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- BBFORE THE
INTERNATIONAL CENTRE FOR SETTLEMENT OF INVESTMENT DISPUTES
UNDER THE RULES GOVERNING THE ADDITIONAL FACILITY
FOR THE ADMINISTRATION OF PROCEEDINGS
AND UNDER THE NORTH AMFRICAN FREE TRADFE AGREEMENT

Fireman’s Fond Insurnnce Company,
Claimant,

v.
The United Mexican States, ¢
Respondent,

Case No. ARB(AF)/02/0)
CLAIMANT’S REJOINDER ON THE PRELIMINARY QUESTION
‘I. Introduction — Rupondﬁht’s Submiuicm
1. Respondent, the United Mexican States (“Mexico™), on Januvary 29, 2003 filed &
submission from the Secrctariz de Hacienda y Crédito Piblico (the “Ministry of Finