PRICE: That's correct, M. President.
For purposes of scheduling, we undertook yesterday
to informthe Tribunal this norning whether we
intended to recall any particular wtnesses. At
this point we do not intend to recal
M. Fernandez; and if the Tribunal has further
questions for him he would be pleased to answer
them but if not, we would I et himgo.

PRESI DENT van den BERG M. Fernandez, is
it not a problemif you stay until the break,
because then the Tribunal would |like to see anobngst
t hensel ves whether we would like to ask further
questions of M. Fernandez? W don't envisage as
yet, but | still would like to consult ny

col | eagues.
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MR PRICE: He is certainly prepared to
st ay.

PRESI DENT van den BERG  Thank you.

MR PRICE: And at this point we have no
plans to recall M. Mancera.

PRESI DENT van den BERG  Ckay.

MR PRICE: And finally, just to confirm
what we di scussed yesterday, we do not plan to call
Dr. Reuss.

PRESI DENT van den BERG That's
under st ood.

M. Perezcano, is there al so sonething
el se on the procedural level you would like to
share with the Tribunal ?

MR. PEREZCANO. No, M. President, we
don't have the intention of calling M. Fernandez
or M. Mancera. W also don't intend to
cross-exam ne Dr. Reuss.

PRESI DENT van den BERG | think we could
then start with the exam nation of M. Borja.

MR. PRICE: Thank you very nuch.
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PRESI DENT van den BERG M. Price, the 15
plus 45 mnutes rule still applies?

MR PRICE: Yes, it does, M. President.

PRESI DENT van den BERG M. Borj a,
wel conme. | understand you have al ready been here
yest erday, and you have seen introduction of the
ot her witnesses?

THE W TNESS:  Yes.

PRESI DENT van den BERG Okay. Could you
state your full nanme and domcile for the record.

THE WTNESS: M nane is Fernando Borja
Mujica, and I live in Mexico Gty.

PRESI DENT van den BERG  Thank you. You
appear as an expert called by the clai mants,
Fireman's Fund | nsurance Conpany, and you testify
in a | anguage ot her than your nother tongue, which
| understand to be Spani sh.

THE WTNESS: That's right.

PRESI DENT van den BERG Do you fee
capabl e and confortable in testifying in the

Engl i sh | anguage?
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THE WTNESS: Yes, sir.

PRESI DENT van den BERG  But nevert hel ess,
if a question isn't clear because of |anguage or
for sone other reason, please do seek a
clarification.

THE WTNESS: Al right.

PRESI DENT van den BERG |If you do not do
so, the Tribunal assunes that you have fully
under st ood t he questi on.

THE W TNESS: Ckay.

PRESI DENT van den BERG  You're al so now
famliar, | assune, with the manner in which the
exam nation of witnesses is being conducted, so |
don't need to explain it to you?

THE W TNESS: Yes, |'m aware.

PRESI DENT van den BERG  Thank you.

Finally, you have al so heard that
appearing as an expert is also a very serious
busi ness before a court or the Tribunal, and for
that matter we would |i ke you to give a statenent,

and you wll find it in front of you, and | wll
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first read it out, and woul d you pl ease repeat it.

THE W TNESS: Ckay.

PRESI DENT van den BERG | solemmly
decl are upon ny honor and consci ence that ny
statenent will be in accordance with nmy sincere
bel i ef.

THE WTNESS: | solemly declare upon ny
honor and consci ence that ny statenent will be in
accordance with ny sincere belief.

FERNANDO BORJA MJJI CA, RESPONDENT' S W TNESS, SWORN

PRESI DENT van den BERG  Thank you,

M. Price. Please proceed.
DI RECT EXAM NATI ON

BY MR PRI CE

Q Good norning, M. Borja.

A Good nor ni ng.

Q Before we get started with the
guestioning, | would like to place your opinion and
suppl emental opinion into the record.

| would like to ask you to confirmthat

t he opi nion prepared and executed by you on 17
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Decenber, 2002, is, in fact, your opinion, and that
i S your signature.

A Yes, it is.

Q And | refer also to the suppl enenta
opi ni on dat ed- -

A February 47?

Q --February, 2003. |Is that your opinion
and is that your signature?

A That's right.

Q Thank you.

MR PRICEE M. President, M. Al exandrov
wi |l be conducting the direct exam nation of
M. Borj a.
MR. ALEXANDROV: Thank you, M. President.
BY MR ALEXANDROV:

Q M. Borja, could you please descri be,
sunmari ze your experience and expertise in the
field of Mexican banking and financial |aw, and, in
particular, in relation to the financial services
chapt er of NAFTA

A Ckay. Well, in ny professional
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experience, | have been exposed to financial |aw
matters and particularly to NAFTA, NAFTA's
financial services chapter. | served as a public
officer wwthin the Mnistry of Finance first in the
general directorate of public credit, and after,
from'93 to '98, in the general directorate of
commer ci al banks.

In "93, | was appointed as Director of
International Affairs wwthin the Mnistry of
Fi nance, and ny responsibilities were to inplenent
NAFTA' s financi al services chapter.

In 1995, | was appointed as Gener al
Director of Conmercial Banks, and ny
responsibilities, in addition to NAFTA s
i npl enmentation, also included the regul ati on of
financial hol ding conpani es that include banks and
other financial institutions.

Also, | participated in the boards of the
Nat i onal Banki ng and Securities Comm ssion, and the
Bondi ng and I nsurance Conmm ssion, and i n FOBAPROA

And al so, in connection with NAFTA, | was
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a menber of the Financial Services Commttee that
was established in Chapter 14. | was the
representati ve of Mexico.

| was the Technical Secretariat of the
Fi nanci al Services Opening Commttee, which was an
i nternal body in charge of the authorization of
foreign affiliates. W received in '94 around 120
applications that--and we solved themthen

And finally, when | left the governnent in
1998, and | joined Mjares, Angoitia, Cortes y
Fuentes, S.C., a firmspecialized in banking and
corporate law, | was appointed by the governnent to
integrate the panel roster of financial experts for
t he di spute resol uti on nechani smunder Chapter 14.

On the academ c side, | have a | aw degree
from Escuel a Libre de Derecho in Mexico, and LL. M
from Georgetown University Law Center, and | have
been a professor of banking and financial |aw for
t he past eight years.

Q Thank you, Senor Borj a.

Senor Borja, you have stated in your
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opi ni on, and suppl enental opinion, that
control adoras are not financial institutions under
Mexi can | aw.

A That's right.

Q Senor Mancera, in his letter of
January 29th and during his testinony yesterday,
asserted the opposite, that control adoras are
financial institutions under Mexican law. | want
to ask you a few questions about that, draw ng
primarily on your NAFTA experience and your
experience as a regul ator.

Can you sunmarize briefly the role of the
control adoras prior to NAFTA comng into effect.
A Yes. Can you allow ne to draw sone

charts?

PRESI DENT van den BERG  Those who know
me, arbitrations without a chart is not possible
for ne.

THE WTNESS: Well, | think it is very
i nportant to understand the nature of financial

hol di ng conpanies--I think it's very inportant to
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under stand the nature of hol di ng conpani es versus
financial institutions because | think this is a
core matter of these hearings. The Hol di ng Conpany
Act was enacted in 1990, after the privatization of
t he banki ng system As you know, before the banks
were owned by the state, and the features of that
| aw as they had been expressed were that there was
a possibility of having a control--a controlling
vehi cl e through which investors could
participate--could invest in that vehicle, and
therefore that vehicle, that control adora, invests
in financial institutions.

But the idea, legally speaking, each
corporation has its own personality and | ega
status. You cannot say that they are all part of a
unit or that, legally speaking, we are talking
about one conmpany. That is not true. Each conpany
has its own authority and its own authorization as
well, and it is authorized to do different things.

In the case of the controladora as its

name stands, rather than being authorized to engage
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in business, it is restricted to do business. Wat
it does it says you cannot do anythi ng except for
these three things. Wereas, financial
institutions are authorized to engage in those
financial activities which are nentioned in their
specific laws. For exanple, in the case of
banking, it's nentioned you can engage in the
deposit taking, which is an activity which is not
permtted to anot her person.

So, | think that this is a very inportant
difference. These [financial institutions,
pointing to chart] are allowed to operate and enter
into transactions restricted to ot her people,
whereas this [hol ding conpany, pointing to chart]
is prohibited for entering in any kind of
oper ati on.

So, with this in mnd is that two bl ocks
are here: One, which are the financial
institutions that engage in financial services with
the public, and the other one are control adoras,

which are really shell corporations, which they
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cannot do anything. The idea is that they don't do
anyt hi ng except for controlling the shares, owning
t he shares.

And al so enter into a responsibility
agreenent and issue debentures and short-term
financing; in those both cases, all of the
i ndebt edness shall go to the subsidiaries.

So, | think this is a very rel evant
starting point to see howin 1990 there was a
di fference between financial entities and hol di ng
conpany. At this point, they are nentioned--|
al ready nentioned they are financial entities, but
there was not reason--there was not a reason to
call themfinancial institutions. This termwas
not--didn't exist at NAFTA. It was not even
negot i at ed.

But besides fromthe definition test,
which I think is inportant, we nust also follow a
functional test of what are the differences. So,
under the definition, we have soci edad control adora

and we have enti dades financi eras. On the function
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09:47:41 1 we have a conpany which is a shell corporation on
2 one hand, and on the other hand we have
3 corporations that are allowed to enter into
4 transactions that other people cannot engage in.
5 So, that is the essence. That is the

6 nature of control adoras which again were created in

7 1990.

8 BY MR ALEXANDROV:

9 Q Thank you, Senor Borja.

10 Senor Borja, when the financial services

11 chapter of NAFTA was negoti ated, how was this

12 structure reflected in Chapter 147

13 A O course, then we nove to 1994. And in
14 1994, as you know, it is inmportant for us, NAFTA,
15 Dbecause before NAFTA there was not a possibility of
16 foreign financial institutions to control donestic
17 ones. Foreign investnment was restricted to

18 mnority participation. So, financial services was
19 a very inportant part of NAFTA, and NAFTA, as you
20 all know, is also state of the art because it deals

21 wth services, not only investnents and ot her
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09:48:50 1 regulations that were included in other agreenents.

2 So, it was a very inportant el enent of NAFTA. And

3 that's why the governnent was very careful about

4 the financial services opening. And | think that

5 nore attention should be drawn to what NAFTA says

6 because if we are trying to--the question is what

7 does NAFTA understand by "financial institution"?

8 | think we should take a closer | ook at NAFTA.

9 And in ny opinion, what NAFTA says is the

10 following: First, in the case of Mexico, again,

11 the right of establishnent of a nmajority

12 participation in a financial institution in Mexico

13 was reserved to financial institutions that were

14 engaged in the sane general type of financial

15 services. This is Annex VII(B)(14). This is the

16 principal rule. W have here the United States,

17 and we have here Mexi co.

18 So, the idea was the following: If I am

19 John Smth, and | want to buy in Mexico, |I can only

20 get a mnority participation, okay? O if |I'm John

21 Smth, and--But if I'mGCtibank, | amallowed to
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have a majority participation, and I nust be
engaged in the sanme general type of activity, okay?

So, that's the rule. There nust be
equals. But there is an exception to that rule,
which is Annex VII1 (O (5), which says if you are a
bank in the U S. or Canada or a broker-dealer, only
then you are authorized to establish a bank in
Mexi co, forma financial holding conpany, and we
must take a close look that it differentiates the
word "financial institution” fromfinancial holding
conpany.

It is not that negotiators forget about
that termnology. It is that Annex B, for exanple,
whi ch tal ks about market share because anot her
el ement of the financial services opening of Mxico
is that it was gradual, that we have market shares.
Those market shares that apply to financi al
institutions. They are the ones that operate.

They are not applicable to control adoras because
t hey don't have market share because they don't

operate. Wiy should we care about a conpany that
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does not operate? It doesn't pose any risk at all.

So, here, the exception was that if you
establish a bank in Mexico, you could have soci edad
control adora, a financial holding conpany, and then
operate other types of financial business, |like the
i nsurance or the securities. GCkay? So, this is
NAFTA, and NAFTA al so has very inportant
definitions.

ARBI TRATOR LONENFELD: Wy did you
draw-why did you draw that below the |ine? Wy
isn't that up there where the first big circle is?

THE WTNESS: Wich one? Sorry.

ARBI TRATOR LOVENFELD: You have a big
circle--

THE WTNESS: This is a bank in the United
States, this is US., and this is Mexico. This is
the border. So, if you have a bank in the U S.,
you can incorporate a bank in Mexico.

ARBI TRATOR LOVENFELD: Ckay. You drew
that below the line, | see. kay.

THE WTNESS: |f you're a bank in the U S
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and i ncorporate a bank in Mexico, then you could go
for the whol e package and have an insurance conpany
or a broker-dealer with a control adora, but in the
term-the ternms are different.

PRESI DENT van den BERG | see the
guestion al so of Professor Lowenfeld. | understand
you erased the borderline, the real physical
borderline you're drawi ng, but | see also the
controladora, the little circle just below the
borderline you have there, and now is John Doe
above the borderline, in U S?

Can he or she own directly the soci edad
control adora, even though--there you have a bank,
and | have John Doe who has no bank but a | ot of
money. Can he or she then have then the--

THE WTNESS: John Smth? No, no. It is
reserved.

PRESI DENT van den BERG It is only banks?

THE WTNESS: It is only financia
servi ces providers.

PRESI DENT van den BERG  But then you
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should have a line direct fromthe Bin the United
States to the sociedad control adora?

THE WTNESS: That's correct. You can
have two options of investnent.

PRESI DENT van den BERG  Ckay.

THE WTNESS: This is one or you can go
the other way, which is two.

BY MR ALEXANDROV:

Q Thank you, Senor Borja.

Now, you nentioned that Annex C actually
has the--nmentions the terns "financial institution”
and separately the terns "hol ding conpany." How
was that reflected in the inplenenting |egislation?

A. Yes, so, with this in mnd is that we
instrunented i nplenenting legislation. If we are
trying to get a definition of "financi al
institution" under NAFTA, | think that the |aw that
shoul d prevail is the legislation, that inplenments
NAFTA. This regul ati on was not only addressed to
t he Fi nancial Hol di ng Conpany Act, it was al so

addressed to all of the financial |aws that



09:54:30 1

10

11

12

13

14

15

16

17

18

19

20

21

283
permtted NAFTA's investnents to the securities
law, to the banking |aw.

So, what happened was the followng. This
is also in inplenmenting legislation in 1994. W
have three cornerstone definitions in the affiliate
chapter, which I think are very relevant, and |
would i ke you to turn to Tab E, which is Article
27(a) of Financial Holding Conpany Act.

MR. ALEXANDROV: M. President, this
i s--what Senor Borja is referring to is claimant's
heari ng bi nder.

THE WTNESS: Yes, Tab E, Article 27(a).
| have here the Spanish version. | wll make ny
own translation, but | understand that naybe you
have ot her transl ation.

PRESI DENT van den BERG Tab B is Annex 7.

ARBI TRATOR LOVENFELD: | have H

PRESI DENT van den BERG  27- A?

THE W TNESS: 27-A, Section 2.

MR. ALEXANDROV: Article 27-Ais Tab H

THE WTNESS: It says: "For purposes of
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this law," and this is again included in al
financial laws not only in the Hol ding Conpany Act,
"foreign financial institution or Institucion
Fi nanci era del Exterior, which is the termused in
NAFTA, neans the financial entity. So, again,
that's why financial institution and financi al
entity are the same, "incorporated in a country in
whi ch Mexi co has executed an internationa
agreenent or treaty under which it 1s permtted the
establishment of an affiliate in Mexican
territory," and we go to the definition of
"affiliates.” Affiliates are, indeed, entidades
financieras under Article 7. So it's the second
segnent, the ones that provide financial services.
Ckay? And we have to conplenent with Mexico's
annexes, of course, because we didn't take this out
of our own imagination. It was inplenenting
| egi sl ati on.

BY MR ALEXANDROV:
Q Senor Borja, just to clarify, when you

referred to Article 7, it's Article 7 of what?
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A. Annex VI1, sorry, Annex VII(C) of Mexico.
It says investor of another party, VII(C. It's at
t he end.

PRESI DENT van den BERG | think what you
are referring to is Annex VII(C, and then
subsection five; is that correct?

THE W TNESS: No, ny page here is
VIIT-M22.

ARBI TRATOR LOVNENFELD: It's Article 7 of
LRAF.

THE WTNESS: It's the |ast page of Annex
VI1(C).

PRESI DENT van den BERG  You're talking
about Annex, you're talking Annex to the NAFTA?

THE WTNESS: Yes, to the NAFTA

PRESI DENT van den BERG So, | have it
here, Annex VII, and then under C?

BY MR ALEXANDROV:

Q Are we tal king about Annex VII, chapter
147

A Yes.
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09:58:19 1 Q Ckay. And whi ch paragraph, Senor Borja?

2 A It's the | ast section where you have

3 definitions. In ny edition it's page M 22.

4 Q We are | ooking at claimant's hearing

5 binder, and it's Tab B.

6 A It's the definition of "investor of

7 another party."

8 PRESI DENT van den BERG  That's subsection

9 five, 14 and 5, at | east. B--Cis fine.

10 THE WTNESS: |It's the definition of
11 "investor of another party."
12 PRESI DENT van den BERG W are al ready on

13 Annex VIl and C, and then you have referred to that
14 under Tab B. What exactly are you referring to now
15 wthin that Annex VII(C)?

16 THE WTNESS: The definition section of

17 that section. WMI(C, Mexico. | don't know if |
18 can show you.

19 PRESI DENT van den BERG So, in the Blue
20 Book, for the record, it's page 735, for those who

21 have--
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ARBI TRATOR LONENFELD: Wi ch definition
are we | ooking at?

THE W TNESS: | nvestor of another party
finding 1403(5). It means investor of another
party as found at 1403(5). And If we take a | ook
at 1403(5), it says, "For purposes of this Article,
i nvestor of another party neans investor of another
party engaged in the business of providing
financial services in the territory of that party."”
1403(5) It's paragraph 5.

So, this neans that only financi al
institutions are allowed to participate, and only
in financial institutions, and this definition of
foreign investor of another party equals
I nstitucion Financiera del Exterior that equals
enti dades financieras which is what has been
sust ai ned, in ny opinion.

So, in accordance with NAFTA's regul ation
again, it's not only a definitional aspect. On the
definitional aspect, | think it's covered. W

cannot nmean that an Institucion Fi nanci era del
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Exterior or a foreign financial institution is
different than a donmestic financial institution.
On the other hand, on the functional test, also
there are very inportant elenents that again
hol di ng conpani es are shell conpanies. They cannot
provi de financial services, whereas financial--

ARBI TRATOR LONENFELD: Excuse ne. You
keep saying "shell conpany."”

THE W TNESS: Yes.

ARBI TRATOR LOVNENFELD: But the
control adora holds real assets. |It's not a shel
conpany, is it?

THE WTNESS: Well, it's a conpany that
only hol ds shares.

ARBI TRATOR LONENFELD: It hol ds shares and
it issues bonds. | understand it has sone
restrictions. It doesn't seemto ne right to cal
it a shell conpany.

PRESI DENT van den BERG Wiat | think that
you're saying is it's a special purposes conpany.

THE WTNESS: It doesn't engage in
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busi ness on its own.

PRESI DENT van den BERG  Shel | conpany
has- -

THE WTNESS: Only a single purpose, which
is control financial institutions. That is its
only purpose. O course it can issue debentures,
but for purpose of capitalizing, of acquiring nore
capital in the subsidiaries, or it can engage in
short-termfinancing for the sane purposes, limted
to the acquisition of a foreign entity or a nerger

ARBI TRATOR LOVNENFELD: And in fact, if |
under st ood you when you were tal king about your
curriculumvitae, you said you were regqgul ating
contr ol ador as.

THE W TNESS: Yes, | did.

ARBI TRATOR LOVENFELD: So they are, in
sone sense, authorized and regul at ed?

THE WTNESS: Yes, they are authorized and
regul ated, we cannot deny that, but they are not
aut hori zed to operate as financial institutions as

the NAFTA's 1416 definition stands.
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ARBI TRATOR LONENFELD: That's for us to
deci de.

THE WTNESS: Well, in ny opinion, yes.

PRESI DENT van den BERG It went sonewhat
quickly for nme. Can you please help ne again.
Because you wanted to show the interaction between
Annex VII1(C), and the definitions?

THE W TNESS:  Yes.

PRESI DENT van den BERG  Then
Article 1403, paragraph 5.

THE WTNESS: It's definition of investor
of anot her party.

PRESI DENT van den BERG  Woul d you expl ain
to me again what it neans. | apol ogize for not
havi ng understood it fully.

THE W TNESS: Wen inplenenting
| egi slation, we introduced again the definition of
I nstitucion Financiera del Exterior, which is a
foreign financial institution. And we took that as
the instrunmentation of investor of another party,

whi ch were the only ones that were permtted to
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10: 03:17 1 establish financial subsidiaries in Mexico because

2 they nust be engaged in the sanme general type of

3 activity.

4 So, that definition which is under

5 1403(5), neans that only--foreign financial

6 institution nust be sonething as it is described in

7 1403(5), which is an investor of another party

8 engaged in the business of providing financial

9 services in the territory of third party.

10 ARBI TRATOR LOVNENFELD: Excuse ne. Wi ch

11 cane first? The statute or the NAFTA--

12 THE W TNESS: NAFTA, of course.

13 ARBI TRATOR LOVENFELD: You say 1994 hel d,

14 but the | aw was 1990--NAFTA is really finished

15 negotiating in October 1992. It net ratification.

16 THE WTNESS: W had these bilatera

17 agreenents afterwards, and actually it was approved

18 in Mexico by the Senate in '93.

19 ARBI TRATOR LOVENFELD: | know. But, |

20 nean, the drafting was in line with your 1990

21 statute, was it not?



292
10:04:13 1 THE W TNESS: No. W began negoti ati ng,
2 understand, in 1990. It finished the negotiations

3 in 1992, and the control adoras | aw was i ssued in

4 1990.
5 ARBI TRATOR LOVNENFELD: Before?
6 THE W TNESS: No, no, no. These

7 definitions |I'mtal king about are NAFTA' s

8 inplenenting legislation issued and prepared to

9 instrunment NAFTA, they were entered into force in
10 January of 1994 as well.

11 ARBI TRATOR LONENFELD: |'m not sure

12 anything turns on it, but if |I understood it

13 correctly, Mexico nmakes the reservations in Annex
14 VI1 to conply with your preexisting law, isn't that
15 right?

16 THE WTNESS: No. No. They exist--did
17 not permt mpjority foreign participation in the
18 financial sector.

19 ARBI TRATOR LOVNENFELD: That's why Annex A
20 reserves?

21 THE WTNESS: Yes, it reserves. And to
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i npl enent those reservations, all of the financial
| aws of Mexico were anended to inplenent NAFTA, and
t hese definitions were included, which | think are
rel evant.

ARBI TRATOR LOVENFELD: So, woul d the LRAF
is amended afterwards?

THE W TNESS: Yes.

ARBI TRATOR LOVENFELD: It's there before
at least wth sone of the reservations in Annex A,
for instance?

THE W TNESS: Yes.

ARBI TRATOR LOVNENFELD: And then in NAFTA
you have ot her carve-outs, and those are
i npl enented in the revised statute?

THE WTNESS: In internal |egislation
yes. So, this is really NAFTA s inplenentation
| egi sl ation, and this Exposition de Mdtivos or the
letters sent by the President also confirns that
the nature of financial institutions is to provide
financial services, whichis inline with this

descri ption.
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ARBI TRATOR LONENFELD: Was this a
negoti ated deal with the United States and Canada,
or did Mexico say, well, that's what we're going to
reserve?

THE WTNESS: No, it was negoti at ed.

ARBI TRATOR LOVENFELD: Because the United
St at es conpani es wanted access to financi al
services. |It's the sanme tine the Uuguay Round is
bei ng negoti ated? The whol e financial services
sector was very lively both in Geneva, and in the
NAFTA negoti ati ons.

THE WTNESS: That's correct, yes.

BY MR ALEXANDROV:

Q Senor Borja, just to clarify a point,
before NAFTA, a foreign financial institution could
not be nmajority sharehol der in a Mexican financi al
institution. |Is that what you said?

A No, foreign investnment was not permtted
in amjority manner in Mexican financi al
institutions.

Q And if | understand correctly, what you
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said is that Annex VII(B) permtted a foreign
financial institution to be a nmajority sharehol der
in a Mexican financial institution of the sane
general type of--that provides the sane general
type of services?

A The openi ng was t hrough NAFTA, and NAFTA's
i npl enmentation of legislation is the one that
contai ns these definitions.

Q Thank you for the clarification

A So, | think these are really ny bases that
on the definitional aspect are covered that
financial institutions are--entidades financieras
are the ones that are engaged in the provision of
financial services as well as the functional tests
that they are the ones that provide financial
servi ces.

Q Thank you, Senor Borja.

You nentioned that the control adoras are

not authorized to do business as financial
institutions. Obviously Senor Mancera yesterday

di sagreed. Could you state again what is it they
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are authorized to do, and why they are not
aut hori zed to do business as financial
institutions.

A Yes. | think with this question and with
the other elenents also, we should not only take a
formal approach, not only because there are
financial authorities that authorize or have sone
supervision authority over these institutions is
that they are financial institutions. The
definition says as financial institutions. And in
this regard, if you are authorized as a
control adora, you are authorized to control shares,
and that's it, and those limted borrow ng
activities, which they nust be extraordi nary
because it's better that they get the
capital --through capital infusions and not through
t hat granting.

So, that's the control adora authori zati on.

And if you take a | ook again at financial
institution authorization, what it says is that it

allows you to engage in financial services that are
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restricted to other people. So, | think they are
conpletely different. They are not authorized as
financial institutions.

PRESI DENT van den BERG It's conceivable
that you have a financial institution that does not
render financial services?

THE WTNESS: No. | think that al
financial institutions provide financial services.
| think that this is a very broad category. You
have internedi ati on on one side. You have--on the
ot her side you can act also as an agent, for
exanpl e, a broker-deal er that buys bonds or shares
for its custoners, so you nust provide either
i nternmedi ati on or provide sonme other financi al
necessities.

ARBI TRATOR CARRI LLO  Just one question,
M. Borja. How do you distinguish between
financial service and financial internediary?

THE WTNESS: Fi nancial service?

ARBI TRATOR CARRI LLO  And fi nanci al

intermediary. |Is financial internediary a
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financial service?

THE WTNESS: Well, | think that financia
internmediary, in ny opinion, is the one that
i nternedi at es.

ARBI TRATOR CARRI LLO And do you have
financial services other than the engagenent in
financial internediation?

THE W TNESS:  Yes.

ARBI TRATOR CARRI LLO  Can you give us an
exanpl e.

THE W TNESS: For exanple, if | ama trust
which is reserved for financial institutions, for
banks mainly, and providing financial service;
however, |'m not internediating because |I'm not
acting on ny owmn. |'mrendering a service.

ARBI TRATOR CARRILLO  So coul d we say that
a financial services is a general term and
financial intermediation is a nore concrete aspect
of a financial service, but it's not the same to
say financial service equals financial

i nt er medi ati on.
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THE WTNESS: Yes. That's right, yes.

ARBI TRATOR CARRILLO  You can have an
internedi ary that does not nmke financi al
intermedi ation, but it's the financial service
provider; is this correct statenent?

THE WTNESS: Yes, that is correct.

ARBI TRATOR CARRI LLO  Okay. Thank you.

BY MR ALEXANDROV:

Q Senor Borja, you nentioned that as a
regul ator, you did regulate control adoras, and in
fact, Senor Mancera yesterday argued that because
control adoras are regul ated by the sane regul ators
who al so regulate financial institutions, therefore
they are regul ated and supervi sed as financi al
institutions.

Now, if they are not financi al
institutions, why are they regul ated and supervi sed
by the same authorities that regul ate and supervise
financial institutions?

A Vell, they formpart of the financi al

system that we cannot discuss. However, they are
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not financial institutions because they do not
provi de financial services.

Again, its purpose is only to hold the
shares of financial institutions, and the way they
are supervised is very different because the whole
pur pose of regulation in the financial systemis to
cover risks, and those risks are incurred when you
enter into internedi ati on processes or render
financial services.

So, in that regard, M. Mancera is right
in saying that there are different |evels of
regul ati on, depending on the internediary. You
have a bank that incurs great |osses with the
public at |arge, you have | arge internediation.

But if you have zero financial services or zero

i nternedi ati on, you are not regulated as a
financial or supervised as a financial institution,
no?

So, it's very different, again, the
supervi sion and the regulation, as well as the

aut hori zati on.
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Q You are the regulator, so you see a
control adora and you say this is not a financial
institution. Wat in the regulatory practice and
in the supervisionis it that is so inportant and
essential for financial institutions that does not
apply to control adoras?

A Well, there are a couple of exanples, |ike
we' ve di scussed capital adequacy, al so m ni mal
capital requirenents. W nust say that al
financial institutions in Mexico have m ni mum
capital requirenents. M. Mancera referred
yesterday to sofoles (phonetic) or limted scope
financial institutions. They do have a m ni nal
capital requirenent, which is 15 percent of the
capital required for the banking system He also
referred to cajas de ahorro popular, and they are
al so subject to capital adequacy and ot her
requi renments.

So, capital is the main aspect because
capital is a cushion for the | osses of investors or

debtors. And capital adequacy is the second one,
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lending limts to diversify its risk, credit
controls, foreign exchange positions that are
i ssued by the Central Bank, noney | aundering
because they take funds fromthe public. Al those
are the essence of the regulation for the provision
of financial institutions which do not appear in
hol di ng conpani es.

Q Senor Borja, Senor Mancera yesterday
stated, and he states that in his January 29th
letter, that even though the control adora may not
engage directly in the provision of financial
services, and in fact he admtted that the
control adora is prohibited by |law from engaging in
financial services, but he clains in his letter and
stated yesterday that the group as a whole, the
control adora and the subsidiary financi al
institutions as a whol e engage in the provision of
financial services, and therefore the control adora
indirectly provides financial services.

Do you agree or disagree with that?

A | disagree conpletely. Again, when these
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conpani es were created, they have their own | ega
capacity. |If a bank enters into a deposit
transaction, the obligation is wth the bank. It
is not--the bank is acting as principal, not as
agent of the holding conmpany. All conpanies are
different. One is a control adora, other is a bank,
and they have their own | egal capacity and cannot
be m xed or unified with the other nenbers of the
gr oup.

In addition to that, they don't all--they
don't manage--control adoras don't nanage really
financial subsidiaries. Wat they do is they
control them They attend to their sharehol ders
meeting as majority shareholder to elect the
majority of the board nenbers, and the fiduciary
duty of a board nenber in Mexico is to watch the
conpany it represents. It is not towards the
sharehol der it is appointed by. As a matter of
fact, the financial authorities are worried about
corporate governance and want to establish

i ndependent board nenbers that are unrelated to the
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sharehol ders to have a better working of the
financial institutions.

ARBI TRATOR LOVWENFELD: But, sir, you say
they are conpletely separate. But don't they have
the sane nane? | nean, the public doesn't know the
difference. It's the sanme brand, isn't it, and the
sane peopl e?

THE WTNESS: The |legal opinion is that
they are different. O course, they use sane
nanes, and that is one of the benefits, but for the
| egal standpoint of view, it's strictly different
conpani es, and they are owned by the sane
sharehol der, and that's it. And control adoras do
not have any additional powers as any ot her
maj ority sharehol der can have in anot her
cor porati on.

ARBI TRATOR CARRI LLO  One questi on,

M. Borja: Wat is the difference between soci edad
control adora and the concept grupo financiero?

THE WTNESS: Well, | think those terns

are mxed wthin the regulation, and that's a
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problem The legal entity is sociedad
controladora. The thing is that usually those
soci edad control adoras, their denom nation is grupo
financiero. So, the denom nation is grupo
financiero, but the legal entity is the sociedad
controladora. And that's why we make--it's a
little bit sometines difficult to--you think there
are two entities, no. Legally, there is only one
corporation, which is the sociedad control ador a.
However, its denom nation is grupo financiero.

BY MR ALEXANDROV:

Q Senor Borja, yesterday Senor Mancera,
think, asserted that the group nust be authorized
to exist as a group and provide services to the
public. Wuld you explain who receives the
aut hori zati on, and authorization to do what.

A Wel |, again, based on this separation
each entity has its own authorization. |f you want
a bank wth broker-dealer, |I define a control adora
wi th a broker-dealer and a bank, then have you to

get one authorization for the control adora and the
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aut hori zation wll say you cannot do anything
except this, or that is the purpose of the conpany,
and you may hold a majority participation in this
bank and this broker-dealer. Then we have anot her
separate authorization for the bank that says you
are authorized to be a bank, and then another one
and so on.

So, they're not together. There is no
unity in the authorization process.
Q And, Senor Borja, does the public do any
busi ness wth the control adora?
A. Well, it does not--does not--control adora
does not provide financial services. W were
di scussing that it may issue--and this is not
ordinary business again. It may issue mandatory
comer ci al debentures that are | ocated within the
group.
And al so, yesterday, | think it's
inportant to remark that M. Mancera nentioned that
if you're going into the markets and borrow, and

then lend, then you are in internedation, and if
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you don't have authorization for that, it is even a
crimnal offense. | agree with that. But there is
nothing bad in going--it's not as bad, it's not
financial internmediation in going into the markets
and using that for its own purposes. That's what
all issuers do. You may be regul ated as an issuer,
but not as a financial institution, which is
di fferent.

PRESI DENT van den BERG Al three nenbers
have at the same tine questions, if you allowit.

ARBI TRATOR LONENFELD: Well, | think we
all had the same question. |If the control adora
i ssues bonds, as it did in the case that gives rise
to the present arbitration, and then uses the
proceeds to invest in the bank or the broker-dealer
or whatever the subsidiaries, why isn't that
i ntermedi ati on?

THE WTNESS: Wiy is it not? Because it's
for its own purpose, which is to support the
capital of its subsidiaries. |f those bonds were

issued for a different conpany that was not
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related, | agree that that is internediation, but
this is within the sane group.

ARBI TRATOR LOVENFELD: That's a rather
l[imted definition, isn't it, of internediation?
It takes it fromhere to there and fromthere to
here, if you had your chart.

THE WTNESS: Well, here again, the
pur pose of the conpany is to foster the
capitalization and to have control over the
financial institutions. There are different ways
to do this. The best one, and the first one, is to
have a capital infusion at the hol di ng conpany
| evel, and then have an increase in capital in the
subsidi aries, and having all as capital.

A second option is to go to the
debentures, but at the end of the road it
translates into the capital of the subsidiaries,
which is the sole purpose of the hol di ng conpany.

ARBI TRATOR LOVENFELD: | will pass the
bat on.

ARBI TRATOR CARRI LLO  Just for purposes of
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the clarity of the Tribunal, M. Borja, can you
tell us under NAFTA where can we find a definition
of "financial internmediary"?

THE W TNESS: Financial internediary?

ARBI TRATOR CARRI LLO  You say the
definition of "financial institution.” It says any
financial internmediary. Wat is a financial
intermedi ary for purposes of NAFTA?

THE WTNESS: | don't know of any

definition of "financial internediary,” but again,
it is the one that provides internediation.

ARBI TRATOR CARRI LLO But then if we don't
have a definition under NAFTA, how can we construe
the definition? How does Mexican law or U S. |aw
or Canadi an | aw construe the definition of
"financial internediary"? Wat was--the experts
when they negotiated NAFTA, how did they pretend to
define "financial internediary,” or this question
was never raised?

THE WTNESS: Well, the thing is that the

definition, which I think was consi dered by Mexico
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10:22:54 1 inits local legislation, was financi al

2 institution, and was equivalent to the one--the
3 foreign financial institution, which is equal to
4 investor of another party, which is equal to a
5 financial services provider. Really, that's what
6 the Mexican law says. | don't recall at this point
7 any definition of "financial internmediary" within
8 NAFTA
9 ARBI TRATOR CARRI LLO  Anot her questi on.
10 On, |I'msorry.
11 THE WTNESS: At this point | don't recal
12 because | was focusing on the financial institution
13 definition, which was the one that we were
14 anal yzi ng.
15 So, | didn't really look at any financia
16 internediation w thin NAFTA
17 ARBI TRATOR CARRI LLO  And under Mexi can
18 | aw, what does the statute define as financi al
19 internmediary for the guidance of the Tribunal ?
20 THE WTNESS: No, | don't think so. W

21 have seen here sone definition financial entity,
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financial institution, financial--but |I'mnot aware
of any.

ARBI TRATOR CARRI LLO  To your know edge,
is there a definition under Mexican statutory |aw
of financial internediation, financial
i ntermedi ary?

THE WTNESS: Not as that, no.

ARBI TRATOR CARRI LLO  Thank you.

PRESI DENT van den BERG | al so have a
guestion. You explained to the Tribunal on a
question of M. Al exandrov, that each of the
subsi diaries need their own authorization for
banki ng i nternedi ati on and i nsurance conpani es,
et cetera.

THE W TNESS: Um hmm

PRESI DENT van den BERG  You have foll owed
that reasoning. Wy is that authorization at al
necessary for this sociedad control adora?

THE WTNESS: To have an authorization?

PRESI DENT van den BERG Wy is it

necessary? As a holding conpany, if they are al
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regul ated and supervised the subsidiaries according
to the old regul ati ons--

THE W TNESS: Because one of the concerns
also in the financial sector is who is behind
financial institutions, and if you want to be
sharehol der also--if | wanted to buy a bank, | wll
have to get an authorization of the Mnistry of
Finance, if | wanted to control a bank. So, that's
why | need authorization, to control financial
institutions. But again is the sane case as
anybody, because we don't want--we want to know who
is behind the bank, the financial institution, and
that he has the proper credentials for engaging in
t hat busi ness.

PRESI DENT van den BERG Wy is it, then
that the legislation limts the activities of a
soci edad control adora to a nunber of specific
areas? Wiy can it not be any hol di ng conpany or
any conpany holding the shares? But that conpany
woul d al so be engaging in other kind of business?

THE W TNESS: Well, other conpani es can
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al so have a Mexi can conpany, you can have a
majority ownership of bank or broker-dealer if it's
aut hori zed by Mnistry of Finance or the
correspondi ng authority.

PRESI DENT van den BERG  But you see the
Mexi can | egislation requires majority ownership by
t he soci edad control ador a.

THE WTNESS: That's correct.

PRESI DENT van den BERG Wy is that? Wy
can't you have three conpanies?

THE WTNESS: The idea here is that the
benefit of the control adora, of soci edad
control adora according with this financial holding
conpany, is that you can use the sane brand nane.
So if you are going to say this is a Bananex, an
i nsurance Bananmex, et cetera, then you nust have a
common ownership. That is why it is required.
That is a benefit of being a control ador a,
operating under the sanme brand name, which you
cannot do if you are not a control adora.

BY MR ALEXANDROV:
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Q Senor Borja, if |I could follow up on two
of the questions you were just asked, and | will do
t hat, obviously, in order.

The first is you nmentioned that the
controladora is, in fact, prohibited from doi ng the
busi ness that the financial institutions it owns
do, and that they cannot use the financi al
institutions--financial institutions cannot use the
controladora's offices to provide any financi al
servi ces.

Now, can you tell us if that is--you also
menti oned that they all do business under the sane
nanme. Well, if the law allows themto do business
under the sane nane, the whole grupo, why is it
that the control adora is prohibited from engagi ng
in the business of the financial institutions?

A Wll, the controladora, and this is the
nane of the conpany and the function and the
nature, is that it only buys shares, that it does
not engage in any activity, and that's why it's not

regul ated as financial institution because what you
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want is only a comon ownership vehicle. You don't
want a financial services provider at the top
because you don't want to jeopardize--if they enter
into other transactions, then there nay be other
ri sks there.

Q Thank you.

| want to follow up on anot her questi on.
You di scussed the definition of a financi al
i nternedi ary under NAFTA, and you nentioned that
there is no such definition, but can you say in
your understandi ng you were involved in Chapter 14
negoti ations, you're the regulator of the financial
sector in Mexico, in your understanding, what is a
financial intermediary, and what is financial
i nternmedi ati on?

A. Well, that financial internediary is the
one that has--does one operation on one side of the
bal ance, and the opposite of the other one, or
renders also a financial service. That's what the
term"internediation” is, to be in between two

persons, a borrower and a creditor or whatever.
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Q Senor Borja, when you gave your opinion
and then your suppl enental opinion, obviously it's
an opi nion of Mexican |aw, but you are |ooking at a
specific case. In that case the purchaser of the
bonds was Fireman's Fund. Those bonds were issued
by the control ador a.

A Yes.

Q They were not issued by the bank; correct?

A No.

Q Is that--is the issuance of bonds by the
control adora, is that financial internediation in
your under st andi ng?

A No. The issuance of the bonds? No. |It's
not, again, if I'"m General Mtors Conpany, if I'ma
shoe manufacturing conpany and | go into the
mar kets to borrow and rather than go into the bank
| go to the narkets because it's cheapest and |'m a
bi g conpany, and | use those funds for ny own
pur pose, |'m not nmaking any internediation.

O herwi se, all conpani es which issue debt

securities would be financial intermediaries or
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financial institutions because usually corporations
are also integrated into groups, and the public
conpany is the group, not the subsidiaries.

So usually Mexico, for exanmple, we have a
| ot of commercial groups, not financial groups;
that the public conpany is the one who is the
controlling conpany, and then it nakes
capitalization | oans, or whatever, to the nenbers
of the group, and that's not financi al
i ntermedi ati on, and that happens every day.

O herw se, we would be saying that all issuers are
financial intermediaries.

Q Senor Borja, if | may follow up on that
guestion, assunme the Ley para Regul ar | as
Agr upaci ones Fi nancieras did not exist, and in a
hypot heti cal way, the control adora could engage in
any type of financial activities. |[If the
control adora i ssues those bonds and Fireman's Fund
pur chases the bonds, what el se would the
control adora have to do to nake this whole

transaction a financial internediation in your
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10: 30: 58 1 opinion?
2 A Vell, lend that noney to a different
3 party, grant a credit to a different entity which
4 is not part of the group. That's internediation.
5 MR. ALEXANDROV: Thank you.
6 M. President, we have no further
7 questions for Senor Borja at this tine.
8 PRESI DENT van den BERG  Thank you.
9 M. Perezcano, how nmany m nutes do you

10 foresee for cross-exam nation?

11 MR. PEREZCANO  For cross-exam nation,

12 well, | would like to reserve the full hour that we
13 have. | nmay not use it all.

14 PRESI DENT van den BERG | suggest we have

15 a 15-mnute break so you coul d reorgani ze your

16 notes. Perhaps it would be best.

17 MR. PEREZCANO | woul d appreciate that.
18 PRESI DENT van den BERG M. Borja, you
19 are under testinony. You are not to talk to

20 anybody.

21 (Brief recess.)
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PRESI DENT van den BERG  Before we begin
cross-exam nation, one small thing. I1CSIDis kind
enough to distribute new copies of the I1CSID
Additional Facility Rules. [It's nice publicity,
but the thing is, as | understand it, that this
revi sed version, which is applicable as of the 1st
of January of 2003, does not apply to our case.
Now, it's not shocking news because | understand
that the major anendnents, as you may call it
major, is that the award shoul d be nore detail ed.
That's not on deaf ears for this Tribunal. Don't
wWorry.

We coul d continue, and, M. Perezcano,
pl ease proceed with cross-exam nation of M. Borja.

| understand you have handed out and
revised--not revised. Strike that. Al so a binder
with materials you are going to use for
cross-exam nation of M. Borja?

MR. PEREZCANO. Yes, sir. | have, and
will explain what the binder contains. It

contains, simlar to yesterday, the provisions of
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the NAFTA, M. Borja's statenents, and | w |
i ndi cate as agreed yesterday, that the Ley de la
Com sion Nacional Bancaria y de Valores, this is
t he updat ed version, we have actually gone ahead
and stanped it at the bottom which was suggested
yesterday by the Tribunal, but this is the updated
version. So, it was not previously before or
previously on the record. That is Tab 8.

Tab 9 contains the Ley de Proteccion vy
Def ensa al Usuario de Servicios Financieros, and we
have not included this before at all.

PRESI DENT van den BERG M. Price, you
may have tinme to famliarize yourself and
M. Alexandrov with this |aw.

MR PRICE: W may need a break before
redi rect, thank you.

MR. PEREZCANO. Now, at Tab 11, we have
i ncl uded the provisions of the LRAF that were in
force in 1990. And at Tab 12 it begins at the very
bottom but those are the amendnents to the LRAF of

Decenber 1993.
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11:03: 11 1 ARBI TRATOR LONENFELD: After the NAFTA

2 negotiation?

3 MR. PEREZCANO Exactly. So, these are

4 the amendnents after the NAFTA was negoti at ed,

5 before it went into force, and those are not--we

6 have not submtted them before. That's the new

7 material .

8 PRESI DENT van den BERG  The sane applies

9 to M. Price, that you would like to have tine

10 before redirect to look at the material s?

11 MR PRICE: Yes, M. President.

12 MR. PEREZCANO. Thank you very nmuch,

13 M. President.

14 CROSS- EXAM NATI ON
15 BY MR PEREZCANG
16 Q M. Borja, we have discussed--1 take it

17 that there is no disagreenent that financial

18 hol ding conpani es are regul ated and supervi sed by
19 Mexico's financial authorities; is that correct?
20 A That is correct.

21 Q And these authorities are the Secretaria
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de Hacienda; is that correct?
One of themis Haci enda.
A Yes.
Q Anot her one is Banco de Mexi co?
Yes, although | have sonme remarks in this
regard.
Q Is it a financial authority that regul ates
and supervises financial --
A Yes, but | would Iike to nake a comment
about the way it regul ates hol di ng conpani es.
Q And anot her authority is the Com sion
Naci onal Bancaria y de Val ores, the National
Banki ng and Securities Comm ssion?
A. Yes, but | would also |ike to nmake anot her
remark on the second point.
MR. ALEXANDROV: M. President, the
witness indicated--1'"msorry I'minterrupting,
M. Perezcano--the witness indicated he would Iike
to make a clarification to his answer. My he nmake
that to qualify his yes and no answer now?

PRESI DENT van den BERG | was waiting for
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the foll owup question, and | was seeing to it at a
certain point in time the expert could, indeed,
clarify it, but depending on the follow up question
because | didn't want to interrupt the question.

MR. ALEXANDROV: Thank you.

MR. PEREZCANO. | wanted to go on in this
line of argunent, and perhaps M. Al exandrov woul d
want to redirect himon these issues.

PRESI DENT van den BERG It may be useful
for clarifying at this point.

MR. PEREZCANO That's very well.

PRESI DENT van den BERG  So, | descri bed
you as an expert witness. To be clear, you are an
expert witness in the sense you called by party as
an expert. W have al so experts appointed by the
Tribunal. So we do not have confusion for the
record. So, just |abeling you.

So, please go ahead, and briefly explain
the comments you wanted to nake.

THE WTNESS: The remarks?

PRESI DENT van den BERG You said that
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because you had a question of whether they
were--the laws regul ated and supervi sed by--

THE W TNESS: The question is the
fi nanci al hol ding conpani es are regul ated by the
CNBV, and the answer is not all because as the
Hol di ng Conpany Act establishes the supervision
corresponds to the Conm ssion charge of the
prevailing entity, so not all financial holding
conpani es are supervised by the CNBV. The Nati onal
Banki ng Securities Comm ssion supervises those
hol di ng conpanies with principal financial
institution is mainly a bank, broker-dealer, or
other financial entities over which it has
supervi sory power; whereas, we have other two
di fferent national conm ssions which are the
Nat i onal Bondi ng and | nsurance Conm ssion that is
in charge of insurance and bondi ng, and on the
ot her hand, we have anot her conm ssion which is the
Com si on Nacional del Sistema de Ahorro para el
Retiro, which is the Pensi on Fund Conm ssion, which

is in charge of supervising the pension funds and
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t he operating conpani es of pension funds.

So here, for exanple, it is nmentioned that
they are supervised by CNBV. Not only by the CNBV
It may be al so supervised by other institutions,
and in the information they provided to say that
t hey are supervised by these entities. They only
provided the information regarding the CNBV which
are these regul ations issued by the CNBV.

PRESI DENT van den BERG  But then the
question is, depending on which are you
subsi diaries, the sociedad control adora has a
different financial authority that controls,
supervises it.

THE W TNESS: Supervi sory Conmi ssion

ARBI TRATOR LOVENFELD: Which is the
dom nant, | think.

THE W TNESS: For exanple, the reqgul ations
i ssued by the CNBV which are nentioned in the
opinion, they say to the financial entities
supervi se--to the soci edad control adora supervi sed

by the CNBV, so that's not all the universe.



326
11:08:35 1 That's only a part of it.

2 PRESI DENT van den BERG  Depends on which
3 are your subsidiaries.
4 THE WTNESS: That's correct.
5 PRESI DENT van den BERG One way or the
6 other, you are supervised by one or nore financi al
7 authorities.
8 THE WTNESS: Yes, that is correct, but
9 not all by CNBV.
10 PRESI DENT van den BERG A difference.
11 THE W TNESS: Under the Comm ssions,
12 which, as you know, we have different services and
13 different ways to supervise financial institutions.
14 My comrent on the Central Bank was the
15 other one is that the Central Bank really, as
16 M. Mancera well characterized, the difference
17 between financial authorities. On the one hand, we
18 have the Mnistry of Finance, which is the one that
19 provides for the structure and the organi zati ons of
20 the hol ding conpani es and the financi al

21 institutions. On the other hand, we have the
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Central Bank. The Central Bank, as you know, is an
entity which is autononous, and its mai n purpose of
the Central Bank is the nonetary policy. O
course, it is also a financial authority, but
really the focus of the Central Bank is to regul ate
operations, you know? Because the idea of having
different financial authorities is that each one
plays its own role.

So, the role of the Mnistry of Finance is
to authorize the role of the--the role of the
Central Bank is to regul ate operations, and they
regul ate, for exanple, banking operations. They
have a very extensive relation, and they regul ate
al so credit operations engaged by other financi al
institutions or foreign exchange operations.

So, in this regard, the only authorization
of the Central Bank regardi ng hol di ng conpani es are
t hose authorizations required to short-term
financi ng and debentures, which are the only
operations it engages in. The Central Bank, for

exanpl e, has issued also other regulations to other
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11:10:40 1 financial institutions as general rules, but there

2 are no general rules applicable to hol ding

3 conpani es.

4 So, again, formally, yes, of course, they

5 are part of the financial system of control adoras.

6 O course, they are authorized by the Mnistry of

7 Finance, of course, they are supervised and

8 regulated, but again in a different fashion, with

9 different extensions. So | think those remarks are

10 inportant to go into not only in the formal aspect,

11 but into the substance of the matter.

12 PRESI DENT van den BERG  Thank you.

13 M. Perezcano, please proceed.

14 MR. PEREZCANO. Thank you, sir.
15 BY MR PEREZCANGO:
16 Q In tal king about the CNBV in particular,

17 the Conmm ssion, the National Banking Securities
18 Commission, their rules require control adoras to
19 prepare consolidated financial statenents; is that
20 correct?

21 A Yes. Again for the control adoras, which
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are being supervised by the CNBV, yes.

Q I"mreferring to those only.

A Al right.

Q And t hose consolidated financi al
statenents are then submtted to the Comm ssion?

A Yeah.

Q And they are reviewed by the Conmm ssion?

A Yes.

Q And the Comm ssion has the authority to
intervene in control adoras, for instance, in cases
of insolvency, independently of its subsidiaries?

A. Yes, although | would like to nmake a
remar k because that's a very awkward case.

Q But they do have that authority?

A Yeah, but | think that they do have the
authority, but it's also inmportant to understand
why is that authority granted and what is the
pur pose al so of those financial statenents. Again,
the hol ding conpanies are mrrors of the financi al
institutions. |If a balance sheet of the financial

hol di ng conpany is not in good shape, it's because
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the financial institutions are not in good shape.
It's not because only so there is a probl em dealing
with the hol di ng conpany because it did cannot do
al nrost anyt hi ng besides fromthe operati ons we have
descri bed.

On the intervention side, it is inportant
to note that this intervention feature was not
present--and it's good that you submitted the
original version of the law-in the original |aw,
but when the banking crisis canme about, which was
'94, shortly after NAFTA' s instrunmentation, then
t here was an anendnent because what happened was
the follow ng: Mybe we couldn't--well, there was
a possibility of intervening the bank, but maybe it
woul d be nore successful if we do it through the
hol di ng conpany | evel, and of course the ability of
authorities is to intervene only at the hol ding
conpany |evel but it is because there were problens
downstairs. And the special feature that denies
the identity, the autonony or nmaybe you could

regard this of the holding conpany is they could do
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the opposite. You can--the reason why can you
i ntervene the hol ding conpany is because the
subsidiary is in bad shape; whereas if you go to
the subsidiaries' intervention authority, it's only
because that entity has a problem

So there is, again the |inkage, the
mrror, the conmon ownership vehicle, the way to
get into the subsidiaries.

PRESI DENT van den BERG  But possibly a
foll owup question, if you allow ne, M. Perezcano.

MR. PEREZCANO Pl ease.

PRESI DENT van den BERG  You just said the
hol di ng conpany mrrors the financials of the
financial institutions, the subsidi aries, because
they are in bad shape as an exanpl e.

THE W TNESS: Yeah.

PRESI DENT van den BERG  Coul d you al so
have the reverse that because the hol di ng conmpany
is in bad shape, that they're a problem then, for
the financial institutions which are their

subsi di ari es?
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THE WTNESS: Well, | don't think so,
because what a controladora is to the subsidiaries
is a shareholder, and the thing is that in the
Conveni o uni co de responsi bili dades, the
liabilities of the control adoras are backed. The
obligations are backed on this agreenent by--the
obligations of the subsidiary are backed by the
controladora, so it is only one way. | really
don't see how can the limted powers that have
control adoras can have an effect on their
subsi di ari es, because again it is a majority
shar ehol der.

ARBI TRATOR CARRI LLO  One question just
for clarification of the Tribunal. 1Is there a
di stinction between regul ati on and supervi si on?
Because you nentioned that in sonme cases the CNBV
t he bancaria, supervises. |n another, other
financial authorities. Wat is the distinction
bet ween regul ati on and supervision for purposes of
control adora, if you can answer it?

THE WTNESS: Well, the difference, which
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is not only for this internmediary, but as a whol e,
those are the fine terns. The regulatory authority
is the powers to issue these positions that are
applicable to different entities, like to issue
| aws, reqgulations, to restrict, to allow That's
regul ati on.

Supervi sion has two aspects. It is the
way how authorities verify fulfillment with those
regul ations that they go and check that they are
complying with the applicable [ aws and regul ati ons,
and it has two different nanners to engage in
supervision. W have extra situ supervision, which
is where you only look at--the officers at the CNBV
are in their owm offices and they are | ooking at
the financial statenents and in their prem ses with
the information that has been provided by the
institutions. And then we have in situ inspection,
which is that an auditor of the CNBV goes to the
prem ses of the financial institution and see how
is it operating. That is the word "supervision."

Now, again, regulation and supervision are
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in different entities regarding the nature of the
financial internmediary. 1In a bank, for exanple,
the regulation is in the Mnistry of Finance; the
supervision is in the CNBV.

If we are tal king of a broker-deal er, nost
of the regulation is issued by CNBV, and the
Mnistry of Finance has |limted powers. For
exanpl e, we are tal king about capital adequacy.
Capital adequacy is issued by the Mnistry of
Fi nance in the case of banks and by the National
Banki ng and Securities Comm ssion for the case of
securities firns.

M ni mrum capi tal standards that are
applicable to all financial institutions are issued
generally by the Mnistry of Finance, but rather
than the authorities is the nature, again, the
nature of the disposition. It is a general
di sposition, that's regulation. If | want to
doubl e-check that you are conplying with | aw,
that's supervision with these two aspects.

PRESI DENT van den BERG M . Perezcano,
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pl ease proceed.

BY MR PEREZCANO

Q M. Borja, you said that you did not
i magi ne a case where the control adora could be
intervened if there were no probl ens bel ow

A No, no. No, maybe | would like to
rephrase that. |If that's what | said, that's not
what | under st and.

The thing is that | cannot inagine a case
in which there is an intervention of the
control adora | evel that does not have to do with
the health of the financial institutions.

Q But legally speaking, that is the--there
is that authority?
A Legal | y speaki ng, yes.

But legally speaking also, there is a
possibility of being intervened wi thout being in
any fault at all, which is also inportant to
stress. |If, for exanple, we are tal king about a
financial institution, they can only intervene if

t hey have done sonething wong or if the financials
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are not good. |If that is not happening, then there
is noright for the authority to intervene;
wher eas, at the hol ding conpany |evel, even though
they neet all of their regulatory requirenents
whi ch are very reduced, they can be intervened
because sonet hing is happening downstairs, and |
think, legally speaking, that is also an inportant
di fference.

Q And, M. Borja, in this supervisory
capacity, the Comm ssion has the power to inspect
the control adora's records?

A Whi ch Comm ssion? Sorry.

Q The Supervi sory Conm ssion

A. The banki ng, the insurance, or the--
Q Wi chever

A What ever ?

Q Wi chever. The Supervi sory Comm ssion
which it nay be, they have the authority to inspect
t he records?

A. What records, sir?

Q The accounting records?
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11:20:44 1 A Fi nanci al statenents?
2 Q Fi nanci al statenents.
3 A. Wel |, what happens is that they nust

4 provide financial information.

5 Q And in the intervention they can go deeper
6 into their corporate records, financial records,
7 accounting records?

8 A Wll, the only records--1 don't know.

9 Maybe we have a confusion here with the words.
10 What is provided is that you can--you have to

11 provide financial statenents, and financi al

12 statenents, well, they are different fornms of

13 presentation of those financial statenents, and
14 they are a reflect of the conpany's assets and
15 liabilities, and--but |I don't know what are the
16 records can a control adora have. Maybe--1 don't
17 know, if it can verify if it owns the--well, the
18 shares of the control adora or the shares are not
19 even wth the holding conpany. They are in the
20 bank. | don't know what you are--

21 Q For instance, their accounting books.
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A. Accounting books? The financi al
stat enent s?
Q The financial statenents are sort of the

summary of their accounting?

A Yeah.

Q And t hey can go--

A Fi nanci al information, yes, of course.
Q Fi nanci al information?

A Yes, yes, besides fromthat, they don't

have any other information regardi ng operations, so
the controladora only has its financial statenents.
If you are going to go--if you going to
make supervision in a controladora, it would be
very fast because what are you going to do? Take a
| ook at the financial statenents? They don't
operate. Maybe if they engage in this exceptional
operation. They wll reviewthem and that's it;
whereas, it's a much nore difficult task if you are
going to the bank, which is not only going to the
financial and evaluating the risks that you have

incurred, any of the reserves are fine or not, so
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it's a nmuch burdensone process.
Q And t he- -

PRESI DENT van den BERG  Perhaps, could
you al so detail the question. |If you ask for the
financial statenents, the financial bookkeeping,
but financial statenents you have at the hol ding
conpany |level is one thing. The other thing is the
consol idated financial statements. But | think
you' re asking your question only for the financi al
statenments of the hol ding conmpany; is that correct?
Because ot herw se the answer may not correspond to
your question

MR. PEREZCANO. | asked hi m before whet her
control adoras have to provi de consolidated
financial statenments. | believe his answer was
yes.

THE W TNESS: Yes.

MR. PEREZCANO So, it is on the
i ndi vi dual basis.

BY MR PEREZCANO

Q Is that correct?
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A Yes, consolidation which are based on the
financial statements of the subsidiaries, yes.

Q So, they can be on the individual basis as
wel | as on the consolidated basis?

A Well, | don't renenber exactly, nmaybe yes,
okay. But again, there are individual financial
statenents. They don't engage in operations.

Q In this case, the National Banking and
Securities Conmm ssion, it can also intervene if it
detects irregularities that may affect the
stability or solvency of the interests of the
public, in the control adora?

A Well, let nme see the exact wordi ng because
it must be very precise on this.

Q If you want to turn, M. Borja, to Tab 10,
you have a copy of Ley para Regul ar |as
Agr upaci ones Financieras, and it's Article 30-B.
It's the first paragraph of Article 30-B.

A It has two elenents. This says in the
opi nion judgnent, the correspondi ng

Commi ssion--sorry. In the opinion of the
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correspondi ng Comm ssion's judgnent, the
irregularities of any kind detected in the hol ding
conpany affect their stability and sol vency and put
or jeopardize the public interest or its creators,
the President may decree intervention

Ckay. The first part--

Q Let nme--hold on for a second. It says
decl ared the intervention of conpany?

A O the hol di ng conpany, yes.

Q Thank you.

A If you want ne to read the whole
par agr aph, w thout being required of the board, the
i ndi vidual that would take care of the conpany.

PRESI DENT van den BERG  You wi sh to
clarify your answer?

THE W TNESS: Yes, here, what are the
limts contained in this paragraph in order to
proceed on the intervention. First, irregularities
of any kind. Wat sort of irregularities may a
control adora engage in? |If it engages in other

transactions other than the limted ones of rights?
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| don't know. | think that is the only
irregularity that could lead us to a problemin the
control ador a.

BY MR PEREZCANO

Q It does say any kind of irregularity?

A Yes, | define "irregularity" as something
which is not regular. That is sonething which is
agai nst the regul ation, and what the regulation
says is that it cannot do anything but the
operations |'ve referred to. Therefore,
irregularity would be that the control adora goes
crazy and begins to grant credit or sonmething |ike
t hat .

First, you have to have an irregularity in
order to intervene on its own.

Second, that irregularity, which I think
is hard--while the irregularity will be to do other
t hi ngs, jeopardizes the interest of the public or
its creditors, in case only--and this is all only
applicable if the control adora has issued debt or

has out standi ng | oans because again, that is not an
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ordinary way. W have this case here, but that is
not usually how t hey operate.

The credits, for exanple, nust be
short-termcredits for the purpose of acquiring a
new subsi diary or nerging anot her subsidiary, which
does not happen every year. And the debentures,
they are instrunents which are medi um and | ong
term which also don't happen very frequently.

So, yes, there is a possibility of having
the situation. However, taking into account that
there nust be an irregularity, which is a violation
of the law, and that it must affect creditors,
supposing that it has creditors, that is true.
Therefore, if a holding conpany behaves well and
does not commit any irregularity, does not engage
in any transaction, only controls the shares, there
is no legal basis for the authority to intervene.

BY MR PEREZCANO

Q Well, what about, M. Borja, what about if
persons with a crimnal record are appointed to the

boar d?
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A. Well, that is an inportant question.

First of all, in order to be appointed as board
menber of a control adora, this has changed because
before you need to have an authorization of the
CNBV and of course you have to submt your
curriculum and everything, and they doubl e-check
t hat situation; however, now, you nust declare
bef ore bei ng appoi nted a board nenber that you are
a person with noral solvency to be in that charge.

If there is a problemw th a board nenber,
then | think the one who is responsible is the
board nenber and it can be renoved. But the fact
that a board nenber has a crimnal record shoul dn't
have any effect on the conpany because that's a
different situation. Legally speaking, if they
contradi ct that prohibition, who are they going to
fine? The person, not the conpany. You cannot
i ntervene control adora because suddenly it shows
that the person in charge of the managenent of the
board nmenbers have sonme problens with the justice.

What you can do is you can renove themfromtheir
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position, but that's all.

Q The control adora can renove them from
their positions?

A Not the control adora. The Nati onal
Banki ng Conm ssi on.

Q Exactly. Thank you for the clarification

So--and this is if you see paragraphs one

and two of that Article, this is independent of
intervening in the subsidiaries; is that correct?

A. That is correct, again, but again, what is
different--

Q But it is, M. Borja, it is independent?

A Yes, it is independent. However, the
ot her two paragraphs are not present in the other's
i ntervention provision; however, in order to commt
any irregularity that | eads you to a problem at the
hol di ng conpany | evel alone, it's because you have
broken the rules.

Q Ckay. Now, M. Borja, earlier on you
suggested--1 just want to clarify a point. It

seened to ne that you suggested that issuing
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debent ures was not doi ng busi ness by a
control ador a?

A No, no. It was not financial
i nt ernedi ati on.

Q But it is doing business by a
control ador a?

A It's not doing business as a financial
institution.

Q That's okay. But it is doing business?

A Wl |, everything, there are corporations--

Q And they do busi ness?

A Yes. Can you wait a little bit?

We have corporations and every corporation
does business. What is business defined as under
Mexi can regul ation, and you al so define this also
in your subm ssion of Article 75 of the Commerce
Code, which are acts of commerce, and everybody
t hat engages in acts of comrerce is doing business,
is a nerchant. So, in that case we have everybody,
i ncluding nyself, if | sign a prom ssory note, and

| give it to sonebody, |'m doi ng busi ness because



11: 31: 43 1

10

11

12

13

14

15

16

17

18

19

20

21

347
|'"'mentering into a commercial transaction. That
is correct.

Q Ckay. Now, in your statenent, Senor
Borja, you referred to Article 7 of the Ley para
Regul ar | as Agrupaci ones Fi nanci eras?

A Yes.

Q And this is the Financial Holding Conpany

Act; right?
A Sorry- -
Q This is the financial holding conpany--
A --you are reading frommy opinion?

Q Vell, that's how you call it. Wen you
referred to it as the Financial Hol di ng Conpany
Act, is referred to as the Ley para Regul ar | as
Agr upaci ones Fi nanci eras?

A That is right, that is right. Yes.

Q And you referred to Article 7; is that

correct?
A. Yes.
Q Now, this Article says how financi al

groups are formed; correct?
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A. How they are integrated, yes.

Q How t hey are integrated, okay. And it
provi des that they shall be conprised of a holding
conpany?

A Yes.

Q And it also provides that they shall be
conpri sed of several financial internediaries; is
that right?

A Yes, that's right.

Q But this is not a definition. It does not
contain a definition of "financial institution"
now, does it?

A Well, again, as | explained earlier on--

Q Before you explain, is it a definition, or

is it not a definition?

A. O financial institutions?
Q O financial institutions.
A. No, it is not a definition of "financial

institutions" because it doesn't say so. But,
however, | think that we nust bear in mnd that the

definition of "financial institution” that we are



11: 33: 23 1

10

11

12

13

14

15

16

17

18

19

20

21

349
| ooking for is the one that refers to NAFTA' s
financial services chapter, that this |aw was
enacted in 1990; and, therefore, while there was no
reason to include such a definition, but that when
NAFTA' s inplenenting |legislation that you al so
i ncl ude here, which | think it's good to see how it
was anmended for this inplenenting |egislation,
est abl i shes these principal definitions not only
wth this law, but also in the banking | aw and the
securities law, and other financial |aws that says
foreign financial institution refers to that
institution, that foreign institution that is
aut hori zed an investor for another party which in
turn is a financial institution. And therefore, if
you say that a foreign financial institution is the

one that is engaged in the provision of financial

services- -
Q | don't say that, M. Borja.
A You are asking ne why do | infer.
Q | didn't ask you why you inferred. |

asked you whether this contains--
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A. No, It does not.

Q --and your answer is that it does not
cont ai n.
A In my opinion | say financial institution

because of that--

PRESI DENT van den BERG  Could you there
in that respect sinply imt your answer to the
guestion. |If anything is unclear thereafter, that
may al so be explored in redirect, unless you feel
your answer is inconplete. Sonme people are short
in answers. Ohers are nore professorial. [|I'ma
prof essor nyself, so it takes sone tinme to explain.

THE W TNESS: Ckay, sorry.

BY MR PEREZCANO

Q Now, other laws that were interacted after
t he NAFTA, they do contain actual definitions, do

they not, of other financial--

A. Yeah. Actually, you know, so..
Q Can we turn, please, to Tab 8, Senor
Borja, if you will. This is the |aw of the

Nat i onal Banki ng and Securities Comm ssion; is that
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11: 35: 23 1 <correct?

2 A That is correct.

3 Q Can you turn to Article 3.

4 A Yes.

5 Q This | aw was enacted after the NAFTA came

6 into force; is that right?

7 A That is right.

8 Q And it does contain, if you see there, an
9 actual definition of "entities of the financial

10 sector” or "financial entities"; right?

11 A Yes.

12 Q And the first of those entities of the

13 financial sector or financial entities are hol ding

14 conpani es?

15 A. Yes, that's correct.
16 ARBI TRATOR LOVNENFELD: \Where are you?
17 MR. PEREZCANO Tab 8, Professor

18 Lowenfeld. Page two, Article 3.
19 PRESI DENT van den BERG  Subsection 4, you
20 are referring to?

21 MR. PEREZCANO Yes, subsection 4.
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BY MR PEREZCANO

Q If you turn to Tab 9, Senor Borja, that is
the law for the protection and defense of the user
of financial services.

A Um hmm

Q And if you look at Article 2, it contains
a set of definitions; is that right?

A Yeah.

Q And if you | ook there at Section 4 again,
it contains a definition of "financial
institution"?

A That's right.

Q You see that? And it says in singular and
plural, and it refers in first place to soci edades
control adoras; is that correct?

A That is right.

Q And this | aw was al so enacted after the
NAFTA cane into force; is that correct?

A It was '99, yes.

Q Now - so, actually, the Financial Holding

Conpany Act, Ley para Regul ar | as Agrupaci ones
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Fi nancieras, it does not contain a definition of
"financial institutions"; is that correct?

A Wi ch | aw?

Q The Ley para Regul ar | as Agrupaci ones
Fi nanci eras, does not contain.

A It contains a definition of "foreign
financial institution,” that is part of
i npl enenting legislation, that refers to financi al
entities.

Q But does it contain a definition of
"financial institution"?

A. No, not |like that. As a donestic
financial institution, no. It contains a foreign
financial institution, yes.

Q Ckay. If we may go back to the--

A I would like al so--

PRESI DENT van den BERG Let the w tness
finish.

THE W TNESS:. Here we are tal king about
agai n about the definition test.

| would |like to nake sone renarks. I
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11:37:36 1 think that, in ny opinion, the |aw that shoul d

2 prevail is the law that inplenented NAFTA
3 Also, | think it's inportant to note that
4 there is a new |law, new i nvestnent conpany |aw that
5 was just recently issued |ast year, that it
6 nmaintains these three definitions of foreign
7 financial institution. That was a | aw that was
8 enacted in 2000, | don't renmenber exactly, | think
9 2001--but maintains these three inportant
10 definitions.
11 It's also inportant if you are
12 interpreting Mexican |aw, the purpose of the |aw
13 What is the purpose of this law? For exanple,
14 let's take the National Banking Securities
15 Commi ssion? Again, the purpose of having all of
16 these internediaries into a single definition or
17 termis that when you referred to regul ate
18 supervised entities, you only use a word, and you
19 have to include all of them |If we say this is a

20 definition of "financial institution,” well, then,

21 we don't have insurance conpanies, we don't have
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bondi ng conpani es, we don't have pension funds. On
t he opposite, we have others that aren't I|ike
financial institutions, such as financial bureaus
et cetera.

What is the purpose of the other |law? The
pur pose of the other law, really this was not
sonething that was originally prepared by the
executive nor by the people that were in charge of
NAFTA as inplenentation or that we are aware of
NAFTA. This |aw was created again in 1999 together
with PAB. |PAB was the institution that was the
predecessor to FOBAPROA. At that point in tinme
there was a great pressure of creditors against
authorities, and the problemwas that consumer
protection agency that existed in Mexico didn't
have any jurisdiction over financial institutions.
The only jurisdiction on consuner protection
matters were the comm ssions. So, the intention
was to create this body in order to have this.

However, it is included only for this

purpose. Wat is the purpose of the law? That if
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you have a problemw th a financial institution,
then you could go into nediation with the
Comm ssi on, which is nonbinding. You have to
assist to try to conciliate. |If you don't
conciliate, you go to court. That's really the
means and al so to have sone transparency neasures.
But again, it relates to the operations with the
public, which are very, very limted or restricted
and not of financial nature, the ones issued by
controladoras. That's why | didn't consider this a
prevailing definition. | considered the prevailing
definition the one in the affiliate financial |aws.

PRESI DENT van den BERG M. Borja, the
sinple question is: Does Mexican law (A in 1990,
(B) after enactnent of NAFTA, (C) currently contain
a definition of what is a financial institution?

THE WTNESS: It contains a definition--

PRESI DENT van den BERG  Can you go by
time. 1990, did Mexican |aw contain a definition
of what is a "financial institution" under Mexican

| aw?
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THE W TNESS: No.

PRESI DENT van den BERG After the
i npl enentati on of NAFTA to the various provisions
you had- -

THE W TNESS: Foreign financia
institution? Yes.

PRESI DENT van den BERG No. | asked for
financial institution under Mexican law. That's
t he questi on.

THE WTNESS: Financial entity, yes.

Fi nanci al institution, no.

PRESI DENT van den BERG  Fi nanci al
institution, no. And at present?

THE WTNESS: At present, | nay say no.

Well, it's financial entity or financial
institution, but also in the Dictionary of Free
Trade, which | agree that is not law. That is
sonething that is useful to interpret trade
agreenents. It says financial entity equals
financial institution.

PRESI DENT van den BERG  Thank you.
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BY MR PEREZCANO

Q So, the Ley para Regul ar | as Agrupaci ones
Financieras, Article 7 also doesn't say that these
financial --it doesn't say that financi al
institutions are those that provide financial
services, does it?

A No. But what it does, it enunerates
different types of conpanies. Wat they have in
common i s under their |aws the provision of
financial services.

Q But it doesn't contain the words "provide

services to the public," does it? Article 7?
A No, Article 7 does not, but the | aws
governi ng these regulations, if you see the
operations they can engage in, that's operation
with the public. Yet you cannot have everything in
one law. You have to nake interpretations.
ARBI TRATOR LOVNENFELD: In Article 7, would
you mnd helping ne. | have Tab 10, which is the

original law. Tab 12 which is the amendnent.

THE WTNESS: Yes.



11:42:54 1

10

11

12

13

14

15

16

17

18

19

20

21

359

ARBI TRATOR LOVENFELD: | can't find any
difference in Article 7 except that (speaking in
Spani sh) is elimnated.

THE WTNESS: No, the change is in Article
27, actually.

ARBI TRATOR LOVENFELD: Pardon?

THE WTNESS: The thing is, it was anended
for that purpose because every tine there is a new
financial institution is created that can be owned
or controlled by a holding conpany it is anended to
include them-include it in the l[ist, so it's been
updated, but this is inplenmenting--let ne see if
it's the right one, but 27-A is the one that has
foreign financial institution, and that's the NAFTA
i npl enent ati on.

ARBI TRATOR LOVNENFELD: But 7 is not--maybe
| m ssed sonething. It seens except for the
retirement funds, it |ooks just the sane.

THE W TNESS: Yeah, that's right.

ARBI TRATOR LOVNENFELD: That's all | wanted

to know, whether | m ssed sonething. | understand
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27 is all new, A and B.
BY MR PEREZCANO
Q Now, M. Borja, actually the definition of
"financial institution" in Article 1416, that does
not refer in any way to providing services to the
public now, does it?
A Well, the definition again says that.
PRESI DENT van den BERG  The question as
such is sinple. Does it contain a reference to
rendering financial services or not?
THE WTNESS: It says it's a financial
internmediary or a conpany authorized to do
busi ness, and aut horizes financi al
institution--financial services, no.
PRESI DENT van den BERG  Then we could
nove on to the next question. Perhaps you shoul d
take the text in front of you.
THE W TNESS:  Yes.
BY MR PEREZCANO
Q Earlier today | think I understood

M. Al exandrov to have suggested that you were a
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NAFTA negotiator. You were not a NAFTA negoti ator;
is that right?
A. That's right. | did not participate in
the negotiation. Only in instrunentation.

Q Ckay. In 1992 you were doi ng--you were

studying up here in the US.; is that correct?
A No, let nme tell you dates so they match.
In 19--

Q Vell, 19927

A. In "91, "92 | was here in Georgetown. In
'92, '93, | was in New York. In March '93, | was
appointed as Director of International Affairs.

Q So, did you not participate in the NAFTA
negoti ati ons?

A No, | participated in the inplenentation
and in the admnistration of the |icense.

Q | just wanted to clarify that for the
record, M. Borja. Thank you.

A Yes.

Q Now, in your statenment you also referred

to the subject of mninmumcapital requirenments; is
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11:46:13 1 that correct?

2 A Um hmm

3 Q Is that yes?

4 A Yes, yes, mninmm capital

5 MR. PRICE: Could we know what paragraph?
6 MR. PEREZCANO. Yes, paragraph 32 of his

7 statenent, M. Price.

8 MR. PRICE: Thank you

9 THE W TNESS: 32, mninmum capita

10 requirenents, yes.

11 BY MR PEREZCANO

12 Q And you suggest there that they

13 thereby--they have financial hol ding conpanies

14 Dbecause they have no m ni num capital requirenents,
15 have no reqgqulatory capital. That is what you say;
16 is that correct?

17 A Vell, why | say that is the foll ow ng.

18 Q Vell, do you say, M. Borja, financial

19 hol ding conpanies thenselves are not required to
20 hold any m ni num capital requirenent--any m ni num

21 levels of capital and hence they have no regul atory
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capital as such. |Is that what you said?

A You are in 30?

Q Par agraph 32, second and third lines. |Is
t hat what you sai d?

A Regul atory capital ? Yeah

Q kay. Now, the NAFTA, nowhere does it
tal k about reqgqulatory capital in relation to
m ni mum capi tal requirenment now, does it?

A No. The term"requlatory capital,"” let ne
tell you what | think about it.

Q | just want an answer to my question.
Does the NAFTA refer to regulatory capital in
relation to mninmum capital requirenent, the NAFTA?

A | don't think that the NAFTA deals wth
m ni mum capi tal requirenents.

Q Ckay.

A So that's why--

Q Do you know where the term "regul atory
capital™ cones up in the NAFTA?

A. Wll, | think it's in the definition of

"I nvest nent . "
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Q Can you turn to that definition of

"investnment," please. This is Article 1416 in the
definition. It depends on the edition.
VWhat is the definition of "investnent"?

A I nvest ment neans investnent as defined in
Article 1139, except that with respect to | oans and
debt securities referred in this Article alone or
security issued by a financial institution is an
investnment only where it is treated as reqgulatory
capital by the party in whose territory the
financial institution is |ocated.

Q So, it comes up in the context of |oans or
debt securities issued by a financial institution;
is that correct?

A Yeah.

Q And is there any other reference in the
NAFTA to the term "regul atory capital "?

A Not that |'m aware of.

Q Now, prior to the NAFTA, you said earlier
on today that foreigners could only invest in

mnority interests in financial institutions; is
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t hat correct?

A That is correct.

Q So, would it be--so, would it be fair to
say that there were no major investnents prior to
the NAFTA in financial institutions by foreigners?

A Foreign investnment, investors? No, there
wer e none.

Q So, would it also be fair to say that
after the NAFTA, significant investnents were nade
by that foreign institution?

A That is correct.

Q And were those investnents made through
financi al hol di ng conmpani es?

A. Yes. Well, there's another concept, which
if you want ne to explain | wll do for sure, which
i s soci edades nacionales. Here the thing is you
must be a foreign financial institution in order to
be enabled to invest in Mexico.

However, what happened is that we
recogni zed when we have a bank that wanted to

i nvest in Mexico that maybe anot her vehicle
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11:50:48 1 was--will be used, and therefore we devel op the

2 definition of soci edades nacionales in the

3 regulations that apply for the application of

4 foreign financial institutions. But those two

5 ternms are distinguished.

6 Q | understand. Wuld you say that the

7 major investnents by foreign institutions in the

8 Mexican national institutions are in holding

9 groups--in holding conpani es?

10 A The maj or investnents are through?

11 Q Thr ough.

12 A Hol di ng conpani es?

13 Q Hol di ng conpani es.

14 A. Yes, yes, | think that's why--and al so |

15 think that NAFTA, as you pointed out, it was a very
16 inportant instrunment to foster, to encourage, for
17 investnent because of the certainty it provides

18 because of the guarantees that are included in this
19 sector, and, therefore, yes, | recognize that that
20 is an elenent that really triggered investnent

21 especially in the private vector through sociedad
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control ador a.
Q You are referring in your statenent also

to Annex VII, Section C, paragraph 5; is that

correct?
A Yes, that's correct.
Q Now, if you please turn to that section?
A Yes.

Q These are Mexico's specific conmtnents,
are they not?

A In B-5 or C?

Q Yes, B-5, these are Mexico's specific
comm t ment s?

A That's right.

Q These are specific comm tnents under
Chapter 147?
A Yes.

Q And woul d you--now, paragraph 5 says, if
an investor of another party that in accordance
with Section B is authorized to establish or
acquire a commercial bank or securities firmin

Mexi co, may al so establish a financial holding
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conpany in Mexico, and thereby establish or acquire
ot her types of financial institutions in Mexico
under the ternms of Mexican neasures.

Is that what it says?

A Yes, that's what it says.

Q So, investnent by an investor of another
party--or the establishnment, rather, by an investor
of another party of a financial holding conpany is
only possible through this paragraph 5; is that
correct?

A Soci edad control adora filial you are
t al ki ng about ?

Q Well, I'mtal king about paragraph 5, and
ny question is whether this is how an investor of
anot her party may establish a financial holding
conpany in Mexi co.

A Yes, a hol ding conpany and ot her financi al
services, yes.

Q Correct. And this is a conmm tnent under
Chapter 14; is that right?

A Yes. However, it is inportant to note
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that Chapter 14 deals wth hol di ng conpani es
because they are, | guess, part of the financi al
system

(Si mul t aneous conversation.)
PRESI DENT van den BERG  Excuse ne,
M. Perezcano, let the witness finish.
THE W TNESS: But, of course, they have to
be included. Oherwi se, for exanple, if we
i ncluded restriction that only says foreigners are
not allowed to invest in banks up to 30 percent of
mnority investnent and we didn't include that
mrror provision at the hol ding conpany | evel, then
t hose investors could circunvent that restriction
So, really in my opinion, why they are
rel ated here is because they are comon ownership
vehi cl es of which you could invest.
BY MR PEREZCANGO
Q But, if you turn to Article 1401
M. Borja--
A Yes.

Q --Article 1401 is entitled Scope and
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Coverage of Chapter 14.

A Yeah.

Q And it says, "This chapter applies to
measur es adopted or mamintained by a party relating
to, (A financial institutions of another party"?

A Yes.

Q “And (B) investors of another party and
i nvestnents of such investors in financi al
institutions in the party's territory"?

A Uh- huh.

Q “"And (C) cross-border trade and financi al
services"?

A Yeah.

Q So, this defines scope and coverage of
Chapter 14, does it not?

A. Yeah, yeah, scope of coverage, that's what
it says, yes.

Q kay. And if we turn to the inplenenting
| egislation, and you will find that at Tab 12, now,
these are the provisions that you drafted?

A. Yeah.
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Q And you clarified for Professor Lowenfeld
just a few m nutes ago that the main changes were
in Articles 27-A, B, and in fact that whole
chapter; is that correct?
A Yeah.
Q Now, you have referred to the definition

of Institucion Financiera del Exterior; is that

right?
A That's correct.
Q | want to clarify sonething. It seened to

me that you earlier on suggested that this
definition was the sane as the definition contained
in Article 1403. But that is not correct, is it?

A. No, Let ne--because | think we should be
very clear in this matter.

Q Can we refer to Article 14037

A No, but you are asking ne what ny opinion
is regarding this.

Q No, |'m asking you whether--1'm asking you
to clarify--

A Yes, that's what |I'mgoing to do.
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Q Well, before you clarify, then, you did
not say that those two definitions are the sane or
equal ?
(Si mul t aneous conversation.)
A Should I clarify it?

PRESI DENT van den BERG Yes, but let ne
be clear first about the question. \Which
definition are you now asking, M. Perezcano?

MR. PEREZCANO M. Borja, earlier on
referred to the term"investor of another party" as
referred to in paragraph 5 of Section C of Annex
VII. That refers back to Article 1403 i n paragraph
5it seens to ne that he said that the definition
of paragraph 5 in 1403 was the sanme as a definition
inthe law-in the inplenenting |legislation. M
guestion is that is not the sane.

THE WTNESS: |s that a question or a
st at enent ?

PRESI DENT van den BERG That's the
guesti on.

THE WTNESS: What is nmy opinion?
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PRESI DENT van den BERG  Coul d you pl ease
answer yes or no and then expound on it.

BY MR PEREZCANO

Q That is a no?

That is a statenent.

PRESI DENT van den BERG  Then you coul d
clarify.

BY MR PEREZCANO

Q That's why | wanted to clarify so that
there was no msstatement. These definitions are
not the sane?

A In nmy opinion?

Q Are they or are they not the sanme? Not in
your opinion. Are they--

PRESI DENT van den BERG He may state his
opi ni on.

MR. PEREZCANO. Right now before he states
his opinion, | just want for the record to know
whet her the definition in 27-Ais the sane as the
definition in 1403, paragraph 5.

THE WTNESS: Well, what | can tell you is
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t hat - -
BY MR PEREZCANO
Q | want a yes-or-no answer.
Yes, that would be, but first let ne--
Q Yes, they're the sane?
PRESI DENT van den BERG  Wul d you pl ease
answer yes or no.
THE WTNESS: | just want to be precise.
The definition of foreign financial institution is
the same as the one in 1403(5). That's the
gquesti on?
BY MR PEREZCANO
Q That's the question
Yes, that's the foreign financial
institution.
Q Are these definitions the sanme? Yes or
no?
A They are not the sane--
Q Yes or no.
Vell, | think | need to clarify because

they are in different--
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11:59:19 1 Q Wul d you answer yes or no before you
2 clarify.
3 A The definitions are the sane. | don't

4 understand the question.
5 Q Is the definition of investor of another

6 party contained in Article 1403, paragraph 5, the

7 sane--
8 A Do they have the sane--
9 Q Wuld you let nme finish, M. Borja,

10 please, so you could understand nmy questi on.
11 Is the definition contained in

12 Article 1403, paragraph 5 the sane as the

13 definition of "foreign financial institution”

14 contained in Article 27(a)?

15 A The sane being the sane--

16 Q Are they the sane?

17 A The sane wordi ng?

18 Q Are they the same wordi ng?

19 A No, they are different.

20 Q They are different. Thank you.
21 A VWhat | nentioned is that when we
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i npl enment ed NAFTA, we took the definitions that
were in Mexico's financial charter and we had
to--in order to inplenent, you have to nmake your
own wording in accordance with your own | aw to make
it consistent. So, therefore, we said, how are we
going to define investor of another party? W are
going to define investor of another party as a
foreign financial institution, both not only in
di ssolving the other laws including the new
i nvesting conpany | aw that has been issued
recently, that maintains the sane position. So,
that is the relationship. O course, you only have
to take a l ook at them and, well, they are not the
sane.
Q Thank you, sir

Now, the definition of "foreign financial
institution"” in 27-A does not contain the |anguage,
an investor engaged in the business of providing
financial services, does it?

A No.

Q It does not contain that |anguage?
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A. No, but again, not because it doesn't

contain the sanme | anguage. It doesn't nean that
that's not the instrunmenting |egislation for that
definition. That definition was instrunmental to
t hat neans because in addition to establishing the
financial services of NAFTA, the intention of the
i npl enmenting legislation was to create a general
framework for future openings such as we did with
the CECD, such as we did with the European Uni on.
So, therefore, we cannot only refer to NAFTA terns.

What we have to do is to take this period
of NAFTA' s negotiation and incorporate it, and, of
course, that spirit and that conmtnent wll be
nore or |less the sane in other agreenents.
Therefore, we include the definition of a "foreign
financial institution" as such as being able to
establish an entity which is the one described in
paragraph 7, first paragraph of Article 7 of the
Hol di ng Conpany Act, and it would take a | ook at
NAFTA, who is the one which is entitled to that

only a financial institution.
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So, that's the way we define "foreign
financial institution.”
Again, this is not only NAFTA, but it has
a broader term and that's why we didn't copy the
definitions.

Q Now, woul d you agree, Senor Borja, that a
financial service provider is a person engaged in
t he busi ness of providing a financial service?

A Yes.

Q And is that the definition of "financi al
service provider" of a party under Chapter 147

A Sorry?

Q Is that the definition of "financi al
service provider" of a party under Chapter 14 in
Article 14167

A 1416? Financial service provider neans a
person of a party that is engaged in the business
of providing financial services within the
territory of that party.

Q That is what it says; correct?

A. Yeah.
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12:03:17 1 Q Now, the definition of "financial
2 institution" does not say financial institution
3 neans a financial service provider of a party now,

4 does it?

5 A No, no, it didn't.
6 Q It doesn't say that?
7 A You could read it if you want, but it

8 doesn't say so.

9 Q It doesn't say so.
10 Thank you, M. Borj a.
11 MR. PEREZCANO. M. President, |'m

12 finished with my questions. Thank you.

13 PRESI DENT van den BERG M. Price, you
14 need 15 mnutes, or ready for redirect?

15 MR. PRICE: Thank you, M. President.

16 That woul d be sufficient.

17 PRESI DENT van den BERG 15 m nutes

18 recess. You are still under testinony.

19 (Brief recess.)

20 PRESI DENT van den BERG (Okay. There is a

21 person mssing in action.
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12:23:56 1 | think we could start the redirect.
2 M. Price, please proceed.
3 MR. PRICE: Thank you, M. President. |
4 invite ny colleague, M. Stanimr Al exandrov, to

5 conti nue.

6 REDI RECT EXAM NATI ON

7 BY MR ALEXANDROV:

8 Q Thank you, M. President.

9 Senor Borja, Senor Perezcano asked you

10 questions about the Article 30-B about the Ley para
11 Regul ar | as Agrupaci ones Financieras. That appears
12 as Tab 10 of the notebook that Senor Perezcano
13 gave. |If you open, please, and take a | ook at

14 Article 30-B.

15 A 30- B?

16 Q Yes.

17 A.  Ckay.

18 Q What you testified, Senor Borja, in

19 response to the question of Senor Perezcano was
20 that the conpetent comm ssion, which nay be a

21 different comm ssion, depending on the structure of
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t he whol e group and the subsidiaries, the conpetent
conmi ssion can take neasures in case there are
irregularities conmtted by the control adora.

A Um hmm

Q And if | recall correctly, what you said
was that irregularities, in your view, is sonething
that the control adora does, that it is prohibited
from doi ng under the |aw.

A Yeah.

Q What woul d be the actions that it would
take that woul d be prohibited under the |aw?

A Vel |, nmaybe to engage i n business other
t han hol ding the shares and operations it can
engage in, which are the debentures and the
short-termfinancing and Convenio. That's it.

Q Wul d you recall what is a control adora
prohi bited from doi ng under the Ley para Regul ar
| as Agrupaci ones Financi eras?

A Well, actually, it's Article 16--it says
t he control adora, the purpose of the control adora

is to acquire and nmanage shares issued by the
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financial institutions that formpart of the group.
In any event, the controladora can enter into
operations that are not permtted, operations of
the financial entities that formpart of a group.

So, they cannot engage in any operation.
The scope is |limted to these transacti ons.

Q Ckay. Thank you, Senor Borj a.

And just one followup question on this
before | nove on. As a regul ator, what would be of
greater concern to you between, one, an officer of
the controladora has a crimnal record which you
di scover, or the control adora breaches that
prohi bition of Article 16 and begins, for exanple,
accepting deposits fromthe public?

A Well, obviously the second. The first one
does not affect the financial healthiness of the
conpany.

Q Thank you, Senor Borj a.

Now, | wanted to ask you anot her question
that relates to what you testified in response to

Senor Perezcano's question. |If you open the |aw
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| abel ed Com sion Nacional Bancaria y de Val ores,
Article 3, Roman four, which appears under Tab 8 in
t he not ebook Senor Perezcano gave you?

A Yes.

Q Article 3, Roman four

A. Roman four, yeah

Q | want to rem nd you of the question that
Senor Perezcano asked and then follow up with ny
own questi on.

So, when he was asking you whether this
was a definition of a financial
constitution--sorry, financial institution, what
you said was that this was enuneration of the
entities that were--that are regul ated by the
Nat i onal Banki ng Conm ssi on.

Now, what | want to ask you is | ook at the
very first line, which says, entidades del sector
fi nanci ero or entidades financieras.

A Yes.
Q Entities of the financial sector or

financial entities.
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When you read this | anguage, M. Borj a,
does it suggest to you that there nmay be two
categories of entities that are not necessarily
co- extensive?

A Yes. Yes, because otherw se, why do we
have to put synonyns in that definition.

Q And if that is the case, would you say
that all the entities that are enunerated in this
Article are necessarily both entities of the
financial sector and financial institutions?

A Ei t her/or.

Q Thank you.

MR. ALEXANDROV: M. President, we have no
further questions at this point.

PRESI DENT van den BERG  Thank you.

Prof essor Lowenfeld will ask a few
gquesti ons.

ARBI TRATOR LOVENFELD: | have three
questions that are not really related to each ot her
but they are related to your testinony. The first

one is, if you go back to the Annex, Annex VI
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paragraph 5, which you tal ked about, (C)(5) that
you tal ked about.

THE WTNESS: Uh- huh

ARBI TRATOR LOVENFELD: It refers to a
financial hol ding conpany in Mexico or other types
of financial institutions.

THE WTNESS: Um hnm

ARBI TRATOR LOVENFELD: Doesn't that
suggest that the financial holding conmpany is a
financial institution?

THE W TNESS: No, because if you read it
that way, it would say that a financial conpany was
t hereby established by other financial holding
conpani es, and that is not possible.

ARBI TRATOR LONENFELD: If there are other
types, there nust be one type.

THE WTNESS: This is in relation wth the
restriction, and the restriction is you can only
have a bank in Mexico if you're a bank in the U S.
So, that bank is a financial institution. |In case

you have a bank in the U S. and establish a bank in
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Mexi co, then you can acquire other types of
financial institutions--

ARBI TRATOR LOVENFELD: | understand the
meani ng of the whole thing. The question is just
this wordi ng here.

THE WTNESS: I n ny opinion, that other
types refers to other types that you are entitled
to under (C)(14), which is the one which
I S--engages in the sane activities as you are.

ARBI TRATOR LOVNENFELD: All right. [I'm not
quite satisfied, but |I understand your point.

THE WTNESS: But in inplenenting the
| egislation, this is also to clarify, because al so
the President says the financial institution, the
| egal nature is to provide financial services.

ARBI TRATOR LOVENFELD: M second question
i's, you spoke about intervention. You thought it
was unlikely you woul d have the hol di ng conpany
i ntervened, except for irregularities, doing
somnet hi ng prohi bited.

Perhaps |'mwong, but ny recollection is
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12:32:27 1 that BanCrecer, the control adora, was, in fact,

2 intervened; isn't that so? And the reason that it

3 was intervened, if | understood the statenents,

4 because of instability, not because of acting in

5 prohibited way. AmI|l wong on that? |If you don't

6 know, tell us you don't know.

7 THE WTNESS: | don't know all the fact,

8 but what | can tell you fromny limted know edge

9 of the facts is that what | said is that to

10 intervene only financial holding conpany because

11 the only problemis the financial holding conpany,

12 it's really very awkward. It cannot happen. In

13 order to happen, you have to have irregularities

14 that as a consequence generate problenms with the

15 financial situation of the hol di ng conpany.

16 What happens is that usually, and this is

17 the other part that is not included in the other

18 financial institutions, you can intervene a hol ding

19 conpany if there are problens at the subsidiary

20 level, which is the case, and that situation is not

21 present in the other internediaries.
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And that's what usually happens if you
have problens in various financial institutions,
then you go directly to the control ador a.

ARBI TRATOR LOVENFELD: So, the whol e group
was unstabl e, and there was an intervention?

THE W TNESS: Yeah, but the interest being
protected to the public are the interests--are the
ones of institutions that operate with the public,
whi ch are the bank, the securities firm not really
t he hol di ng conpany because its operations again
are very limted.

ARBI TRATOR LOVWENFELD: One nore question,
or did you want to foll ow up?

PRESI DENT van den BERG  No, pl ease.

ARBI TRATOR LOVENFELD: | have one nore
guestion, sir. |If you go back to NAFTA now and
Article 14083.

THE W TNESS: Yeah.

ARBI TRATOR LOVENFELD: In the way tells
t he object of the special provision. The parties

of 1403(1), the parties recognize the principle
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that investor of another party should be permtted
to establish financial institution, and then the
rest really spells that out.

THE W TNESS: Uh- huh

ARBI TRATOR LOVNENFELD: And we know t hat
this was carved out of the general investnent
provi si on- -

THE W TNESS: Uh- huh

ARBI TRATOR LOVNENFELD: --for, | think, two
reasons. One was that the regulatory agencies in
the three countries did not want each regul ati on
that they m ght have issued for prudential reasons
to be met wth a claimof expropriation or unfair
treatnment, the same kind of thing that perhaps was
not foreseen in the environnental area, but has
happened since then, as M. Perezcano well knows.
So, that's one reason

And the other reason is that national
treatnent wasn't quite--given there are these
vari ous special rules and percentages and so on.

Now, if that's true, why would the
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control adoras be excluded from Chapter 14? 1It's
hard for us to understand why you say, well,
Chapter 14 applies to everything except this one
little animal.

THE W TNESS: Well, because, again,
control adoras don't pose a risk to the public. It
i s--1"mthinking, maybe other exanples, if you have
medi a conpany, TV conpany, is not the sane case
because here we are not tal king about concessi ons.
We are tal king about authorizations, which, in the
legal, in Mexico's legal regine has very poor
delivery, but what you are concerned of is who
oper ates the banki ng busi ness, the business that
has an effect with the public at |arge, who
operates the tel evision channel, and not who is the
owner of those conpanies. So, that is ny
interpretation about why they didn't consider this,
and al so because the financial holding conpanies,
as described with the features that the Mexican
system has, are very uni que.

ARBI TRATOR LOVENFELD: It's not just
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Mexi can, of course. But if you think about it,
1403 says we want to encourage investnent,
transport our investnent.

THE W TNESS: Uh-huh, investnent.

ARBI TRATOR LOVNENFELD: And then it says,
but Chapter 11 only applies to those parts that are
I ncor por at ed.

THE W TNESS: Yeah.

ARBI TRATOR LOVENFELD: O herw se, we have
a special reginme which calls for essentially the
Comm ssion and for state-to-state negotiation

Wul dn't you then say, if your position is
right, wouldn't you then nmake an express
reservation and say everything except investnent in
control adoras is covered by Chapter 14? It doesn't
say that. | kept | ooking.

THE WTNESS: | think it's inplied in the
definition of "financial institutions.”

ARBI TRATOR LOVWENFELD: You just told ny
col | eague there is no definition.

THE W TNESS: | said definition of
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"foreign financial institution” in the NAFTA
i npl ementi ng | egislation.

ARBI TRATOR LONENFELD: Foreign, yes, but
financial institution as such.

THE WTNESS: And al so--

ARBI TRATOR LOVNENFELD: We kept | ooking and
didn't find one.

THE WTNESS: But the nature of a
financial institution, again, in addition to the
definitional test is to provide financial services,
which is sonmething expressed in the President's
letter. And also, for exanple, here 1403(2)(a) it
says provided the party/territory a range of
financial services through financial institutions.

So, therefore, what do financial
institutions do, provide financial services? And
that was a concern

O course, it will have been better if
t hey had nade an express excl usion of holding
conpany, but | think that within the peopl e that

participated, they're really--the sense was to have
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control over the conpanies that were engaged in
t aki ng ot her peopl e's noney, managi ng ot her
peopl e's noney, not really in conpanies that owned
those institutions. Because again, if you take a
broad definition of "financial institutions" such
as one proposed in the CNBV, you will end up with
great bureaus--

ARBI TRATOR LOVNENFELD: Do you think the
United States, for exanple, in the negotiation--and
| understand you were not in the negotiation, but
you read the travaux preparatoires. Suppose the
United States had said we want an exclusion for
financi al hol ding conpani es from Chapter 14, we
want those covered by Chapter 11 which gives
greater protection, would Mexico have agreed to
t hat ?

THE WTNESS: Well, | don't think so. |
think fromny recollection of what Eduardo
Fernandez nentioned yesterday who was an active
negotiator is that that was not--the intention was

to cover--govern financial institutions solely, and
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and that is ny point of view. |If you are also
going to regul ate other sorts of people that
control financial institutions, | think that that
is not included in the scope of this chapter. That
i's my personal opinion, of course.

ARBI TRATOR LOVENFELD: Thank you.

PRESI DENT van den BERG M. Carrillo w |
ask you questi ons.

ARBI TRATOR CARRI LLO | just have one
questi on.

THE WTNESS: Uh- huh

ARBI TRATOR CARRI LLO.  Under current | aw,
under NAFTA in current law, do you think it would
be possible to establish in Mexico in a conmpany
whi ch provided financial advisory service--in the
US it is called an i nvestnent advisor, in MXico
it's called source finance.

Do you think that woul d qualify under
NAFTA an investnent advisor which is a person that
renders financial services which are basically

advi sory services?
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THE W TNESS: Yes. (Speaking in Spanish.)

ARBI TRATOR CARRILLO Do you think it's
possi bl e, how would you qualify the financi al
service, qualify it under NAFTA? Under Mexican |aw
or under U. S. |aw?

THE WTNESS: Well, under Mexican |aw, the
advisory, | think, is nore professional service
than a financial service. So, sonebody that, what
it does is it nmakes research, and then it decides
you shoul d buy these bonds or econony is going in
this way, so you should invest init. | don't
think that that is a financial service. What is a
financial service may be if in addition to the
advi sory then you tell him well, why don't you buy
this on ny behal f.

ARBI TRATOR CARRI LLO.  But to ny
under st andi ng, the financial advisor in Mexico is
supervi sed by the Mexican Banki ng Conmi ssi on.

THE WTNESS: That is a good exanple, and
it is only considered--it's only regulated as far

as you--as you engage in taking decisions from
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12:42:43 1 another party, and maybe we should clarify this
2 wth the proper Article, which is Article 12-B of
3 the securities market law, and | will read the
4 Spani sh version. (Speaking in Spanish).
5 ARBI TRATOR LOVENFELD: Wbul d you read nore
6 slowy, sir?
7 THE WTNESS: Sorry. The securities
8 market |aw because M. Carrillo asked whet her
9 financial advisory is regulated activity or not.
10 In Mexico, we have it regulated only if you take
11 decisions on behalf of your custoner. O herw se,
12 it is a service. And this Article precisely
13 describes that distinction.
14 ARBI TRATOR CARRI LLO  But fi nanci al
15 advisor who advises his client on how to conpose
16 his securities portfolio, he would qualify under
17 Mexican |aw as a financial advisor.
18 THE W TNESS: Sorry?
19 ARBI TRATOR CARRI LLO He would qualify
20 under Mexican law as a financial advisor.

21 THE W TNESS: Yeah.
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12:43:53 1 ARBI TRATOR CARRI LLO  He woul d be
2 supervised by the Banking and Securities
3 Conmi ssi on.
4 THE WTNESS: Not if he doesn't take
5 decisions on behalf of the custoner.
6 ARBI TRATOR CARRILLO Let's go to the
7 extrene case. He's a financial advisor. He
8 advises portfolio. He is supervised by the Mexican
9 Securities Conm ssion because he falls under the
10 wording of the statute. The question would be, is
11 he a financial institution for purpose of NAFTA?
12 THE W TNESS: But which--(speaking in
13 Spanish.)
14 ARBI TRATOR CARRI LLO  Could he qualify as
15 a financial institution under NAFTA?
16 THE WTNESS: Well, if he engages in
17 internedi ation of securities--
18 ARBI TRATOR CARRI LLO  No, he's just
19 rendering financial advice.
20 THE WTNESS: As agent, as agent, yeah,

21 because if he takes orders fromhis clients and
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then invests in securities at its own discretion.
But | would Iike to read the Article because |
think the Article is self-explanatory as to what
are the boundari es.

PRESI DENT van den BERG G ve ne the
nunber of the Article.

THE WTNESS: It's 12-B of the Securities
Mar ket Law.

(Wtness reviews docunent.)

THE WTNESS: | don't think so, because it
does not require an authorization. Wat the
Article says is that the portfolio nanagenent t hat
i nclude the offering and ordinary rendering of
service of advisory services, supervision, and
maybe taki ng deci sions, investnent decisions, on
the nane and for the account of third parties, that
are not witten by securities firms, or other
financial entities to operate with securities, may
be granted by individuals or conpanies that conply
with the followi ng, and no authorization is

i ncl uded.



12:46: 33 1

10

11

12

13

14

15

16

17

18

19

20

21

399

ARBI TRATOR CARRI LLO  So, first off, NAFTA
as financial institution, the prerequisites set
forth in NAFTA have to be suppl enented by donestic
law, by U S. law, Canadian |aw, or Mexican |aw.

THE W TNESS: That they provide financia
services, yes.

ARBI TRATOR CARRI LLO  You woul d apply the
correspondi ng | aw of the party.

THE WTNESS: Yeah. It is, as financia
institutions, and that goes back to |ocal |aw.

ARBI TRATOR CARRI LLO  And the exanple
put you, a financial advisor was subject to an
approval fromthe Mexican authorities.

THE WTNESS: No, it is not.

ARBI TRATOR CARRI LLO  Assumi ng there was.
It could qualify for purpose of NAFTA as a
financial institution.

THE WTNESS: No, | don't think so because
in addition to the authorization, you nust admt
the other elenments: Supervision and regul ation,

and they are not supervised or regulated in neither
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12:47:32 1 of these cases. | think should be--

2 ARBI TRATOR CARRI LLGO  But you woul d apply
3 donestic |aw, supervision and regul ati on?
4 THE W TNESS: Yes, because it says 1416,
5 and that's why we have to go--even though NAFTA is
6 donestic law, it is inplementing |egislation, and
7 it says that definition, as financial institution
8 wunder the law of the party, in this case the
9 Mexican laws, so that's why we have to take into
10 consideration for this purpose what is a financial
11 institution under Mexican |aw, and also for
12 financial service.
13 ARBI TRATOR CARRI LLO  Thank you very nuch.
14 PRESI DENT van den BERG Well, M. Borja,
15 you edited an Article 1416. Can you hel p the
16 Tribunal in how, in your opinion, we should read
17 the text, and before that you testified earlier two
18 things, but two things which nay be relevant. One
19 is that you were instrunental in adapting Mexican
20 legislation to NAFTA, particularly Article 27-A

21 And another thing that you testified is that as
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12:48:48 1 such, there is not a definition under Mexican |aw

2 of a financial institution. You said there is a

3 definition of a foreign financial institution, but

4 not as a financial institution as such under

5 Mexican law, is that correct?

6 THE WTNESS: That's correct.

7 PRESI DENT van den BERG So, if you can

8 help the Tribunal, can you have a | ook at

9 definition of--Article 1416 of "financi al

10 institution.”

11 THE W TNESS: Yes.

12 PRESI DENT van den BERG  How do you read

13 it now? Because it says, "financial institution”

14 means any financial internediary. You could define

15 wunder Mexican |law what it nmeans, or enterprise. |If

16 we stopped there for the tine being sinply for the

17 sake of exploring what it nmay nean, because at the

18 end it says, under the |law of the party in whose

19 territory it is located, which is in this case the

20 Mexican | aw.

21 THE W TNESS:  Unh- huh.
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PRESI DENT van den BERG Now, we have
found out that the words just preceding that under
| aw of the party "in whose territory" as a
financial institution is not defined under Mexican
I aw.

THE WTNESS: Well, what | think about
this definitionis the followng: There are, for
exanple, in the U S. sone conpanies that engage in
the provision of financial services that are not
regul ated, as in Mexico, for exanple, nonbanks.
Those are internedi ari es because they internedi at e,
they receive | oans and take--grant credits.

And the other is other conpany that is
supervised as a financial institution under the |aw
of the party. Wat does the |law of the party says?
It has a definition of "foreign financial
institution?" |In the Exposition de Mdtivos it says
that the nature, legal nature of financi al
institutions is to render financial services, and
al so the dictionary nakes the terns equal. That is

my interpretation. But you cannot say that there
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is a definition of "donestic financial institution”
means that and no, only the foreign financial
institution that can--the foreign financial
institution's different than donestic financial
institution may be a little bit awkward.

PRESI DENT van den BERG How do | know for
certain--let's call it an animal is a financi al
institution in the figurative sense, of course,
animal is a financial institution under Mexican | aw
when there is no definition what is a "financi al
institution" in Mexican | aw? How do we know?

THE WTNESS: How | do know?

PRESI DENT van den BERG  Yes.

THE WTNESS: Because | think that again
that financial entities, this is based on NAFTA' s
i npl enenting legislation, try to accomobdate this
situation, and it permtted investnent in financial
institutions and the anendnents were made to the
corresponding laws. | think that that's why those
are the financial institutions referred i n NAFTA,

the ones that provide financial services.
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O course, if we had a clear definition of
foreign financial institutions for purpose of NAFTA
means and was updated and included, | think we wll
be very confortable, but unfortunately we don't
have that. So, we have--in addition to the
definition test--have to go into the nature and the
functional test.

PRESI DENT van den BERG  The functiona
test, but just one step back here. |Is it your
interpretation of this provision that--actually
it'"s in tw parts. One is--neans any financi al
internmedi ary under the law of the party, in this
case Mexican law, and the other part would be or
ot her enterprises, et cetera.

Is that the way you are readi ng?

THE WTNESS: Financial internediary, yes.

PRESI DENT van den BERG Internediary
under Mexican | aw as applied to Mexico.

THE W TNESS: Yeah.

PRESI DENT van den BERG And then the

ot her one would or other enterprise that al so has
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12:53:25 1 to do business and regul atory supervi sor as

2 financial institution under Mexican |aw?
3 THE W TNESS: Financial internediary.
4 PRESI DENT van den BERG  Because any
5 financial internediary as a financial institution
6 that is the possibility, too.
7 THE WTNESS: Yes, | think that's--
8 PRESI DENT van den BERG So we have to
9 read it in this way, in your opinion, that neans
10 any financial internmediary under Mexican | aw?
11 THE WTNESS: No, | think that maybe ot her
12 ones only qualifies--only qualifies the second
13 part.
14 ARBI TRATOR LOVENFELD: Coul d you speak
15 into the m crophone.
16 THE WTNESS: |'mthinking into the
17 m crophone.
18 PRESI DENT van den BERG  Think first and
19 then say it if I may suggest. | knowit's not a
20 process of think out |loud and then cone to a

21 concl usi on.
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12:54:21 1 THE WTNESS: | think it is not qualified
2 by the local law, the financial internediary part
3 because again, there may be sone conpanies that do
4 internmediation that are not supervised or
5 requlated, | guess.
6 PRESI DENT van den BERG  But financi al
7 internediary is a termof its own, which does not
8 need to be applied under |ocal |aw.
9 THE W TNESS: Well, yes, yes.
10 PRESI DENT van den BERG So the whol e rest
11 of the sentence applies to the other enterprise; is
12 that correct?
13 THE W TNESS: Yeah.
14 PRESI DENT van den BERG  "Fi nanci a
15 institution" neans, between brackets, (A) any
16 financial internediary or to (B)? |Is that your
17 understanding of it.
18 THE WTNESS: Uh-huh. The way |'mreading
19 or other enterprise that is authorized to do
20 business, and regul ation or supervised the three

21 qualified as financial institutions, financial
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institution under the |law of the party.
PRESI DENT van den BERG M. Price, do you
have fol |l ow up questions?
MR PRICE: | do, M. President.
FURTHER REDI RECT EXAM NATI ON
BY MR PRI CE

Q M. Borja, | just want to clarify sone
guesti ons posed by Professor Lowenfeld.

MR. PRICE: And on one of them Menbers of
the Tribunal, | would Iike sonme gui dance.
BY MR PRI CE:

Q Prof essor, one of your questions
presupposed that in this particular case that the
controladora itself was intervened, and it wasn't.

ARBI TRATOR LOVENFELD: | asked that. It
was not ?

MR PRICE: It was not intervened, and
Dr. Reuss is prepared to provide testinony to the
effect that it wasn't.

PRESI DENT van den BERG W could easily

resolve that. M. Perezcano, is that stipulated



12:56:29 1

10

11

12

13

14

15

16

17

18

19

20

21

408
that there was no intervention on the level of GF
Bank?

MR. PEREZCANO M/ understanding is that
there was no intervention by the Conm ssion.

PRESI DENT van den BERG  Not of the
hol di ng conpany?

MR PEREZCANO. Ri ght.

PRESI DENT van den BERG That is clear, so
we don't need testinony on it.

MR. PRICE: Thank you

MR. PEREZCANO O at the |level of the
bank.

PRESI DENT van den BERG O at the |evel
of the bank. But then there was no intervention at
all?

MR. PEREZCANO There was no intervention
at all.

PRESI DENT van den BERG  Then we have--|
t hought we had a stipulation, but I don't have a
stipul ati on because one side says there was

i ntervention, and the other said there was no
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i ntervention.

MR PRICE: | said there was no
intervention at the control adora- -

PRESI DENT van den BERG  That's what |
mean, that's why | sought stipul ation, yes, because
then | assuned that it would only be there was an
i ntervention, but on the banco level, if you may
call it that way. But is it also your case that
there is--there was no intervention at all even
t hough the banco |evel ?

MR PRICE: | think that's correct.

PRESI DENT van den BERG So, there was no
intervention at all?

MR PRICE: | think that's correct.

PRESI DENT van den BERG  Those are then
the parties again on the sane |evel ? You agree?

MR, PEREZCANGC. Yes.

PRESI DENT van den BERG  There was no
intervention at all. That's stipul at ed.

MR. PRICE: The second questi on.

BY MR PRI CE
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12:57:44 1 Q M. Borja, | think Professor Lowenfeld

2 asked one question and you answered a different

3 question. Professor Lowenfeld asked if the U S

4 had said to Mexico, we want to exclude

5 controladoras from Chapter 14, would Mexico have

6 agreed? And you said no. And I thought you neant

7 yes. Because you said no, Mexico did not intend to

8 include control adoras within Chapter 14.

9 A Yes. The question is that, as has been
10 expressed here, ny intention is to have certainty
11 over foreign investnent. The intention was only to
12 |limt these rights of action to the occasions that
13 were--that they were required because of the
14 working of the financial system because there was
15 public interest at risk, and that that, ny opinion,
16 was not the case. |In a conpany that was only the
17 majority sharehol der of another one which provided
18 that service.

19 ARBI TRATOR LOVENFELD: Well, did you nean
20 vyes? | heard the sane thing M. Price said. You

21 said no. D d you nean yes?
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THE W TNESS: Can you rephrase the

guestion again? I'ma little bit--
MR PRICE: | think he said yes this tine.
ARBI TRATOR LOVNENFELD: | thought so now,

and | asked himto confirmit, and repeat the
guesti on.

THE W TNESS: Repeat the question because
yes to what? First one? Second one?

BY MR PRI CE:

Q Ckay. If the United States had asked
Mexi co to exclude from Chapter 14 control ador as,
woul d Mexi co have said yes?

A Yes, yes.

MR. PRICE: Thank you. | have no nore
guestions, M. President.

PRESI DENT van den BERG M. Perezcano?
Do you have further questions?

MR. PEREZCANO. One questi on,
M. President.

PRESI DENT van den BERG Pl ease.

RECROSS- EXAM NATI ON
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BY MR PEREZCANO
Q It's a followup to the question to
Prof essor Lowenfeld and put again by M. Price.
In that case if Mexico woul d have agreed
to exclude control adoras, would Mexico have
mai nt ai ned Annex, its reservations on control adoras
in Annex VIl which is Annex to Chapter 147
A Vell, here it's inportant to know that, in
my opinion, they are not included because they are
not financial institutions--okay?--to start wth.
Maybe, of course, if this situation was not clear,
and | think that that was maybe the intent of the
guestion, that's what | perceive, that's why they
didn't make clear that situation, that's why didn't
they nake clear they didn't belong to this chapter.
Then the question as well, if they wanted
to make it explicit because in ny opinionit is
cl ear because of the working of the financial
system if they want to nake it explicit, well,
t hey shoul d have said this is governed--these

conpani es expressly are.
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But | think it is the understandi ng and
interpretation that can be given also gets you to
that point. Again, the reason why, for exanple,
they are nentioned in the Annexes is that if they
only restricted in banks, then if they go one step
above, they could circunvent that restriction

But again, what they have in their m nds
as well, thinking, of course, everybody would be
much happier in that situation

MR. PEREZCANO | don't have nore
gquesti ons.

PRESI DENT van den BERG  Thank you,

M. Borja. You are excused as a wtness. Thank
you for testifying.

(Wtness steps down.)

PRESI DENT van den BERG  Before we break
for lunch, we have question 10 fromthe Tribunal if
you would like to submt for both sides, and again
it wll be fornulated by Professor Lowenfeld.

Prof essor Lowenfeld, please.

ARBI TRATOR LOVENFELD: | was | ooki ng back
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over the notions, and one of the objections nade on
behal f of Mexico is that Article 1405 does not
apply.

Now, is the argunent that because you have
to go to the Conm ssion established under 1412 of
the commttee, therefore the Tribunal doesn't have
jurisdiction right now? O is the argunent that
the commtnment there, that is to say the national
treatnent commtnents which are spelled out in sone
detail, seven paragraphs, are inapplicable?

The Chairman wants ne to rephrase the
guesti on.

Is the objection to Article 1405, the
national treatnent provision of Chapter 14 a
procedural objection, or is there a contention that
as a matter of substance, national treatnment
obligation does not apply to this controversy?

PRESI DENT van den BERG M. Price, you
seek clarification of the question?

MR PRICE: | seek clarification

Prof essor Lowenfeld, are you asking
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whet her or not this Tribunal, as presently
constituted, has authority to rule on a clai munder
1405? At least in part?

ARBI TRATOR LOVENFELD: Well, | wanted
essentially here that the nature of the
obj ection--there are two aspects. 1405 has
substantive obligations. | nean, you ask yourself
where is the difference between 1405 and 1102, and
you can make sone detail ed argunents, and, of
course, the whole issue is, to sonme extent, up in
the air.

Now, is this merely a procedural objection
so that, for exanple, if the contention is that
assum ng we say 14--Chapter 14 is applicable, then
there is a--1 guess you have to go to the
commttee, as | understand it, under 1412. The
conmm ttee mght say either 60 days pass and it does
nothing, or it mght say, Tribunal, go back and
hear it, especially since you also have the 1110
claims still there.

So, then it becones really just a sort of
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tenporal or procedural matter

Al ternatively, the commttee m ght say,
well, we will go to state-to-state dispute
settl ement.

In a way, this is sort of a detailed
guestion of my question nine yesterday, but |I would
like really to hear clarification, particularly
fromM. Perezcano in his closing, and then have
you, M. Price, respond.

|'"'mnot sure | clarified, but |'ve
anplified.

MR. PRICE: Thank you very nuch. You
certainly clarified it at |least for ne.

PRESI DENT van den BERG M. Perezcano,
it's also clear in your mnd what the question is?
MR. PEREZCANO Yes, it's clear.

PRESI DENT van den BERG | think, then, we
can adjourn for lunch, and we will resune at 2:00
for the closing argunments, M. Perezcano for the
respondent first and then M. Price thereafter

| understand from conversations with the
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two of you you may not use up the full one and a
hal f hours allotted to you. O course you are free
to use the one and a half hours, if necessary,
that's also fine. One of the things that the
Tribunal is particularly interested inis are the
answers, in a nore or less |logical order, to the 10
guesti ons now.

ARBI TRATOR LOVENFELD: You nean the 10
Conmandnent s?

PRESI DENT van den BERG Not the Ten
Conmandnents. | would not characterize themthat
way. That the Tribunal has submtted to both
parties.

MR. PRICE: Thank you

PRESI DENT van den BERG  Thank you.

Adj our ned.
(Wher eupon, at 1:07 p.m, the hearing was

adj ourned until 2:00 p.m, the sane day.)
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AFTERNOON SESSI ON

PRESI DENT van den BERG M. Price, are
you ready?

(OFf the record for technica
difficulties.)

PRESI DENT van den BERG M. Perezcano,
the techni cal problem has been cleared. Pl ease
proceed with your closing statenent.

CLOSI NG ARGUMENT BY COUNSEL FOR RESPONDENT

MR. PEREZCANO. Thank you, M. President,
Menbers of the Tribunal. | wll be referring to
t he fundanental issue of ny presentation before you
this afternoon, but | would like to ask two of ny
col | eagues, M. Thomas and M. Becker, to touch on
certain topics, and in due time I wll give them
the floor. | wanted to notify you of this, that |
w Il be asking themto speak.

The North Anerican Free Trade Agreenent,
NAFTA, is clearly a conplex and detail ed
instrument. It was very carefully negotiated and

establishes coommtnments for trade |iberalization
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anong the different sectors of economc activity of
Mexi co, Canada, and the United States. And the
fact that it was carefully negotiated anong al
t hese sectors neans that it's especially true in
regard to certain sectors that have been dealt with
in general ternms in reference to the trading of
goods, services, investnent, and there has been
special and differentiated treatnent for these.
Chapter 14, which regul ates financial services, is
one of these exanples.

Yesterday and today, we heard that the
treaty was scrupul ously negotiated in reference to
Chapter 14, and by the financial authorities of the
three parties. In the case of Mexico, the sane
financial authorities who regul ate and supervise
financial institutions and are in charge of
applying financial legislation inits totality.

From par agraphs 19 through 26, of the
writings submtted on prelimnary issues, Mexico
i ndi cates the legal relationship between Chapters

11 and 14, and we there provide a chart which you
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will recall in which we conpare the provisions of
Chapters 14 and 11 in regard to investnent.

Thus, we can graphically note the |evels
of protection under Chapters 11 and 14. And for
all intents and purposes, we can conclude that, in
regard to the I evel of protection to investnent,
they are extrenely simlar. Perhaps Chapter 14,
given its specificity and specialization, may have
sone additional provisions. For exanple, the
saf equards that the parties may reserve to
thenselves in regard to prudential neasures. But
in terms of protecting investors, they are simlar.

Perhaps this is the chart that needs to be
conpl eted by defining the situation regarding
services. W did not include this because it is
not a matter in this dispute. However, a
conpari son of the equival ent provisions under
services would | ead us to the sane conclusion: The
| evel of protection to private individuals in terns
of the agreed-to liberalization is simlar.

Nonet hel ess, as already indicated, Chapter
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14 has sone specific provisions, and this includes
t he safeguards that the parties nay take on in
terns of prudential regulation, but also other
types of safeguards and provisions regardi ng the
state investnent mechanism the terns under which
t hese were incorporated into Chapter 14 offer
anot her good exanpl e.

As | already said on other occasions, it
is not a sinple passing on from Chapter 11 to
Chapter 14 of the same provisions, but rather the
preci se provisions are carefully included. Even
Section B of Chapter 11 is incorporated inits
entirety into Chapter 14. It is incorporated only
for specific purposes, and the treaty careful ly
establishes which Articles this section refers to
and what type of claimthese provisions could be
applied to under Chapter 14 under the terns which
wer e i ncor por at ed.

Thus, the fundanental difference lies, |
woul d say, not in the level of protection that |

have said, but rather in the specificity of the
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matter and the nature of the services and the
i nvest ment bei ng regul at ed.

Chapter 14 in this regard is not the only
one which is subject to regulation of this type.
We find other exanples in the treaty, and this
i ncl udes tax neasures.

Now, if you | ook at taxation neasures,
2103 sets out with the sane care those provisions
whi ch specifically are applicabl e--those provisions
of the treaty--both in terns of the trader of goods
as in services and investnent, which are applicable
to taxation neasures, and it also has its own
exceptions in ternms of settlenment of differences
under Section B of Chapter 11.

I would like to indicate that anong those
Articles which are not applicable to taxation
measures, this includes Article 1105, one which has
been under discussion during the course of this
proceedi ng. Consequently, it cannot be consi dered
that the scope of the right of action, which has

been granted to the parties, or rather that the
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14:28:54 1 parties have granted to private investors through

2 the mechani smof investor state results in a

3 greater or |lesser degree of protection for the

4 investnent. And this is in reply to question

5 nunber nine that was presented by Professor

6 Lowenfeld yesterday, even though ny coll eague,

7 Dr. Thomas, will refer to this further.

8 Now, it is not the nechanismto resolve

9 differences that gives the greater or |esser

10 degree. W have the substantive provisions that

11 provide the protection. These are substantive

12 provisions, and here | refer to national treatnent,

13 to nost-favored-nation treatnent, expropriation,

14 transfers, et cetera.

15 The fact that this right of action has not

16 been extended to the parties under the Free Trade

17 Agreenent and opted to not extend it to the

18 investors, does not affect the | evel of protection

19 that is substantively granted.

20 And we nust not forget that the investor

21 state nmechanismis an extraordi nary or speci al
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procedure. Wth all due respect, | believe Judge
Schwebel is wong. Yesterday, he conmented on the
enornous nunber of Bilateral Investnent Treaties
subscribed to, and the enornous nunber of countries
t hat have subscribed to these treaties, that this
represented the rule. And he suggested that it
was, thus, part of international common |law. This
is incorrect. The fact that private parties have
access to international procedure in order to
ventilate clains that derive fromduties and rights
agreed to anong states is a special situation, an
extraordi nary situation.

Now, the World Trade Organization
agreenents are the best exanple. The broadest
disciplines are put forth in terns of trade
liberalization. Private parties under none of
t hese have access to international tribunals.

The Free Trade Agreenent itself is another
good exanple. The provisions that private parties
in and of thenselves can use as a cause of action

in an international arbitration procedure are
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extrenely limted. They are in Chapter 11, a
couple in Chapter 15, in regard to investnent in
Chapter 11 itself, and wth the variations we have
referred to under Chapter 14. The great vol une of
rights and duties set forth in the treaty are not
actionable by private parties by nmeans of this kind
of procedure. Thus, the rule is for the states to
ventilate this type of dispute, and this arises
fromduties anong states and not duties in terns of
state vis-a-vis a private individual.

I would now like to | ook at investnents
which are really at the center of this dispute. As
| stated yesterday, and | think there is no doubt
regarding this, the investnment by Fireman's Fund
had to do with mandatory conversi on of stocks.

That basically it is an investnent in the financial
sector, regardless fromwhat angle you | ook at
this. And we heard this stated by w tnesses
yesterday, Fireman's Fund is a financi al
specialist, a sophisticated investor. As | stated,

it is a subsidiary of a corporation that is known
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as a worl dw de corporation providing financial
servi ces.

The investnents were not in any specific
debt instrument. Let us not |ose sight of the
nature of the instrunments, even w thout getting
into specific details regarding the definitions
contained in the NAFTA agreenent. W are talking
here about the debentures and obligations.

Fireman's Fund, as was stated--Fireman's
Fund, unlike a bank, did not have the intention to,
for exanple, invest in the construction of a
hi ghway or provide |oans to bail out a m ning
enterprise. The intention was that through a debt
instrunment, it would acquire--it would acquire
securities that would make it a major stockhol der
of the conpany, and Fireman's Fund woul d acquire
the shares, and, as | said, it would becone the
owner of that hol ding conpany.

Fromthe testinony we heard yesterday as
well as this norning with M. Borja, it is very

clear that the hol ding conpanies are not nere
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14:35:11 1 vehicles of holdings of stockholders. M. Borja,
2 in fact, made an effort, which later he retracted
3 the statenents after a specific question posed by
4 M. Lowenfeld, by qualifying or characterizing
5 +these hol ding conpani es as shell conpani es.
6 In fact, the obligations acquired by
7 Fireman's Fund issued by this hol ding conpany, the
8 aimprincipally had to do with capitalizing the
9 bank or the banking group. And this holding
10 conpany was cl osely associated with all of the
11 activities pertaining to that group, whose main
12 anchor was not one, but actually two banks.
13 Therefore, the holding conpanies, in fact,
14 constitute once again not a nmere vehicle for
15 nmintaining stocks. Actually, it's a key nechani sm
16 for providing financial services within that
17 country.
18 Anot her exanple has to do with the
19 BanCrecer bail out programthat was structured, and
20 we heard this stated yesterday by M. Fernandez

21 Garcia, through the hol ding conpany. The bail out
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program of the entire group was structured through
t he hol di ng conpany. And perhaps here, Professor
Lowenfeld--this is where we saw a confusion by both
yoursel f and the Menbers of the Tribunal between
the bailout programand the interventions in the
hol di ng conpani es and the subsidiary, there was not
an adm nistrative intervention by the financial
authorities, but the financial authorities were
closely involved in trying to bail out a financial
institution and a group of financial institutions,
and the structure itself revolved around a hol di ng
conpany.

The bailout plan, the fact that the
bai |l out plan failed, whether it failed or succeeded
IS a separate issue, but this illustrates the
significance for the financial authorities in
Mexi co and for the financial systemin Mexico, this
has particular for this individual group, and the
financial nature of the hol ding conpanies is
obvi ous.

The fact that the hol ding conpani es do not
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provi de financial services directly to the public
is really irrelevant, especially with regard to its
financial nature.

The cl ai mant has nmade a major effort to
try to distinguish between the hol di ng conpani es
and the financial internediaries, and | think today
it's very clear that when we referred to financi al
institutions, the clainmant was referring, or is
referring, exclusively to a subset, a very snall
subconmponent of these financial internediaries, and
it doesn't even include all of them Only those
who are included in Article 7 in the law for
regul ating financial institutions.

There are al so other financial
i nternedi aries, including other financial
internediaries as well as financial institutions as
stipulated in the NAFTA agreenent, for exanple, the
devel opnent banks that are part of the governnent
whose aim principal ains, consists of funding
devel opnment prograns, initiatives, structural

initiatives in Mexico as part of the governnment's



14: 39:26 1

10

11

12

13

14

15

16

17

18

19

20

21

430
responsibilities, and they are al so covered in
Chapter 14 that are not explicit on the list of the
Article. Therefore, not only is it focused on
intermedi aries, only sone of those internediaries.

It also purports--M. Borja in his
testinony stated that the financial institutions
are the sane as financial entities that are the
same as those included on Article 7's list, and he
al nost said that it was the sane as financi al
i nternedi ari es as an obvi ous concl usion. W have
al so seen that it's true that Mexican | egislation
does not specifically define as M. Mancera said
yesterday, does not specifically define the concept
of financial institution per se.

M. Carrillo asked where will we find,
wi thin the Mexican |egislation, a financial
institution. That definition surely does not
exi st, but the definitions that the | egislation
does provide give us a good indication, and we
woul d need to, first of all, ook at the CNBV | aw

that includes many financial institutions, not al
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of them of course, as was stated this norning by
M. Borja, but a |arge nunber of them and they
specifically define themhorizontally as entities
of the financial sector or financial entities.

So, although an effort was nade by himto
try to say that they may be these or those, but the
fact of the matter is that both terns within the
| aw apply to all of them And for the Nationa
Banki ng Conm ssion and Securities Conm ssion, as
M. Garcia stated, according to the law, all of
them are considered financial entities. Although
it's true that this is not the final concl usion,
but | think it gives us a very good indication.

If we | ook at another |aw that has
hori zontal inplenentation, it applies to just about
the entire financial sector. This is the |aw for
protecting the users of financial services that
does provide us a definition of "financi al
institution.” | don't purport with this to let you
believe that this is the definition we should use

regarding the treaty, but it does provi de anot her
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very clear indication. |It's a definition that al so
has a horizontal application to the entire
financial sector. The |law stipul ates that
t hese--all of these conponents are financi al
institutions, is also a very good indicator.

Then we have the Hol di ng Conpany Law,
whi ch refers to hol di ng conpani es and fi nanci al
entities. The |law regulates both. Basically the
law in generic terns, it regulates the financia
groups. Although this isn't the conplete picture,
but it gives us a very good indication.

So, if we ook at the broader and over al
levels, we will find that the Mexican financi al
system considers as financial institutions to be
those entities that conprise them including public
sector entities, devel opnent banks, as well as
private sector institutions. W are not going to
get the response, despite the efforts of the
claimant. W are not going to get the answer
t hrough this exhaustive identification of terns.

The first thing that M. Borja and the
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claimant stated, stated that financial institutions
are institutions described in this Article that has
been nentioned so many tines, but the termthat is
used is not one of financial institution.

So, then he consults a dictionary, which
basically is | ooking for synonyns, simlar ternmns.
Per haps, in sone terns and sone cases it applies,
and other cases it doesn't, and continues with the
argunents in this fashion. Once this
term nol ogi cal skill--skillful use of term nol ogy
was continued, then there was a need to w thdraw,

t hough M. Borja used, and | al so used, both of
these terns nore specifically when we tal k about
the | aw on hol di ng conpanies. Both of us referred
specifically to financial entities. The clai mant
al so has alluded to other specific characteristics
of hol di ng conpani es vis-a-vis the financial
internediaries, but let's not |ose sight of the
fact that even in the best case scenario that is
what they are. They are very separate el enents.

He al so stated a different | evel of
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regul ati on, and he provi ded specific exanpl es.
Al t hough the list wasn't concluded, but he began to
go down the list, asking M. Mancera if the hol ding
conpani es have m ni num capi tal adequacy, m ni num
and capitalization adequacy mninmum which is a
separate issue, and requirenents for reserve
deposits, as well as ceilings inposed on
concentration of loans, portfolios. | think the
answer was very clear by M. Mncera. The
financial entities that Chapter VII--Article 7
pertains to, not all of themneet all of these
criteria.

So, this leads us to the understandi ng
that, in ternms of Mexican |egislation, the nore
detail ed and nore conpl ex regul ati on, banking
regul ati ons, we begin with that--but then we begin
to see, for exanple, that securities entities are
facing less regulations in the banks, and that
conti nues and so on. For exanple, the exchanges
may--sone of themmay pertain to them others

don't. | nvest nrent houses |l ess and |l ess. And the
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14:47:02 1 hol ding conpani es nay share sone of these

2 requirenents, but many others, no. So in other

3 words, each financial entity is subject to

4 reqgulations that are different. This is entailed

5 wthin the Mexican regul atory franmeworKk.

6 So, M. Borja began stating that Mexico

7 determned to adopt a system of financi al

8 internediations that what is done by one entity

9 cannot done by another. This is a common el enent

10 within the hol di ng conmpani es.

11 The fact that there are specific

12 restrictions for carrying out specific activities

13 and transactions, that still doesn't constitute a

14 distinction because that is the characteristics of

15 financial internediation, systens that we have

16 adopted. The banks cannot do what securities firns

17 <can do. Securities firms cannot do what financi al

18 |leasing corporations do as well as hol ding

19 conpanies. They cannot do what these other

20 entities do and vice versa.

21 We have financial entities that specialize
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in specific fields, devoted to different operations
and obviously also relies onit. It depends on the
| evel of risks, and this determ nes the type of
regulation it's subject to. But none of this gives
it the criteria of the nature of financial sector.
There is no doubt that we here are tal ki ng about
the financial sector. Al of the experts agreed on
this point. They firmy agreed on this, that these
are nmenber conponents of the Mexican financi al
system

In response to your question
M. Carrillo, in other words, how do we--how can we
determne what is a financial institution, | would,
first of all, have to | ook at the financial system
as a whole, and on the basis of that, begin to
identify the common denom nators, in other words,
t hose conponents that are common to each one of
t hese without distinction.

We here are tal king about the financi al
regul atory framework, so the financial |egislation

woul d apply to each one of these institutions.
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These |l aws are inplenmented and enforced by the
financial entities. W have several.

We have al ready discussed in detail the
Bank of Mexico, the Mnistry of Finance, as well as
the National Banking and Securities Conm ssion.
M. Borja this norning also added to this
information. For exanple, he also nentioned the
Nati onal Conm ssion on Securities and Bonds, as
well as many other entities fromthe financi al
sector.

The common denom nator basically is that
t hese Conm ssions that focused on specific areas of
expertise, all of themwork within the franmework of
the financial regulations. Al of them adm nister
and enforce these regulations. Al of them
regul ate as well as supervise the financial
institutions.

Anot her commbn denom nator, therefore, is
the authorization for doing business. W need to
remenber that each one of these, w thout any

distinction, requires authorization in order to
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becone incorporated, and al so for doing business,
to be established and do business. These are al
pertinent to the financial sector.

There was anot her question proposed by the
Tribunal : What distingui shes between busi nesses
and financial entities? Well, it's basically this
financial regulatory framework, this supervisory
responsibility.

A restaurant, for exanple, does not have
to obtain a permt. They sinply--it's based on the
desire of a group of people to establish a
restaurant. Perhaps you have to get a health
permt and neet wth sonme specific requirenents in
that area, and that's the sane in Mexico and any
other part of the world. All financial entities,
all the financial institutions nmust al so neet these
requi renents.

What really makes the distinction is the
aut hori zation provided by the financi al
authorities, not only to becone established, but

also to do business; and if they lose this
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aut hori zation, then this denies themwth the basic
essence of their existence. They would have their
i cense or authorization revoked, and they would no
| onger be in business. They would have to dissolve
that entity.

Anot her el enment that was described in
broad terns by the claimant had to do with
t he--providing public financial services. Now, we
have not seen anywhere in the Mexican |egislation
havi ng seen financial entities defined as those
that provide financial services to the public. The
internediaries, for the nost part, do provide these
financial services to the public.

We are tal king here of financi al
internedi aries; and, as was already stated by
M. Carrillo, was asked, and it was corroborated by
M. Borja, this |egislation does not provide us
with a clear definition of "financial
internediaries.”" | share M. Carrillo's concerns.
| would like to also find out nore about this.

What the claimnt purports is to read into
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Chapter 14 that if a financial institution is
defined as a financial internediary, and | press
the point. If we go to Mexico, we would have to
concl ude not even only all the financial
internedi ari es not covered, and this would nake
this definition conpletely useless, and it goes
agai nst the principle of the effectiveness of
i nternational |aw.

To the degree that the claimnt had read
or could read the definition in Article 1416, as a
financial institution inplies, a financial
internediary, period. Oherw se, we would have to
conclude with sonething that seens absurd here. A
financial institution is any financial internediary
or enterprise authorized to do business and is
regul ated or supervised as a financi al
i nternedi ary, according to the |legislation of the
party, which would nmake the second part conpletely
r edundant .

Those that negotiated the treaty were very

careful, and this is, | believe, the el enent that
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refutes the claimnmade by the claimant; and with
all due respect, we believe that the hol ding
conpani es are expressly incorporated. The Mexican
hol di ng conpani es created according to the | aws of
hol di ng conpani es, the Mexican |law are explicitly
i ncorporated and regul ated within Chapter 14.

Prof essor Lowenfeld asked the question,
and there was a question, and the response is very
straightforward. W have Article 1403 that
provides the right for the establishnent of
financial institutions. The very first reservation
by Mexico, prepared by the Mexican negotiating
team of course it was agreed upon by all three,
but drafted by the Mexican negotiating team the
first sector, the first subsector covered are these
hol di ng conpani es. Therefore, the reading of the
cl ai mant woul d make conpletely irrel evant the
hol di ng conpani es. But we shouldn't |ose sight of
the fact that we're tal ki ng about the
reservations- -

PRESI DENT van den BERG  Excuse ne just a
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second. Whuld you pl ease repeat the | ast sentence.

MR PEREZCANO \Well, the issue was,

M. President, that the readings of this claim
woul d be conpletely deened irrel evant, and the
reservations wth regard to the hol di ng conpani es
in the Annexes that are applicable that derive from
Chapter 14; but in addition to this, M. Borja
referred in depth to paragraph 5, Section 5, wthin
t he same Annex.

And the Section C, as was al ready
confirmed by M. Borja today, represents a specific
comm tnent on the part of Mexico in terns of the
financial sector. |In the absence of this
commtnent, the financial, foreign financial
institutions would not be able to nake investnents
only in brokerages, and they could not invest, for
exanpl e, in holding conpanies. Therefore, they
control other kinds of financial institutions.

M. Borja, although he did not participate
in the negotiations of the treaty, he nentioned

this comm t nent. If we ook at Article 27-B,
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14:58:33 1 regarding the I aw on hol ding conpanies created in
2 1993, in order to inplement the NAFTA agreenent, in
3 the chapter pertaining to financial services, it
4 stated that this investnent in holding conpanies is
5 only allowable when the international treaties so
6 provide for. Therefore, the international treaty
7 referred to in the law was only pertaining to
8 Chapter 14 of the NAFTA agreenent, the North
9 Anerica Free Trade Agreenent.
10 | want to briefly discuss another issue
11 that was not taken into account by the claimant in
12 the nmenorial, and the response on the prelimnary
13 issues was not taken into account by the cl ai mant
14 throughout the proceedings of this hearing, and |I'm
15 referring to the subordi nate debentures that are
16 considered as capital in ternms of regulatory terns.
17 M. Borja confirmed this norning that the
18 only place that the termcapital, in terns of
19 regulatory ternms, has to do wth debt instrunents
20 specifically the debentures acquired by the

21 claimnts. W do not have a specific definition of
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15:00:40 1 that term The respondent provided a definition or

2 the meaning, the current nmeaning, of these terns.

3 It is a debt instrunent. It is considered

4 capital with regard to the regulation, with the aim

5 of regulating and supervising the financial--on the

6 part of the financial authorities the National

7 Banking and Securities Comm ssion has indicated

8 that contrary to the Generally Accepted Accounting

9 Principles, has indicated that these debentures as

10 debt tools or mechanisns shoul d be considered as

11 liabilities. There is a legal obligation to

12 account for themas capital. There is no doubt,

13 and we have been very specific, very clear, that

14 the exhibits provided have been have been

15 irrefutable.

16 The Tri bunal asked what is the interaction

17 or the inpact, if it does exist, wth the Basel

18 Committee Agreenent of 1988, and the new Basel

19 Agreenent, the references to both of these Basel

20 Agreenents or specifically as background, providing

21 sone background to descri be exactly where the
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concept of regulatory capital arose, and the answer
is very straightforward.

Let nme just also add that the agreenent
does not apply to Mexico. Mexico is not even a
menber of the Basel Commttee or the Goup of 10.
Mexi co has not officially adopted this agreenent.
However, it has been inplenenting it in practice as
wi th al nost every other country in the world.

But | want to make this--provide this
specific information. This serves as background
because the Basel Agreenent indicates that the
banki ng capital, the Basel Agreenent regul ates
banks. The bank capitals that allow for assum ng
risks is broken down into two levels, the two
tiered capital: The core capital as well as
suppl enentary capital

Core capital, is capital that | don't
think really requires too nmuch expl anation
Suppl enentary capital includes various conponents.
They are all considered long-terminstrunents that

permt the bank to avail itself of sufficient
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resources in order to address its obligations,
respond to risks, without having to get hold of its
viability--or put in jeopardy the viability of the
bank. The subordi nate debentures or subordinate
debt as well as the debt that is convertible into
shares are two exanpl es that the agreenent
i ndi cates. That we al so have reserve investnents,
nonexplicit investnments, and these are--sinply
provi de sone background information as to why
something that is not core capital but nerely a
conponent that allows banks to address risks, debt,
and obl i gations.

VWhat new differences in the new Base
accord that enters into force in 2004 as conpared
to the 1988 accord is that it begins to broaden the
concept to other financial institutions, including
financi al hol di ng conpani es.

Now, as we are speaki ng of banks, the
Basel accord nakes reference to bank-hol di ng
conpanies, but | insist it's not that we have

adopted officially. The Basel accord is not
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bi ndi ng on Mexico. It's sinply background which
provides us with indicia as to what this concept of
regul atory capital neans or where it comes from
and this is the sane general concept as one finds
in the treaty.

M. President, Menbers of the Tribunal,
would now li ke to give the floor to M. Steve
Becker, to address sone of the other questions
raised by the Tribunal. | have referred to several
of them perhaps not one by one specifically, but I
woul d give himthe floor to address question six of
the Tribunal as to if we were to apply the facts in
opposite manner; that is to say, were it a hol ding
conpany in the U S. or Canada, would the definition
apply.

And if you wll, | would Iike to give him
the floor at this tine.

MR. BECKER  Good afternoon. What we are
handi ng out right now are the references to the
US law, that | will be making. These are just

sone excerpts fromthe U S. statutes, the Bank
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15:06:43 1 Hol ding Conpany Act and the inplenenting
2 regulations, and they have been nunbered as
3 exhibits.
4 As M. Perezcano says, the Tribunal asked
5 whether an investnent would fall under the
6 definition of Article 1416 of the NAFTA, if the
7 sane facts applied in the reverse situation. The
8 exanple given was what if Fireman's Fund were a
9 Mexican insurance conpany? |t would require
10 subordi nated debentures in a financial holding
11 conpany in the United States or Canada?
12 In response to this question, I'mgoing to
13 nmake a very brief presentation on the provisions of
14 U S. law that we believe are valid as to the
15 Mexican | aws we have been discussing the |ast few
16 days.
17 |'"'mgoing to start by noting as in the
18 case of Mexico, U S. |aw does not contain a
19 definition of "financial institution” that applies
20 across the board in all circunstances. |n other

21 words, there is not a global definition of the term
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"financial institution."

Wth regard to reporting requirenments, the
Federal Reserve requires that bank hol di ng
conpani es have to provi de annual reports concerning
their financial condition and activity, and that's
pursuant to 12 USC Section 1844(c)(1), and that's
at record page nunber 1474 in the package | have
gi ven you, and also in the inplenmenting regul ation
at 12 CFR Section 225.5(b), which is at page 1482.

Unl ess you want to | ook at these
provi sions specifically, | would suggest we just
keep novi ng al ong.

As you have heard today, of course,
hol di ng conpanies in Mexico al so have to present
regul ar reports to the Mexican Banki ng Comm ssi on.

The Federal Reserve perforns exam nations
of hol di ng conpani es under its authority in 12 USC
Section 1844(c)(2), that's at record pages 1474 and
75 of the package | have given you, and the
i npl enenting regulation is at 12 CFR Section

225.5(c), which is at record page 1482.
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In fact, there is a specific bank hol di ng
conpany supervision nanual that's used for these
i nspections, and notw thstanding M. Borja's
suggestion that there is little to audit at a bank
hol di ng conpany because it doesn't deal wth the
public, this U S. manual is over 1,400 pages | ong.

Wth regard to subordi nated debt,
subordi nated debt of U.S. bank hol ding conpanies is
treated as tier two capital. M. Perezcano just
expl ai ned about the tiers of capital, and that is
explained at 12 CFR Part 75--1'msorry, Part 225,
Appendi x A, subparagraph D, and that's on record
page 1491.

Accordingly, the reference to subordinated
debt in Article 1416 of the NAFTA has neaning for
the United States as well as for Mexico.

"' mgoing to address capital requirenents.
The Federal Reserve generally requires bank hol di ng
conpanies to conply wth capital adequacy
requi rements at the hol di ng conpany | evel.

However, bank hol ding conpanies with | ess than
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$150 million in consolidated assets normally are
exenpt fromthis requirenment, and |I'm going to ask
you to take a look at that reference. That's also
at Appendix A, Part |, on page 1489 of the record.
That's the third page fromthe end of the package
you have here.

ARBI TRATOR LOVENFELD: | have to at | east
turn the pages?

MR. BECKER: Yes. Third page fromthe
end, 1489. |If you | ook over in the right-hand
col um about hal fway down the page, the second ful
par agraph, the first sentence reads: "The
ri sk-based guidelines apply on a consolidated basis
to bank hol di ng conpanies with consolidated assets
of $150 million or nore."

Now, in the follow ng sentence, it sets
out sonme exceptions to the exception, but the point
we are trying to make here is that not all bank
hol di ng conpanies in the United States are subject
to capital adequacy requirenents.

Now, where the capital adequacy
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requi renents do apply, they're not for the hol ding
conpany alone. Rather, the capital is neasured on
a consolidated basis for the entire organization.
That is, the conbination of the hol di ng conpany
wth the subsidiaries. That neans that a hol di ng
conpany can neet its capital requirenents based on
solely on the capital held by its subsidiaries if
that is sufficient to neet the m ni num
requi renents. In other words, the hol di ng conpany
itself is not necessarily required to have its own
capital beyond what's required by basic corporation
| aw, provided its subsidiaries have sufficient
capital to neet the global requirenments. So, it's
not a situation where you just take the hol ding
conpany and look at it a loan. [It's always | ooked
at on a consolidated basis.

Finally, bank hol di ng conpani es that want
to becone diversified financial entities and take
advant age of expanded powers provided by a | aw
known as the G amm Leach Blylie Act, which

aut hori zes bank hol di ng conpanies to do such things
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as engage in insurance and full-service security
activities have to becone not only bank hol di ng
conpani es, but also financial hol ding conmpanies.

And the law on that is filed in 12 USC
Section 1843(1)(1), which is at record page 1480,
and 12 CFR Section 225.86, which is found at record
page 1486.

Now, while financial holding conpanies are
required to maintain all of their subsidiary
institutions at, quote, well capitalized, unquote,
| evel s, there are no separate specific capital
requi rements at the hol di ng conpany | evel separate
fromthe requirenents that already apply to bank
hol di ng conpani es.

Based on what | have just gone through, we
think that the U S. systemis closely simlar to
that of Mexico in the relevant respects. W think
this is not surprising, as the U S. system has
served as a nodel for many countries, and it
t herefore appears that the interpretation of the

claimant, that is, the hol ding conpanies are not
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financial institutions if they don't deal with the
public, would conpel the result that U S. banking
and financial holding conpanies are also conpletely
out side the scope of Chapter 14. Conversely,
Mexico's interpretation would lead to the
concl usion that the hol ding conpanies are within
the scope of Chapter 14.

Thank you

MR. PEREZCANO | would now |ike
M. President, to give the floor to M. Thonmas to
address sone of the other issues raised.

MR. THOVAS: M. President, and Menmbers of
the Tribunal, one of the questions that was posed
by the Tribunal was pronpted by subm ssions made by
Judge Schwebel yesterday. And he nmade reference to
over 2,000 Bilateral Investnent Treaties or BITS as
t hey have cone to be known, which have been
concluded in order to confer certain internationa
| aw protections upon the investors of the
signatories to those treaties. And Judge Schwebel

referred to the right of direct access, and urged
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the Tribunal to not restrict this fundanenta
right.

One hesitates to take issue with such a
di stinguished jurist, but we respectfully disagree
with the thrust and sone of the specifics of his
subm ssions because in referring to this network of
over 2,000 Bilateral Investnent Treaties, Judge
Schwebel ' s subm ssi on downpl ayed t he significant
differences between this investnent protection
agreenent found in this Conprehensive Free Trade
Agreenent, and what m ght be called the ordinary
BI'T.

Now, when | use the term"the ordinary
BIT," | recognize imediately that there are
differences in expression and differences in
wor di ng, and differences in concepts as between
BITS. But there are fundanentally different
di fferences between Bl Ts, and the chapters that you
are presented with in this particul ar
jurisdictional objection.

And NAFTA illustrates the point very
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nicely. This ties in to the question, why were
financial services decided to be separated out for
separate treatnent in the NAFTA?

When | was exam ning that question and
exam ni ng the question posed about Judge Schwebel's
thesis, I went back and | ooked at the file note or
the note that was attached to M. Fernandez's
testi nony, and you will note at page two of that
note it's the file record is C0027. The treaty to
which Allianz, the German conpany, nade reference
was the Mexico-Federal Republic of Gernmany
Agr eenment concerning the reciprocal pronotion and
protection of investnents. That is stated
explicitly at page two of the note.

Now, | don't wish to go into |engthy
di ssection of that Bilateral I|nvestnent Agreenent.
The Tribunal could easily get a copy of it or we
could provide a copy of it, if you wish, but 1"l
make the followi ng very sinple points. The entire
text of that treaty in English is 15 pages |ong, as

conpared to 31 pages for NAFTA Chapter 11, not
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15:17:01 1 including its Annexes, 18 pages for Chapter 14 not

2 including its Annexes, and 18 pages for the

3 state-to-state dispute settlenent mechani sm of

4 Chapter 20.

5 Now, what this illustrates is that while

6 BITS and NAFTA Chapter 11 and NAFTA Chapter 14, to

7 the extent NAFTA obligations have been expressly

8 incorporated therein, may share the same or simlar

9 philosophies. It is absolutely crucial that

10 tribunals that are presented with clains thereunder

11 exam ne precisely the expression of the substantive

12 obligations that are put before them the

13 relationship between other renedies and the

14 investor-state nechanism the rel ationship between

15 bodies that nay be established by the treaty or the

16 investor-state on or about arbitration mechani sm

17 and the other issues that the states, parties to

18 the treaties, have found necessary in order to

19 conclude the treaty.

20 And in this respect, we do not agree with

21 the suggestion that Chapter 14 is an exception for



15:18:16 1

10

11

12

13

14

15

16

17

18

19

20

21

458
Chapter 11. Chapter 14 is a stand-al one chapter
that deals with cross-border financial services,
the establishment of financial institutions,
i nvestnent and financial institutions and various
actions that the parties may take in relation to
the financial sector.

Far from being an exception, the Chapter
14 negotiators whom as we heard and it's
uncontroverted between the parties, were conprised
of representatives of the Departnent of Finance and
the Departnents of Treasuries of the states
concerned. They convened, and they dealt with the
need to address the financial services issues
entirely in one chapter.

And that nust be kept in m nd when one is
considering this counterintuitive. It could only
be considered a counterintuitive argunent advanced
by the cl ai mant.

The authorities were enphatic that there
be a negotiating group for separate financial

services. They saw significant opportunities for
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15:19:20 1 expanding investnment and trade in financial

2 services, but these market-openi ng considerations,
3 which were actuating the negotiations, were al so
4 counterbal anced and i nfluenced by their concern to
5 be able to regulate, to be able to supervise, and
6 to be able to take prudential measures where
7 necessary. And you have seen the kind of |anguage;
8 it preserves that ability to regul ate.
9 They insisted on defining the chapter
10 scope, and coverage, and that scope and coverage is
11 set out in 1401.
12 In Article 1401, when they incorporate al
13 of the appropriate aspects of Chapter 11, in other
14 words, the ability to establish a tribunal such as
15 this, howthe tribunal will operate, all of that is
16 incorporated expressly by way of Article 1401,
17 paragraph 2.
18 But then the financial services
19 negotiators then | ooked at Chapter 11 and said,
20 which of the Chapter 11 obligations contained in

21 Section A of Chapter 11 wll we allow to be
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15:20:29 1 included in Chapter 14 in order to formthe basis

2 for an investor-state clain? And those are |isted

3 exhaustively in Article 1401, paragraph 2. And |

4 refer the Tribunal to the | anguage which says

5 "Articles 1109 through 1111, 1113, 1114, and 1211,

6 are hereby incorporated into and nade a part of

7 this chapter. Articles 1115 through 1138 are

8 hereby incorporated into and made a part of this

9 chapter, solely,” and | enphasize the word

10 "solely,"” for breaches of a party of Articles 1109

11 through 1111, 1113, and 1114, as incorporated into

12 this chapter.

13 It cannot be nore precise, what provisions

14 of Chapter 11 were expressly incorporated into this

15 chapter, and those are the only provisions of the

16 NAFTA which are subject to investor-state

17 arbitration when we are concerned with an

18 investnent in a financial institution.

19 The short answer, therefore, to the

20 additional question today, with respect to

21 Article 1405, is that Article 1405 is not listed in
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15:21:52 1 Article 1401(2), as an obligation of the alleged

2 breach of which could be nmade the subject of

3 investor-state claimunder Chapter 14 as it has

4 Dbeen drafted by the authorities.

5 Now, | want to point out one other thing.

6 We have made in our witten submssion filed with

7 the Tribunal, the respondent devoted a consi derable

8 anount of space to explaining the interaction of

9 Chapter 11 and Chapter 14, and | want to note that

10 at footnote 60 of the counternmenorial which has

11 been filed by the claimant, it is stated that,

12 quote, Fireman's Fund does not take issue with

13 Mexico's extended explanation of how, as a |egal

14 matter, the dispute settlenment provisions of these

15 two chapters intersect. That's at footnote 60 of

16 the counternenorial.

17 In its description, although Mexico

18 pointed out it did not apply in this case because

19 there is no inconsistency between the chapters,

20 there was a rule noted that Chapter 11 includes

21 sonething that the negotiators called an underride



15:23:10 1

10

11

12

13

14

15

16

17

18

19

20

21

462
cl ause, and the underride clause which is contained
in Article 1112, paragraph 1, states that in the
event that there is a conflict between Chapter 11
and anot her chapter of the NAFTA--1 see you noddi ng
your head, Professor Lowenfeld--the other chapter,
not Chapter 11, would prevail to the extent of the
i nconsi stency. W have set this out at paragraphs
19 to 26 of the nmenorial, and | would respectfully
urge you to review that, especially given that the
cl ai mant has not taken issue with this analysis.

Now, M. Perezcano has alluded already to
the Mexican view that the |level of protection
bet ween Chapter 14 and Chapter 11 is not
significantly different. 1In fact, he said it was
very, very close, indeed. W have al ready shown
you by the chart that was included in the nenoria
that there is a substantial overlap in the
substantive obligations between the two chapters.

The second point to note is every
substantive obligation of Chapter 14 is subject to

di spute settlenent. Unlike sone other chapters of
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this agreenent, for exanple, Article 1501, the
conmpetition clause, that's expressly exenpted from
party-to-party dispute settlenent. But Chapter 14,
t he substantive obligations are subject to
state-to-state dispute settlenment, which, as
M. Perezcano pointed out, is the general rule. It
IS investor-state arbitration, which is the
exception in the NAFTA, and it was carefully
delineated by the drafters of the agreenent.

Now, why is it that the states may have
wanted to delimt the obligations that could be
made subject to the investor-state? It's not just
this issue of the potential for political
enbarrassnment or the desire, the problemthat was
state to state you may have a politicization of
di sputes. There are fundanental policy interests
at stake, and the policy interests are, and the
belief of the negotiators is, that if you do
not--if you make it subject to state-to-state
di spute settlenent, the states will be concerned

not only wwth their interest as a potenti al
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conpl ainant, but as their interest as a potenti al
respondent. In other words, there is a bal ancing
of interests within the state with respect to
i nternational dispute settlenment against another
state.

That bal ancing, that filtering, and the
consi deration of positions, of |egal positions that
will be articulated to a state-to-state dispute
settl enment panel does not occur in the case of
private investor bringing a claim A private
i nvestor does not have the |long-term system c
interest in the interpretation of the provisions.
And that's a fundanmental difference there. It was
the states' choice--the three parties to the
NAFTA--their choice to decide which of these they
woul d allow to be the subject of investor-state
arbitration.

Now, | would point out that there has been
the assunption that if this party were to be
governed entirely by Chapter 11, which we say is a

counterintuitive, anonmal ous, and nonsensi cal
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15:26:47 1 interpretation of this particular provision of

2 financial services, that sonehow these | evel s of

3 protection are higher. My | point out to the

4 Tribunal that the national treatnent provision in

5 Chapter 11 requires the application of certain

6 tests in order to establish liability.

7 And may | al so point out to the Tribuna

8 that Article 1108 of Chapter 11 contains exceptions

9 that will excuse a state's ot herw se apparent

10 breach of the national treatnent rule.

11 In this respect, | was struck by the

12 opening subm ssion of M. Price where he said that

13 the repurchase of the peso-denom nated debentures

14 was, quote, nmade through BanCrecer w th nonies

15 guaranteed by the Mexi can Governnent.

16 And then he went on to say, wthout the

17 Mexican's governnent's participation, endorsenent

18 financial support and approval, those debentures

19 could not have been re-purchased.

20 That's at, | believe, page 37. | didn't

21 have the hard copy of the transcript when | pulled
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15:27:56 1 out the quote.

2 Simlarly, M. Fernandez testified from
3 the market, the market knew that FOBAPROA were, in
4 fact, the fact of covering the whole liability, so
5 it was a kind of a governnent guarantee of the
6 funding of the bank. Well, Article 1108, paragraph
7 7, excludes fromthe national treatnent obligation
8 quote, subsidies or grants by a party, including
9 governnent-supported | oans and guarantees. So,
10 there should be no illusions here that there is
11 sone significantly higher degree of protection in
12 Chapter 11 than there is in Chapter 14.
13 The states party to Chapter 14 are
14 interested in seeing these obligations are fully
15 conplied wth, and there are exceptions in Chapter
16 11 which are available to the states that are
17 finding thenselves in the position of being a
18 respondent.
19 | just want to turn just by way of
20 conclusion, if | could ask the Tribunal just to go

21 back to the definition of "financial institution,”
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because we have | abored | ong and hard to understand
precisely what it was the clai mant was doi ng when
it rendered the interpretation that it rendered.
And if you could put Article 1416 in front of you,
that definition of "financial institution," our
consi dered conclusion after listening to their
subm ssi ons and anal yzing the w tness statenent of
M. Borja is this: They would read out of the
definition certain words. They would prefer--they
said they accepted it's in there, but they would
prefer "or other enterprise” not to be in that
definition. But they would read it to nean any
financial internediary or other enterprise that is
aut hori zed to do business, and then they woul d
square bracket insert "with the public as a
financial internediary,"” end of square brackets,
and regul ated or supervised as a financial, and
they woul d delete "institution" and insert
"Iinternediary,"” under the law of the party in whose
territory it is |ocated.

But that's not what the drafters did. The
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drafters expressly included the idea of any
financial internmediary or other enterprise that is
aut hori zed to do business. And we have admtted at
paragraph 26 of M. Borja's--of his statenent, that
financi al hol ding conpanies are authorized to do
busi ness anong ot her things by issuing debentures,
the very kind of debentures that were at issue in
this case. He admits they are authorized to do
busi ness, but he says it's a very limted type of
busi ness, but you don't see a de minims limtation
inthis definition. You don't see any qualitative
| evel that has to be nmet by the financial entity,
and it's regul ated or supervised--again, regul ated
or supervised. There are two different forns of
governnmental participation.

This is a broad definition. The breadth
of the definitionis reflected in the fact that
when Mexico took reservations, as M. Perezcano has
poi nted out, and the very first reservation that
Mexi co took to Chapter 14, not to Chapter 11, the

reservati on was expressly relating to, anong ot her
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15:31:46 1 types of entities and institutions, Mexican

2 financial holding conpanies. And if we | ook at

3 where the reservation was taken, it was taken to

4 Article 1403 and Article 1405. What is the title

5 of Article 1403? Establishment of Fi nanci al

6 Institutions.

7 In our respectful subm ssion, this

8 | anguage shoul d be read given its ordi nary neaning

9 in the context and in light of the object and

10 purpose of this agreenent, and it would be

11 extraordinary to consider that an investnent in a

12 financial holding conpany shoul d suddenly be taken

13 out of Chapter 14, which was a stand-al one chapter

14 dealing conprehensively with financial services and

15 investnent, and taken into another chapter.

16 Thank you.

17 MR. PEREZCANO Thank you, M. President.
18 | would sinply wish to concl ude.

19 Question nunber eight submtted by the

20 Tribunal is if, in putting aside definitions which

21 could be narrow, is there a rationale to
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differentiate one financial group froma financial
intermedi ary for purposes of the protection of
i nvest ments under the NAFTA?

Now, the response of the Mexican
Governnment is that there is no rationale.

M. Thonmas and | have already referred to the

| evel s of protection granted under the treaty by
Chapter 14-or by Chapter 14 in terns of substantive
| evel s of protection. Substantive protection is
not provided by the discipline of settlenment of
controversi es.

And | would lastly wish to conclude, and |
touched on this in ny initial presentation, | would
like to conclude with the inplications that an
interpretation such as that suggested by the
claimant, in spite of what was said on severa
occasi ons by M. Fernandez yesterday, as is
indicated in the note which references to his
testinony and referred to by ny coll eague,

M. Thonmas, the neasures adopted in 1995 and years

followng were related to the stability of the
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15:34:36 1 financial system

2 G ven the probl ens bei ng suffered,

3 nunerous financial institutions, anong others, the
4 BanCrecer group, the rescue plans were directly

5 related to this. This is a fundanental safeguard
6 that countries require, and Mexico, subsequent to
7 joining the Free Trade Agreenent, has suffered the
8 need to adopt neasures to protect its financial

9 system and it did so, protecting its duties under
10 the treaty.

11 But it is also inportant to stress what
12 was said by M. Borja today. Before the Free Trade
13 Agreenent, there were alnobst no investnents in the
14 financial sector. |In the best of cases they were
15 mnority investnents in sone institutions. The

16 Mexican financial system has been transforned

17 during the last 10 years of the treaty, in |arge
18 nmneasure thanks to the provision of Chapter 14 that
19 allows for investnent not only in banks and in
20 brokerage firns, but in groups and in holding

21 conpanies, which today nake up the nost inportant
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financial groups in the country. Financi al
institutions are the greatest weight in the country
and whi ch have been able to participate thanks to
t hese provisions of the NAFTA which were
i npl enmented by many, including M. Borja.

Thus to now nove backwards and to say that
it was not one thing but rather another to attenpt
to have the whole pie, the benefits of investnent
in the financial sector w thout those issues which
have to do with the safeguards adopted by the
parties, is not possible.

Thus, | insist the matter before us, the
matter of nonjurisdiction set forth by Mexico, has
policy inplications, regulatory and financial,
whi ch go nuch beyond a di spute between Fireman's
Fund and the Governnent of Mexi co.

Wth this, gentlenen, | conclude ny
presentation. Thank you for your attention.

PRESI DENT van den BERG  Thank you,

M . Perezcano.

| think you have requested, M. Price,
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30-m nutes recess?

MR. PRICE: Yes, M. President.

PRESI DENT van den BERG | grant it. Half
an hour recess.

(Brief recess.)

PRESI DENT van den BERG M. Price, please
proceed with your closing.

CLOSI NG ARGUMENT BY COUNSEL FOR CLAI MANT

MR. PRICE: Thank you very nuch,
M. President and Menbers of the Tribunal. | nust
say that you have been extraordinarily patient in
listening to the oral presentations of the parties
these | ast two days on sonetines very technica
matters, and I wish | could say that the
presentation on the technical matters and
interpretations of Mexican | aw has ended, but it
has not .

As M. Perezcano quite properly pointed
out, the NAFTA was a carefully negotiated docunent.
The | aws i npl ementi ng NAFTA were carefully

prepared. It is for this reason that we paid cl ose
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16:25:23 1 attention to both the terns of both NAFTA and the

2 inplenenting legislation. This is not a

3 preoccupation wth formalities. These are not

4 technical niceties. Governnents express thenselves

5 in language. They nust be understood to nean what

6 they say, and it is, therefore, that we focus on

7 those terns.

8 |"m going to ask ny col |l eague,

9 M. Alexandrov, to address the Tribunal on a

10 definitional aspect, and then | will resune the

11 closing and address the questions posed by the

12 Tribunal .

13 PRESI DENT van den BERG M. Al exandrov.
14 MR. ALEXANDROV: Thank you, M. President.
15 M. President and Menbers of the Tribunal,
16 | would like to focus not only on the definition

17 for "financial institution" under Chapter 11,
18 Chapter 14, but those provisions that relate to
19 that definition and discuss what the financial
20 institution actually is.

21 And | would like to wal k over
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Article 1403, Annex VII(B) and VIl (C), and
interpret themtogether with the provisions of the
| aw on the financial holding conpanies or Ley para
Regul ar | as Agrupaci ones Fi nanci eras, and in
particular Article 27-A, which in your claimant's
binder is Tab H, and Article 7 of the sane | aw,
which in your claimant's binder is Tab D. And |
will start with Article 1403.

Paragraph 5 of Article 1403 defines an
i nvestor, an investor of another party engaged in
t he business of providing financial services. This
i nvestor under paragraph 1 of Article 1403 is
permtted to establish a financial institution in
the territory of another party, and the reason |'m
focusing on this provision is because the concept
and term"financial institution" appears here.

PRESI DENT van den BERG  You say in
paragraph 5, Article 1403, the term "financi al
institution" appears?

MR. ALEXANDROV: No. Under paragraph 5 of

Article 1403, an "investor" is defined as an
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i nvestor engaged in the business of providing
financial services.

ARBI TRATOR LONENFELD: As | read this,
i nvestor of another party, let's say an Anerican
financial group, to use a neutral term neans an
i nvestor of an American donmicile or establishnent,
engaged in the business of providing financial
services in the territory of the United States.

MR. ALEXANDROV: Yes. Let's assune that's
a US. bank, right. This U S. bank under paragraph
1 of Article 1403 is permtted to establish a
financial institution in the territory of Mexico.
If you will permt ne for ease of reference | wll
use U. S. bank then, instead of investor of another
party.

A U. S. bank, under paragraph 1 of
Article 1403, is permtted to establish a financial
institution in Mexico, and | am begi nning the
anal ysi s here because the analysis will be focused
on what is it that the U S. bank is permtted to

establish in Mexico because, the way we see it,
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this is how we can determ ne what financi al
institution is.

The reservation Mexico made in Annex
VI1(B), paragraph 14 was the foll ow ng.

ARBI TRATOR LOVENFELD: Reservation?

MR ALEXANDROV: As to what kind of
institution can be established in Mxico.

ARBI TRATOR LOAENFELD:  So, 1403(1) says
the investor could choose the judicial forumit
| i kes, and then the Annex is a reservation to that?

MR, ALEXANDROV: Right. It limts the
types of financial institutions that the U S. bank
can establish in Mexico.

And this is howit does that. 1'm
referring to paragraph 14 of Annex VII(B), and |I'm
reading it, in part, Mexico may limt the
eligibility to establish a foreign financi al
affiliate in Mexico to an investor of another party
that is directly or through any of its
affiliates--and | enphasi ze engaged--in the sane

general type of financial services in the territory
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of the other party; and B, limt such an investor
to no nore than one institution of the sanme type in
Mexi co.

And if you will permt me to use the
illustration wwth the U S. bank, under the general
provi sion of 1403, a U. S. bank can establish a
financial institution in Mexico, but under
the--under the Iimtation in Annex VII(B) paragraph
14, Mexico is saying if you're a U S. bank, you can
only establish a bank in Mexico, because this is
the institution engaged in the sane general type of
activity, and you can establish only one.

ARBI TRATOR LOVENFELD: Fireman's Fund,
bei ng an i nsurance conpany, can't establish a bank
i n Mexico.

MR. ALEXANDROV: Cannot establish a bank

ARBI TRATOR LOVENFELD: And then you get to
t hat ?

MR. ALEXANDROV: That's correct, but
taking it one step at a tine, and under Annex

VII(B), paragraph 14, an insurance conpany can only
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establish--a U S. insurance conpany can only
establish a U S. insurance conpany in Mexico.

But if you don't mnd, | would like to
stick with the bank exanpl e because of what wll
foll ow, because Mexico has other restrictions.

Now, what | want to enphasi ze, |ooking at
Annex VI (B), paragraph 14, is that from Mexico's
perspective, this affiliate that is established by
the foreign investor, foreign financial
institution, engages in financial services, the
sane general type of financial services, financial
services in the territory of Mexico.

If I can stop for a nonent here, and
before going into the exception fromthis
limtation, | would like to refer you to Article 27
of the Ley para Regul ar | as Agrupaci ones
Fi nanci eras, which is Tab H of your binders. Tab H
which is Article 27(a), Ronman one. Because it is
this provision that explains, that defines in terns
of Mexican law what is the affiliate established by

the U S bank, in ny exanple, under Article 1403
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16:35:20 1 and Annex (B)(14). It is a Mexican

2 corporation--1'mreading Roman one of 27-A--a

3 Mexican corporation authorized to be organi zed and

4 operate under the corresponding | aw such as any of

5 the financial institutions that are listed in the

6 first paragraph of Article 7 of this |aw

7 PRESI DENT van den BERG  You translate

8 "entidades financieras" as "financial

9 institutions"?

10 MR. ALEXANDROV: Let nme do that for these

11 purposes. | wll refer to the sane termin Article

12 7, so | would submt that because it doesn't nmatter

13 because--

14 PRESI DENT van den BERG  Because ny

15 limted Spanish, know edge of Spanish would be

16 institucion financiera, isn't it?

17 MR. ALEXANDROV: M. President, for the

18 purposes of this discussion, let us translate those

19 entitades financieras financial entities. | accept

20 your--

21 PRESI DENT van den BERG |I'msinply trying
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to foll ow the textual exercise

MR. ALEXANDROV: | was sinply reading from
this translation, but financial entities is fine.

And the reason it doesn't matter is
because if you look at Article 7, which is Tab D,
it is the sane termin Spanish, entidades
financieras that is used in the first paragraph of
that Article, and that Article has been extensively
di scussed yesterday and today, but what | want to
enphasi ze here is that whether or not this is a
definition of a financial institution, | don't want
to discuss that point now It clearly nmakes a
di stinction between a hol ding conpany and, to
foll ow the | anguage of 27-A entidades fi nancieras,
and it lists the entidades financieras, and |
submt to you that if you | ook together at 27-A and
7, the entidades financieras listed in Article 7
are the affiliates as defined in Article 27-A,
which are those affiliates that a U S. bank can
establish under Annex VII(B), paragraph 14.

Soif | my summarize, a U S. bank or



16:38:16 1

10

11

12

13

14

15

16

17

18

19

20

21

482
another U S. financial institution can establish
under VII(B)(14) the sane type of a financial
institution referred to in Mexican |law as an
affiliate and this affiliate is one of the
entitades financieras referred to in Article 7, and
it is not a controladora. |In other words, under
Annex VII(B) 14, a U S. bank or another U. S.
financial institution cannot establish by itself a
control adora in Mexico.

Now, if you allow nme to proceed, this
limtation in Annex VII(B)(14) has an exception,
and the exception is in Annex VII(Q(5), and if you
wll permt nme, | wll read it, and then | would
like to offer to you the interpretation that the
claimant attaches to this text.

I nvestor of another party--again, let's
assune a U.S. bank or another financi al
institution--that in accordance with Section B is
aut hori zed to establish or acquire, and establishes
or acquires a comrercial bank or securities firmin

Mexico. So, let ne stop here, and again
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illustrate. A U S. bank, therefore, it is
aut hori zed and allowed to establish a bank in
Mexi co, which is an affiliate, an entidad
financi era.

And now t he exception. My al so establish
a hol di ng conmpany in Mexico, and thereby establish
or acquire other types of financial institutions in
Mexi co under the ternms of Mexican neasures.

And the way we interpret that is, as |
said, a U S. bank cannot establish a control adora
inand by itself. A US. bank is permtted under
VII(B)(14) to establish a Mexican bank. And if the
U.S. bank wants to establish other types of
financial institutions in Mexico, it has to
establish a control adora, and thereby through that
control adora establish other types of financial
institutions.

ARBI TRATOR LOVNENFELD: | asked M. Borja
this norning, and | didn't get a good answer, so
let me ask you: Other than what? That is, one way

toread this is to say, well, financial holding
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conpany is a financial institution, and then there
are other types of financial institutions, but I
take it that's not your readi ng?

MR. ALEXANDROV: Professor Lowenfeld, you
are once again correct. This is not ny reading.

And the reason this is not ny reading is
because |'m | ooking at paragraph 5 of Annex VII(C
in the context of Annex VII(B)(14), which says the
only thing a U S. bank is allowed to establish in
Mexico is a Mexican bank, a financial institution
that engages in the sane general type of services.
Again, | enphasize, a U S. bank cannot establish a
controladora in and by itself. Therefore, when I
read paragraph 5 of Annex VII(C), the way | read it
is the U S bank that is already permtted to
establish a Mexi can bank can establish or acquire
ot her types of financial institutions, neaning
ot her than the bank, that Annex 7(B) has already
permtted it to establish, but the way to do that
is to establish a financial holding conpany.

ARBI TRATOR LOVENFELD: It's other than
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16:42:43 1 the, quote, sane general characteristics as the

2 Anerican bank?

3 MR. ALEXANDROV: Yes, absolutely.

4 ARBI TRATOR LOVENFELD: That's your

5 reading?

6 MR. ALEXANDROV: And this reading is also

7 confirnmed by the inplenenting | egislation, and |

8 want to refer you again to Article 27-A, which is

9 Tab H

10 Let me recall that Annex VII(B)(14)

11 referred to an affiliate. The Mexi can bank

12 established by the U S. bank is an affiliate, and

13 we have a definition of an affiliate in Roman one

14 of 27-A. A definition which, once again, excludes

15 control adoras because it refers to the |ist of

16 entidades financieras in Article 7. However, if

17 you |l ook at Roman three, Roman three defines the

18 holding conpany affiliate. And the reason there is

19 a separate definition of a "hol ding conpany

20 affiliate" is precisely because in paragraph 5 of

21 Annex VII(C), the other types of financial
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institutions that are established through a
control adora exclude the control adora itself. The
controladora is within the scope of that separate
definition of a holding conmpany affiliate.

ARBI TRATOR LOVENFELD: Coul d you say t hat
again slowy. | had trouble foll ow ng you
Apparently |I'm not fast enough.

MR. ALEXANDROV: | apologize. | wll do
it again.

ARBI TRATOR LOVNENFELD: No, no, you do it
very well, but do it again, please.

MR. ALEXANDROV: There are two separate
definitions in Article 27-A which, let us recall,
is the inplenenting |egislation. Under Roman one,
we have an affiliate referring to enti dades
financieras. Under Roman three, we have a hol di ng
conpany affiliate, in other words, a foreign-owned
control adora. The reason we have those separate
definitions is that under Annex B paragraph 14, the
U.S. financial institution can establish a Mexican

entidad financiera, a Mexican financial
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institution, which is defined as an affiliate. It
cannot establish a controladora. It cannot have a
hol di ng conpany.

Under Annex VII(CO(5), this U S financial
institution, a bank, can establish other affiliates
in Mexico, other affiliates, neaning other
financial institutions, other entidades
financieras. Once it has already established one,
once it has established its bank in Mexico under
(B), under Annex B, it can establish others under
(O (5), but the only way to do that is through
establishing a holding conpany affiliate, a
control adora. And the definition of a hol ding
conpany affiliate is different in the inplenenting
|l egislation fromthe definition of an affiliate.

It is taken out. It is not within the list of the
financial institutions or entidades financieras
that are listed in Article 7 of the | aw

ARBI TRATOR LONENFELD: What was BanCrecer?
The Anerican--in our case, the Fireman's Fund

didn't establish this group.
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MR. ALEXANDROV: No, BanCrecer had not hi ng
to do with Fireman's Fund. Fireman's Fund--the
i nvestnment of Fireman's Fund--and this is,
Prof essor Lowenfeld, the core of our case, is not
under Chapter 14 because it is not under 1403. W
don't have an insurance conpany establishing a
financial institution in Mexico. W do not have an
i nvest nent under Annex (B)(14) where an insurance
conpany in the United States establishes an
i nsurance conpany in Mexico, a conmpany engaged in
the sane general type of services. This is not the
type of case.

And we do not have a case under Annex
(O (5) where a U S. financial institution, let's
say Fireman's Fund, Fireman's Fund woul d be under
VII (O (5), if Fireman's Fund established first an
i nsurance conpany in Mexico as an affiliate under
Annex VI1(B)(14). Then, if Fireman's Fund
established a control adora, and through that
control adora established other affiliates, other

financial institutions in Mexico, let's say a bank.
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So, in the end, Fireman's Fund woul d first
establ i sh an i nsurance conpany in Mexico, and then
t hrough a control adora, a hol ding conpany affiliate
woul d establish, let's say, a bank or another
financial --

ARBI TRATOR LOVENFELD: BanCrecer is not an
affiliate at all. It m ght becone one if there was
conversion of the debentures into shares, then it
m ght becone an affiliate, but that never happened.

MR. ALEXANDROV: Well, even if that
happened, and when that happened, Fireman's Fund
woul d end up with shares in the control adora and
not necessarily majority shares. W are tal king
about establishnent, but Firenman's Fund woul d never
end up with ownership in BanCrecer, the bank.

Therefore, none of the structures that |
descri bed here under 1403, under Annex (B)(14), and
under Annex (C)(5) is applicable to this case.

ARBI TRATOR CARRI LLO  Just one questi on.

So, that neans that to the extent a

foreign investor, which engages in an investnent
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16:49:41 1 wth any country that is a party to NAFTA, to the

2 extent the foreign investor has not established a

3 controlling person in that jurisdiction in Mexico,

4 for example, affiliate, that means that the foreign

5 investor would not have a valid clain®

6 MR, ALEXANDROV: A valid clai munder

7 Chapter 117?

8 ARBI TRATOR CARRI LLO  Under Chapter 14.

9 That's your reading?

10 MR. ALEXANDROV: No, that is not ny

11 reading. Al | was saying was that Fireman's Fund

12 investnent is not one of the investnents that are

13 covered by the provisions that | was tal king about,

14 but--and therefore, Fireman's Fund i nvestnent is

15 covered by Chapter 11. But the purpose of this

16 interpretation, if I may take you back to where

17 started, was not to discuss the essence of the

18 investnent. That was in response to Professor

19 Lowenfeld's question.

20 The point that | was trying to nmake is

21 that the interpretation of the term"financi al



16:50: 48 1

10

11

12

13

14

15

16

17

18

19

20

21

491
institution,” if you |look at 1403, if you | ook at
Annex VI1(B)(14) and Annex VII1(C)(5), and if you
| ook at the definition of an affiliate in a foreign
hol di ng conpany and the inplenmenting |egislation,
27-A, and if you ook at Article 7 of the |aw on
the financial hol ding conpany that says
control adoras and entidades financieras, it becones
clear that what is established in Mexico under the
provi sions of 1403 and what is neant by "financi al
institution"” in paragraph 1 of 1403 is an
affiliate, affiliate, entidades financieras under
Mexi can | aw, not a control adora, not a hol ding
conpany affiliate under 27-A, and not a
control adora under Article 7 of the | aw

PRESI DENT van den BERG 1403, is that the
only triggering Article for Chapter 14? | ask you
t he question because paragraph 1 refers
that--states that the principle, the parties
recogni ze the principle that an investor of another
party should be permtted to establish a financi al

institution in the territory of a party due to a
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16:52:17 1 formchosen by such investor. That concerns
2 establishnent.
3 You just stated that this was not an
4 establishnment because they acquired in this case
5 convertible bonds in a financial holding conpany, a
6 controladora. So, | follow your exercise through
7 this, that 1403, the difficult nmechani sns,

8 VII(B)(14) and VII (C)(5) is not applicable as such
9 because that is all directed to the establishnent
10 as such. But--and then you would |like to state, of

11 course, that the next step you make, for that

12 reason, a controladora is not a financi al

13 institution.

14 MR. ALEXANDROV: That's correct.

15 PRESI DENT van den BERG  But nmay that not
16 be alittle bit too nuch focused on 1403? Because
17 1403 was your point of departure. Now, if 1403

18 woul d not be exclusively controlling, but what

19 would be controlling is sinply as a financial

20 institution, that that is what is applicable to

21 what Chapter 14 applies. Because we have first to
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| ook to Article 1401 to scope and coverage, isn't
it? And it says this chapter applies to neasures
adopted or nmintained by party relating to (A,
financial institutions of another party; and (B)
i nvestors of another party, and investnent of such
investors in financial institutions in the party's
territory; and (B), as you have stated that in your
menorial, so actually that is for all practica
purposes or for all |egal purposes, is where we
have to | ook at.

Then the next step you have to make or nay
have to make, depending I'min your hands, the
question is well, what of the financi al
institution? Wat you do is you start off the
anal ysis of 1403 and go to the annexes and then go
to the inplenenting |aw. However, should you not
make first the step and go to 1416 and ask
your sel ves what does the definition nean? Leave
out the question on the 1403 where you have--you
tal k about establishing one.

MR ALEXANDROV: M. President, to
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sunmari ze your question, your question is why don't
we step on the definition of 1416, but have to go
t hrough the exercise of 1403 in the Annexes to cone
to the definition of a financial institution?

PRESI DENT van den BERG W cone there
because you take it as a point of departure, | may
characterize it as sophisticated reasoning, you go
by step by step by step, and then you say, | ook at
the result, when you depart from establishing a
financial institution in the territory of another
party, then you end up, the financial control adora
woul d not fall under it?

MR. ALEXANDROV: | think | understand the
guestion, and let nme try to give you a brief
response. |In our briefs, in our witten materials,
and in our argunent we did, indeed, start fromthe
scope of Chapter 14, Article 1401(b), where the key
point is whether the investnent by Fireman's Fund
is an investnent in a financial institution. W
then went into the definition of a "financi al

institution" to see what that neans, and we have
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16:55:46 1 exchanged witten subm ssions, argunents, and

2 testinony, and apparently we have--respondent and

3 claimant have different understanding of what this

4 definition neans and what is the neaning of

5 "financial institution"” under Mexican |aw.

6 So what | was trying to do was, through an

7 interpretation of other provisions of NAFTA, as

8 inplenented in Mexican law, to support our argunent

9 that, indeed, the definition of a financial

10 institution under NAFTA and under Mexican | aw

11 excludes control adoras.

12 PRESI DENT van den BERG O course | do

13 recall what you have advanced al so in your

14 menorial, that you stated to, look, this is one of

15 the argunents. But it seens to ne that the

16 argunent takes this point of departure, the

17 situation in which you are going to establish one.

18 And as you just said yourself, this is not a

19 situation which you established a financi al

20 institution, but where a foreign investor acquired

21 an interest, let's put it in neutral term nology,
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in a financial holding conpany.

Is it not, then, you only have to |look to
1401 to the scope provision in connection with the
definitions in 1416, or is still that analysis
l[imted to wait a nonent, no, when we tal k about
taking interest in a financial holding conpany, you
have to | ook to the other provisions and to go to
this root in order to find out that indeed the
definition under 1416 excludes financial hol ding
conpany?

MR. ALEXANDROV: W have argued the
former, M. President, but as there have been
di sagreenents and different argunents on the
|atter, this is the argunent that we are advancing
now to assist and to enlighten our interpretation
of what is a financial institution under Mexican
| aw and under NAFTA.

And again, we are not arguing here that
this investnent had anything to do with the
establi shment of a control adora or the

establishnment of a financial institution in MXxico.
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It's not the establishnent that is an inportant
element. It's sinply to clarify the nmeaning of the
term"financial institution.”

ARBI TRATOR LOVENFELD: | hope you don't
mnd if we interrupt you, but this is the |ast
chance to answer our questions, and we are
listening carefully. Let me follow up the
Chai rman' s question and ask you what were these
notes that your client brought? | thought | should
| ook at investnment, the definition of "investnent,"
since it's not establishnent, as you just
confirmed. It seens to be a debt security; am!|
right? Look at 1416 under the definition of
investnent, all right?

MR. ALEXANDROV: Yes, Professor Lowenfeld.

ARBI TRATOR LOVENFELD: It seens to be a
debt security; isn't that right? | nean, it's a
| oan that has sonme convertible aspects, but it's
basically a debt security; is that right?

MR. ALEXANDROV: Yes, but--

ARBI TRATOR LOVENFELD: And then the next
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question is issued by whont?

MR. ALEXANDROV: |ssued by a financi al
institution.

ARBI TRATOR LOVNENFELD: Is that the ani mal
that we are dealing with, or are we back to the
same- -

MR. ALEXANDROV: W are back to the sane
di scussi on because the point we are making is that
the controladora is not the financial institution.
And once we have established, which was the point
of ny discussion, that a controladora is not a
financial institution, then this definition is
sinply not applicable.

ARBI TRATOR LOVNENFELD: Well, then, is it
an investnent?

MR. ALEXANDROV: Not under Chapter 14.

ARBI TRATOR LOVNENFELD: You're saying it's
not an investnent at all under Chapter 14, then we
better | ook at 1139, shouldn't we?

MR. ALEXANDROV: | think so, Professor

Lowenf el d.



16:59:49 1

10

11

12

13

14

15

16

17

18

19

20

21

499

ARBI TRATOR LONENFELD: Let's | ook at--debt
security. There is an investnent definition in
1139 as well, isn't there?

MR, ALEXANDROV:  Yes.

ARBI TRATOR LONENFELD: You are on 1139,

i nvest nent, paragraph C, and that's where you cone
out ?

MR. ALEXANDROV: Yes, Professor Lowenfeld,
and if | may submt, this has not been disputed by
respondent. But what respondent is asserting is
this investnent, which is an investnent under
Chapter 11 is also an investnent, is also covered
by Chapter 14 because it's an investnent in a
financial institution, and therefore Chapter 14
prevails.

But the fact this is an investnent under
Chapter 11 has never been di sput ed.

ARBI TRATOR CARRI LLO  Your argunent is
that it could not be under Chapter 14 because you
don't have the filial in Mexico, or a control adora

in Mexico?
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17:01:06 1 MR. ALEXANDROV: No. W are saying that
2 the investment is not in a financial institution.
3 ARBI TRATOR CARRILLO It woul d be
4 different if you had a filial in Mexico?
5 MR. ALEXANDROV: Yes, it would be
6 different if we had a filial in Mexico, then we

7 would have been under Chapter 14.

8 M. President, if you have no other
9 questions, | would like to defer to M. Price.
10 PRESI DENT van den BERG  The questions are

11 all Tribunal tinme, M. Price.

12 MR. PRICE: No, we encourage you to ask
13 questions, M. President, Menbers of the Tribunal.
14 PRESI DENT van den BERG |'msure it's
15 about timng. Feel free.

16 MR PRICEE | would |ike now to address
17 sone of the questions put by the Tribunal to the
18 parties, and I'mgoing to state these questions
19 before | address them and if any Menber of the
20 Tribunal would like to clarify the question, |

21 would wel cone that.
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The first question was what are the
statutory and/or regulatory differences between
ordi nary hol di ng conpani es and financial hol ding
conpani es under Mexican | aw?

PRESI DENT van den BERG  Actual ly, that
was question nunber two. \What are the statutory
and reqgul atory differences between an ordi nary
hol di ng conpany?

MR PRICE: I'mstarting wth question
two. | believe that M. Fernandez addressed quite
adequat el y questi on nunber one.

PRESI DENT van den BERG  Ckay.

MR. PRICE: Wat are the statutory and/or
regul atory differences between ordi nary hol di ng
conpani es and financi al hol di ng conpani es under
Mexi can law? What is the reason for these
differences, if any?

First, a nonfinancial holding conmpany is
not prohibited fromengaging in the activities of
its subsidiaries. Now, | hasten to add that there

is no special law in Mexico creating a genera
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category of nonfinancial holding conpanies. There
is, however, a specific provision under Mexican tax
| aw, the sole purpose of which is to permt the
filing a consolidated return by a nonfinanci al
hol di ng conpany.

In contrast, under that sane |aw,
financi al hol ding conpani es cannot file a
consolidated return. More critically, financial
control adoras cannot engage in the activities of
their subsidiaries. That is, they cannot engage in
the provision of financial services.

And the reason for the special and
addi tional regulation of financial holding
conpanies is not to regul ate hol di ng conpani es as
financial institutions, but rather to ensure that
they are precluded fromever becom ng, indeed,
financial institutions.

| would like to nove on to question nunber
three. As | understood it, it was under NAFTA, is
it not correct that only conpani es engaged in the

financial services sector of their home country can
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becone a financial hol ding conpany?

W have spent sone tinme on the margins of
that question, but let nme say this. |If by the word
"beconme" a financial holding conpany, you nean
"acquire a controlling interest” in a financial
hol di ng conpany, or establish a financial holding
conpany, then the answer is yes. That is, in order
to acquire a controlling interest in a control adora
or establish a control adora, you nust be a
financial institution in your home country.

But | would note that this is only the
case for foreign investors in control adoras. There
is no such limt on Mexican owners of a
control adora. A Mexi can conpany engaged in the
manuf act uri ng of shoes may own a contr ol ador a.

ARBI TRATOR LOVNENFELD: That's irrel evant
to NAFTA.

MR PRICE: It's irrelevant to NAFTA It
is relevant to a nunber of the questions that have
been put by the Tribunal.

If, on the other hand, by "becone" you
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mean "invest in", that is wwth less than a
controlling interest, then the answer is no. Any
entity in the United States nay invest in a
control adora in the sense of what happened here,
acquiring the debt securities of that control adora.

And by acquiring the debt securities of a
control adora, one thereby invests in that hol ding
conpany, a debt security being a form of investnent
bot h under Chapter 14 and under Chapter 11.

The point is the identity of the foreign
investor is not relevant for purposes of
determ ni ng who may nake an investnent. It is
coincidental that Fireman's Fund is also a
financial institution. W would be here today if
the claimant were a manufacturing conpany that had
acquired 50 mllion in debentures.

And while we are on this point--well,

Prof essor Lowenfeld, |let ne ask, has M. Al exandrov
satisfied your question of what "other" neans in
(Q((5)7?

ARBI TRATOR LOVENFELD: |'mnot ready to
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render a decision, but | need no nore.

MR PRICE: Then I'lIl nove on. 1'd like
to nove on to question four.

What is the scope of limtations of
Article 16 of the Financial Hol ding Conpany Act?

In particular, is the offering of convertible bonds
by a financial holding conpany engaging in
financial services to the public, and therefore a
characteristic of a financial institution?

Qur answer is no. The exercise by a
control adora of that |imted enunerated power is no
different than the issuance of debt securities by
any ot her corporation. The only way, though, that
a control adora can use the proceeds of that
issuance is to capitalize its subsidiaries, acquire
ot her subsidiaries, or nerge subsidiaries.

By contrast, when a financial institution
i ssues debt, it is permitted to take the proceeds
and lend it to others, to the public, capturing the
essence of internediation. M. Mncera hinself

confirnmed that were a control adora to use the
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proceeds of a bond issuance in this fashion, it
woul d be a crimnal offense under the banking | aw

ARBI TRATOR LONENFELD: Excuse ne, but
didn't M. Borja today say the mrror transactions,
t he proceeds of the bonds go imediately to the
subsidiary which then in turn I ends? | thought--he
used the word "mrror" several tinmes. Isn't that
t he same thing?

MR PRICE: No, | do not believe he said
t he subsidiary then takes the noney and lends to
t he public.

ARBI TRATOR LOVENFELD: The Chairman said
by "mrror" you nmean back-to-back, and you said,
Well, it was about the sanme thing, sonething |ike
t hat ?

MR PRICE: | think it was an issuance to
t he control adora, between the subsidiary and the
control adora, not to the public.

ARBI TRATOR LONENFELD: There is one nore
tier?

MR PRICE: |'msorry?
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ARBI TRATOR LOVENFELD: The control adora
passes the funds on to the financial institution,
which, in turn, if it's a bank, lends? The |easing
conpany | eases them it extends credit one way or
the other; is that wong?

MR. PRICE: \Wat, that a bank | ends noney?

ARBI TRATOR LOVENFELD: Yes, a bank | ends
money.

MR. PRICE: A Bank | ends noney.

ARBI TRATOR LOVENFELD: The noney it |ends
it just got fromthe control adora selling bonds; is
t hat wong?

MR. PRICE: No, no, that's not wong.

When the control adora capitalizes the subsidiary,

it permts the subsidiary to engage in business,
and that business, if it's a bank, may include

| ending. But there is no suggestion by any
financial regulator that |I'maware of that the act
of a parent issuing bonds, taking the proceeds, and
capitalizing the operations of their subsidiaries

itself constitutes internedi ation
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ARBI TRATOR LONENFELD:  You equate
internmedi ati on with doi ng busi ness?

MR PRICE: | equate internediation wth
the transaction outside the group.

The reference to M. Mancera's testinony,
if I may, is at the transcript pages 132 and 133.

M. Fernandez also testified that if a
hol di ng conpany were to | oan the proceeds of a debt
i ssuance to the public, it would be transforned
into a financial institution, and that's the
transcri pt at page 165.

Il would like to go to question nunber
five: \What is the influence of, or interaction
with, if any, the 1988 Basel capital accord, in
particul ar paragraph 10 of the Basel Committee, on,
(A) Mexican law, and (B) definition of "financi al
institution" in Article 1416 of the NAFTA? The
sanme question for the proposed Basel accord of
January 2001, in particular paragraph 2.

| think that yesterday's testinony was

quite instructive on this point. M. Mncera
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17:13:08 1 asserted that there was no capital requirenent

2 applicable to control adoras ot her than the 50, 000

3 peso anount applicable to all corporations

4 generally: Transcript, page 112.

5 When asked by Professor Lowenfeld whether

6 Article 30 of the Financial Holding Conpany Act

7 authorized the Finance Mnistry to i npose capita

8 requirenents, M. Mncera stated, yes, it would,

9 but he noted that the inposition of capital

10 requirenents depends on the entity and on the risks

11 involved: Transcript at page 117.

12 To us, it follows fromthis that the

13 absence of a capital requirenment on the hol di ng

14 conpany nust nean that the operations of the

15 holding conpany itself present no risk to the

16 public, and this concept is reflected in the

17 principle of the two Basel accords. Neither Basel

18 | nor Basel Il have capital adequacy requirenents

19 for holding conpanies. The 1988 accord only

20 applies to banks and their subsidiaries, not to

21 holding conpanies. Basel Il, to be inplenented in
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the future, naybe--thank you--extends its capital
adequacy requirenments to include hol di ng conmpani es,
but only on a consolidated basis. Like its
predecessor, Basel Il does not contain stand-al one
capital requirenents on the hol ding conpany as
such.

Thus, apparently even the drafters of the
Basel accords recogni ze that the hol di ng conpanies
thensel ves as entities present no risk to the
publ i c.

In our view, because neither Basel accord
i nposes capital adequacy requirenents on hol di ng
conpani es, neither |ends support to the proposition
that a hol ding conpany is regul ated or supervised
as a financial institution under Mexican | aw.

| nove to question six.

ARBI TRATOR LOVENFELD: Before you do, sir
| guess that's consistent with your notion--1 mean,
com ng back to the previous colloquy we had, or |
had, | guess, with M. Al exandrov, that you' re not

under the definition of 1416 i nvestnent because
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that gets you into the question of whether it's
regul atory capital. And you say it's not, does not
have reqgul atory capital; is that right?

MR. PRICE: W are arguing that our
investnment in this controladora is an investnent
wi thin the neaning of Chapter 11.

ARBI TRATOR LOVNENFELD: Only?

MR PRICEE Only. For purposes of this
proceedi ng, certainly. An inportant qualification.

Question six: Wuld an investnent fall
under the definition of Article 1416 of the NAFTA
if the same facts applied in a reverse situation?
| wll be very brief.

There is no way that we know or can know
the answer to this question because there woul d
have to be an exact l|legal parallel to the
control adora under U.S. or Canadian law. It has
not been shown that this is the case. The fact
that the United States has sonething called the
Bank Hol di ng Conpany Act which uses the sane two

wor ds "hol di ng conpany" does not for a nonent nean
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or suggest that it is the sane thing as a
control adora under Mexican | aw

For present purposes, we do not need to
assert or deny that a U. S. bank hol ding conpany is
a financial institution.

The question before this Tribunal is
whet her a control adora, as established under
Mexican law, is a financial institution, not
whet her an enterprise or entity under sonebody
el se's law, which may al so have the power to hold
shares in financial institutions, the question is
not whether that entity is a financi al
institution--

ARBI TRATOR LONENFELD: It's interesting
because as far as | can tell, | haven't read every
page of this thousand-page docunent, but the
reference to the local |aw shows up only in the
definition of "financial institutions.” 1In
general, you have reciprocity, and here is a
di fference.

So, Anerican | aw has one provision, and
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Mexi can | aw has anot her provision, Canadian a
third. They don't have to be parallel

MR. PRI CE: Exactly.

ARBI TRATOR LOVENFELD: Ckay.

MR PRICE: And that is why, contrary to
what has been suggested, a holding by this Tribunal
that a controladora is not a financial institution
wi |l have no bearing on the question that nay cone
up in a future hypothetical case as to whether or
not a bank hol di ng conpany under U.S. lawis a
financial institution because in each case--in each
case, your exam nation is under the donmestic |aw of
the relevant party.

Il would like to nove on to question seven
Does authorized to do business, in quotes,
"authorized to do business," as referred to in
Article 1416 include the situation where a speci al
pur pose conpany holds the majority share in other
conpani es that are engaged in rendering financi al
services?

Qur answer is no. As used in
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17:20:05 1 Article 1416, the phrase "authorized to do
2 business" nmust be read in conjunction with the
3 latter half of that sentence to nmean authorized to
4 do business as a financial institution.
5 M. Mancera confirmed this reading of the

6 phrase yesterday: Transcript page 106, and |

7 quote:

8 "QUESTION: So, then, you agree that
9 to be wwthin that definition, 1416, an

10 enterprise nmust be authorized to do

11 busi ness as a financial institution?

12 "ANSVER:  Yes."

13 Further argunment in support of our reading

14 is found at paragraphs 8 through 12 of claimant's
15 subm ssion of February 4th. It follows fromthis
16 analysis that a special purpose conpany descri bed
17 by the Tribunal is brought within Article 1416 only
18 if it is authorized to do business as a financi al
19 institution, and regul ated or supervised as a

20 financial institution. An authorization by a

21 financial authority to acquire a majority interest
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in a financial institution does not constitute
aut hori zation to do business as a financi al
institution.

| return to the conpany engaged in the
manuf act uri ng of shoes. A shoe manufacturer
requires an authorization of the Mnistry of
Finance to acquire a controlling interest in a
bank, and it may acquire a controlling interest in
a bank.

But when that authorization is given, is
t he shoe manufacturer then a financial institution?
No. And if I--if an investor were to acquire the
debt securities of that shoe conpany, would that be
an investnment in a financial institution? No.

| nmove on to question eight, |I'm now
readi ng the question: Leaving aside narrow
definitions, is there a rationale for
di stinguishing a financial group froma financi al
internmediary for the purpose of investor protection
under the NAFTA?

W believe there is a significant
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difference. An investnent in financial
i nternedi ari es woul d, under Article 1416,
constitute an investnent in a financial
institution. An investnent in a nmenber of a
financial group may or may not be an investnent in
an internediary or other financial institution. |If
the investnment in the nenber of the group is an
i nvestnent in the holding conpany, it is not.

Now, it's inportant to recall that an
i nvestor invests in a particular entity. An
i nvestor under NAFTA cannot invest in a financial
group because the financial group itself has no
| egal personality. The group does not issue shares
or bonds; only the nenbers of the group do. If an
i nvestor invests in the hol ding conpany nenber of
the group--that is, the nmenber which is not engaged
in financial services--it has not invested in a
financial institution and is entitled to all of the
protections under Chapter 11.

ARBI TRATOR LOVENFELD: That's agai n your

verbal answer. What's the rational e?
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MR. PRICE: Your question was, |s an
investnment in the group the sanme thing as an
investnment in an internediary? By which | assune
you meant, is an investment in a grupo necessarily
the sane thing as an investnent in somnething which
is undeniably a financial institution? And ny
answer is no, it's not the sane thing, because it
depends on whi ch nenber of the group you invest in.

ARBI TRATOR LOVWENFELD: But question ei ght
was designed to explore parts of the argunent,
whi ch both you and M. Al exandrov have nmde quite
skillfully. If we say the overall notion of the
NAFTA was to protect investors, encourage and
protect investors, and there were certain
carve-outs in the financial area, what's the
rationale for drawing the Iine where you want to
draw it as conpared to where M. Perezcano wants to
draw it?

MR. PRICE: Because, if you draw the
line--if you ignore the fact that an investnment in

a controladora is different froman i nvestnent in
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one of its subsidiaries, you' re sinply ignoring the
| egal personality. You are sinply saying that if
you invest in a conpany which has a controlling
interest in sonmething that everyone agrees is a
financial institution, you have an investnent in a
financial institution, and that's not how NAFTA
works. You're not free to disregard the separate
corporate exi stence of that control adora.

ARBI TRATOR LOVENFELD: Let ne try once
nore because | think this is in a way the heart of
the question. |If an Anerican conpany invests in a
Mexi can shoe firm to use your exanple, that's an
Article 11--Chapter 11 investnent, no question
about it--if the Anerican investor invests in a
Mexi can bank, that's Chapter 14, and here we have
the control adora, what's the rationale, the policy
reason, for putting it here and not there? That's
the thrust of question eight.

MR PRICE: It's the sane policy reason
for putting the shoe manufacturer in Chapter 11

where the shoe manufacturer also owns a controlling
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interest in the bank. By that |ine of questioning,
whenever an investor invests in an entity which
controls a financial institution, it crosses the
line, and that is not the case under NAFTA It's
only where you invest in a financial institution
itself. If you invest in an institution that
itself owns a controlling interest in a financial
institution, you aren't by virtue of that
investnment in chapter 14. That's the rationale.
And that's why we have these words of limtation in
1416: The entity nust be regul ated or supervised
as a financial institution.

There is further support for the viewthat
an investnment in the holding conmpany is not
equi val ent under NAFTA to an investnent in the
underlying financial institutions. | refer the
Tribunal to Annex VII(B)(2) and (B)(5). These
par agr aphs, paragraph 2 and paragraph 5, set forth
mar ket caps established by Mexico on foreign
i nvestnment in Mexico's financial sector.

These are set forth as reservations to the
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establishnment of financial institutions. These
Annexes do not include holding conpanies in the
list of institutions subject to the reservation.

If foreign investnment in holding conpani es were
considered the sanme thing as investnent in the
financial institutions thenselves, surely they
woul d have been included in this |list and so
i ncluded within the market caps. |If they enbrace
the theory that, Well, it's the sanme thing, it's
just indirect, they would have put restrictions on
the market share of control adoras, but they did
not .

| would like to nove on to question nine.
| guess it's nine and ten. What is the difference
bet ween what investor rights are inpaired if you're
under one or the other? W have two |ines of
response to this question, and it's inportant for
us to be clear on the procedural and substantive
consequences of a decision as to whether this
di spute is under 1411.

ARBI TRATOR LOVENFELD: Chapter 11.
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MR PRICE: |'msorry, Chapter 11.

The key question is whether or not certain
clainms can be advanced by Fireman's Fund in this
proceeding. W are going to talk generally about
t he consequences of denying investor claim

Claimant is pressing three clains: denial
of national treatnment under 1102, denial of fair
and equitable treatnment under Article 1105, and
expropriation under 1110. Professor Lowenfeld has
al so nmentioned 1405, Chapter 14's own nati onal
treatnent provision, and I would |like to address
what happens to each of these clains if the
Tribunal determnes that this is a Chapter 14 case.

If the Tribunal rules that this case is
under 14, Fireman's Fund will not be able to
advance its claimfor violation of national
treatnment nor its claimfor denial of fair and
equitable treatnent. Fireman's Fund will be able
to advance its expropriation claimin its
proceedi ng before you because of the three clains

only 1110 is directly incorporated into the
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subst antive protections of Chapter 14.

Fireman's Fund may not advance a claim
under 1405 for violation of national treatnent
before you. |In fact, you--constituted as an
i nvestor state panel--lack jurisdiction over a
cl ai munder Article 1405. Such a claimcan only be
advanced by a party to NAFTA in a new and separate
state-to-state proceedi ng governed by Chapter 20.
It's inportant to note that no one, no entity,
Fireman's Fund nor the United States, would be able
to pursue clains for violation of 1105 for deni al
of fair and equitable treatnent because that
provi sion hasn't been incorporated into Chapter 14.

Il would like to read the provision because
it bears on the question of whether there are
di fferent substantive protections and whet her one
is greater and one is lesser. Article 1105
requi res that each party accord to investors of the
other party treatnment in accordance with
international law, including fair and equitable

treatnment and full protection and security.
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It also provides that each party nust
accord nondi scrimnatory treatnment with respect to
measures it may adopt. And |I'm | ooking at
par agr aph 2.

| leave aside for a nonent M. Thonas's
poi nt about Article 1108 7)(b)--1"msorry, (7)(a),
| think it was. No, (7)(b). Because if respondent
was so confident that that was a dispositive
def ense, they would be arguing before you that this
shoul d proceed under Chapter 11, so |I'm not going
to respond to that.

| return to 1105. This core provision
contai ns substantive protections not duplicated in
Chapter 14. These are fundanental protections.
Whet her one calls them customary international |aw,
a mni num standard under customary internationa
law, a position on which | don't take a view, a
guestion on which | don't take a view for present
pur poses, they are critical protections, and they
appear in virtually all Bilateral Investnent

Treaties. That protection would not apply under
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Chapter 14.

The bottom |ine for present purposes is
that if this dispute is governed by Chapter 14,
this Tribunal will not have a national treatnent
claim nor a claimfor denial of fair and equitable
treatnment, nor a claimfor treatnent inconsistent
with that otherw se required by international |aw.
The ot her consequence is that Fireman's Fund wil |
not be able to seek any renedy for discrimnatory
treatnment it has suffered. Fireman's Fund wi Il not
be able to seek any renedy.

Let's then see the consequences of denying
the direct right of investor state dispute
settlenment for that claim for that discrimnation
claim Precluding the investor state action is not
sinply a procedural step. The investors' claimmy
never be heard at all. Wy? The U S. Governnent
may refrain from commencing a Chapter 20
state-to-state proceeding and for reasons unrel ated
to the nerits of the investor's claim These

reasons may be political--that is, other diplonmatic
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priorities take precedence--or it may involve a
tradeoff in connection with sone other dispute.

The reasons for not bringing the case may
be practical. The governnment has limted resources
to deploy to NAFTA cases. O the reason may be
strategic. The governnment may be nore concerned
about its defensive interests and about the
precedent--and the inplication of precedent for its
defensive interests--than it may be concerned about
pressing the claimof the investor.

So, it's not really--the choice before you
is not sinply the choice between should this be a
Chapter 11 case or Chapter 14 case. It may very
wel | be the decision as to whether it's a Chapter
11 case or no case at all. |If you decide this goes
under Chapter 14, the bringing of that
discrimnation claimis solely within the
di scretion of the U S. Governnent.

Even if the U S. Governnent were to decide
to bring the case, it may not frane the issues or

make the | egal arguments that the investor would
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make. Governnment strategi c concerns, defensive
concerns, others that | have indicated, nmay again
t ake precedence over the investor's stronger
argunments. In a case like this one, you face the
risk of conflicting strategies and argunents in two
cases proceedi ng simultaneously. An investor state
case before you confined to Fireman's Fund
expropriation claim and state-to-state case under
Chapter 20 based on exactly the sane events and
measures, but | ooking at the question of whether
there has been discrimnatory treatnent.

Third, there is a significant difference
in the end result of a proceeding under Chapter 11
and under Chapter 20. In a Chapter 11 case, if the
i nvestor were to win and establish danages, there
is a binding award by this Tribunal directing the
Gover nnment of Mexico to pay danamges to the
investor. In a state-to-state case, if the claim
succeeds, the decision of the Chapter 20 panel
takes the formof a recommendation that the

governnment bring its neasures into conpliance with
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its NAFTA obligations. It is not clear at all what
that m ght nmean in the particul ar case of Fireman's
Fund. In effect, Fireman's Fund' s cl ains as
advanced by the United States coul d succeed and yet
Fireman's Fund itself receive nothing at all. Now,
clearly this is a drastic dimnution of an
investor's real rights.

| would like to offer a few cl osing
t houghts, and then I wll finish.

Respondent, in its subm ssions and during
this hearing, has showered the Tribunal with a
cascade of |laws which regulate different aspects of
Mexi co's financial sector broadly construed.
Because sone of these |laws nention control adoras or
regulate their activities, respondent would have us
conclude that control adoras are necessarily
regul ated and supervised as financial institutions,
and therefore fall within the scope of
Article 1416. But as M. Fernandez testified, as
M. Borja testified, there are many institutions

that are not financial institutions that are
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17:41:43 1 nonetheless part of the financial sector.

2 M. Perezcano asked M. Fernandez whet her
3 the definition of "financial institution" in 1416,
4 and he posed the sanme question to M. Borj a,
5 required that an entity provide financial services
6 to the public. Wile the definition of "financi al
7 institution" does not expressly include that
8 requirenent, it does so inplicitly. The problem
9 wth this definition in Article 1416 is that it
10 contains within its text the very termto be
11 defined: A gift fromthe negotiators.
12 It appears on its face to be circular, but
13 it's not. It was not circular to the negotiators,
14 one of whom M. Fernandez, has testified that the
15 inherent nature of the concept of a financial
16 institution was the provision of financial services
17 to the public. That's what the regulators were
18 concerned about.
19 When M. Perezcano asked, "Well, does it
20 contain the words 'to provide services to the

21 public'?" M. Fernandez answered, "Believe ne, the
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regul ators that know these natters did not need to
clarify that."

This inherent yet unarticul ated character
of financial institutions was echoed by--in the
Mexi can President's transmttal statenment when he
said, in essence, that the | egal nature of
financial entities entails the provision of
financial services. It is also, as M. Al exandrov
expl ai ned, reflected in Mexico's inplenenting
| egi sl ati on.

The Tribunal's task is admttedly not an
easy one because of the wording of the definition.
The Tribunal nmust discern fromthe authority
presented whether the nature of the activities
undertaken by a control adora constitute doing
busi ness as a financial institution, and whet her
the regul ati on and supervision of control adoras
institutes regul ation or supervision as a financi al
institution.

But, in both cases, the words "as a

financial institution" contained in the definition



530
17:44:31 1 cannot be disregarded. Those are words of

2 limtation. They have nmeani ng and content.
3 M. Perezcano, in his opening statenent,
4 effectively asked the Tribunal to ignore the
5 nmeaning and content of the phrase "as a financi al
6 institution" by suggesting that it was enough that
7 a holding conpany is part of the financial sector.
8 But that's not what Chapter 14 says; it's not what
9 Chapter 14 neans. And this dispute is not what
10 Chapter 14 was neant to cover.
11 The consequences of sending this matter to
12 Chapter 14 would nean relinquishing jurisdiction
13 over the discrimnation claim extinguishing the
14 claimof denial of fair and equitable treatnent,
15 and effectively working an injustice to this
16 claimant not contenplated and not required by the
17 NAFTA
18 We thank the Tribunal for its courtesy and
19 attention in this proceeding, and | ook forward in
20 due course to its decision

21 PRESI DENT van den BERG  Thank you,
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M. Price and M. Al exandrov.

Ckay, then, | conme to the closing of the
hearing. First of all, the representatives of the
Governments of Canada and the United States, you
had announced that you would not neke an oral
subm ssi on, and you have been faithful to that.
However, both sides, | think, have reserved the
right to submt a posthearing nmenorial by 27
February 2003. May | ask the representatives of
Canada whet her, indeed, a posthearing nenorial wll
be submtted by the 25th of February?

MR KEVIN S. THOWSON. At this tinme, we
haven't made a definitive determ nation as to

whet her or not we would be submtting 1128

subm ssions, but we wll notify the Tribunal in due
course. |Is that sufficient to answer your
question? I'mtrying to be as diplomtic as
possi bl e.

PRESI DENT van den BERG W have to sinply
schedul e our work, and if we know a subm ssion is

forthcom ng, we have a different schedule, then if
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17:47:17 1 there is no subm ssion forthcomng, if you
2 understand what we nean.
3 MR. KEVIN S. THOWPSON: Perhaps | could
4 suggest this: |, obviously, with ny coll eague,
5 have to go back and consult the rel evant
6 authorities back in Canada and report on what
7 transpired during these hearings.
8 May | suggest that we respond to the

9 Tribunal within a week's tine to indicate whet her

10 or not we will be filing 1128 subm ssi ons?
11 PRESI DENT van den BERG That's fi ne.
12 W have the sane question for the

13 representative fromthe United States of America.
14 MR. PAWLAK: Simlarly, the United States
15 would like to informthe Tribunal as soon as

16 possible upon consultation with the other agencies
17 in the U S. Governnent as to whether or not we wll
18 go ahead and file by the 27th.

19 PRESI DENT van den BERG  You coul d al so be
20 as specific as far as dates are concerned as your

21 colleague fromthe Governnent of Canada? About
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within a week?

MR. PAWLAK: We would hope to do it as
soon as possible, but we would |ike to have a few
addi ti onal days because we have several officials
out of the country at |east for the next work.

PRESI DENT van den BERG W woul d
appreciate it if you informus tinely.

MR. PAWAK: Certainly will do so.

PRESI DENT van den BERG All right. Then
the thing | would like to inquire also with the
parties and the Secretary of the Tribunal, the
correction of the transcripts, which is nowlive in
the air in front of the Secretary of the Tribunal,
they will be finalized before next Wdnesday.

The representative of Canada still has an
addi tional observation

MR KEVIN S. THOWPSON: | just consulted
with ny colleague fromthe Departnent of Finance
that sonme nenbers of the Departnent of Finance may
be unavail abl e next week, so we may have difficulty

in maki ng that deadline.
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Wuld it be possible that if prior to next
Friday we advise you, if we are--if we have
deci ded, then we w |l advise you by next Friday.
| f we have not yet decided, we will advise you next
Friday to ask for an extension?

PRESI DENT van den BERG Yes, |
under st and.

MR KEVIN S. THOVMPSON: As you can
imagine, it's an issue that requires a degree of
consul tation.

PRESI DENT van den BERG | think we should
apply equality to both governnments since we have
permtted also the Governnment of the United States
of Anmerica to state as soon as possible wthout
giving an indefinite tine which I think the sane
woul d be applied to the Governnment of Canada.

There is no need to request for an extension of
time, but that does not nean that we woul dn't

hi ghly appreciate if you could | et us know as soon
as possi ble the position.

MR KEVINS. THOWSON: W will be as
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17:50:08 1 expeditious as possible.

2 PRESI DENT van den BERG  Thank you.

3 The transcript that is on schedule, so it

4 wll be finalized by next Wednesday? Both sides?

5 M. Price?

6 MR PRICE. Yes, M. President.

7 PRESI DENT van den BERG Al so,

8 M. Perezcano?

9 MR. PEREZCANO Yes, M. President.

10 PRESI DENT van den BERG  Then there is

11 another thing finally. This arbitration is

12 governed by the International Comrerci al

13 Arbitration Act of Ontario, and that Act contains a

14 provision in Article 18, which reads, "The parties

15 shall be treated with equality and each party shal

16 be given a full opportunity of presenting its

17 case."” | think these days you have to say "its

18 <case,"” but it's under the old |anguage.

19 And Article 38 of--sorry, excuse ne, 34 of

20 the Additional Facility Rules provides that a party

21 which knows or also to have known that the
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17:51:16 1 provision of these rules or any other rules agree

2 wth applicable to the proceedi ngs or of an order

3 of the Tribunal has not been conplied with, which

4 fails to state pronptly its objections thereto,

5 shall be deened to have waived the right to object.

6 You see the question com ng of the

7 Tribunal. Has the Tribunal conplied with the

8 provisions of Article 18 of the Act | just quoted?

9 If not, please, then, nowis the opportunity to

10 state your objections.

11 M. Price?

12 MR. PRICE: No objections.

13 PRESI DENT van den BERG All right.

14 MR PRICE: Wichis to say, "yes."

15 PRESI DENT van den BERG M. Perezcano?
16 MR. PEREZCANO. W don't have any

17 objections, M. President.

18 PRESI DENT van den BERG Then | would like
19 to thank, first of all, the interpreters. |
20 inproperly called themtranslators. | knowit's

21 the wong word | have used. Many thanks for al
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the efforts you have done and for going on your
one- hour | unch.

| would like to also thank the Court
Reporters for hel ping us out so quickly, which I
understand it to have been an excellent transcript.

And | would also like to thank the
Secretary, the Acting Secretary, because he's now

on doubl e workl oad since his colleague is happily

absent .

Above all, the Tribunal would like to
t hank counsel for both sides for, first of all, the
courtesy they extended in the proceedings. It's

one thing to end proceedi ngs, but it's another
thing if you have such enjoyabl e counsel, but also
we have enjoyed very nmuch both sides the
prof essi onali smand the skillfulness with which you
presented argunents in these proceedi ngs.

That being said, then, of course both
sides are eagerly awaiting for the awards. You
know t he schedul e provides for, | think, the 30th

of March.
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17:53:14 1 One thing we could reveal to the parties

2 is here is a docunent which has advanced to page 31

3 which purports to be the docunent which contains

4 our decision. So, we are nmaking progress, and we

5 really do hope that we will nake it by the 30th of

6 March. It also depends on the posthearing

7 subm ssions and the interpolations of the question

8 which could be characterized, to use the British

9 expression, as a subtle question.

10 That being said, | think I can close the

11 proceedings at this stage, and | thank you all for

12 your attention and your patience.

13 M. Perezcano, you would Iike to say

14 somet hi ng?

15 MR. PEREZCANO. On behalf of the

16 Covernnent of Mexico, | would also |like to thank

17 the Tribunal as well as the interpreters for their

18 work, the Court Reporter, as well as M. Price and

19 his colleagues. Thank you very nuch. And the

20 Secretary of |CSID.

21 MR PRI CE; M. President and Menbers of
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17:54:17 1 the Tribunal, to all involved in these proceedi ngs:

2 Counsel, distinguished counsel, friend, and nenbers

3 of his team the interpreters and the Reporters,

4 and thanks to all of you who put up with this for

5 the last two days, thank you very nuch.

6 PRESI DENT van den BERG  Thank you. The

7 hearing is closed, and we hope you all have a safe

8 trip back hone.

9 (Wher eupon, at 5:54 p.m, the hearing was

10 adjourned.)
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CERTI FI CATE OF REPORTER

I, David A. Kasdan, RDR-CRR, Court
Reporter, do hereby testify that the foregoing
proceedi ngs were stenographically recorded by ne
and thereafter reduced to typewitten form by
conput er-assi sted transcription under ny direction
and supervision; and that the foregoing transcript
is a true record and accurate record of the
pr oceedi ngs.

| further certify that I am neither
counsel for, related to, nor enployed by any of the
parties to this action in this proceedi ng, nor
financially or otherwise interested in the outcone

of this litigation.

DAVI D A. KASDAN, RDR-CRR



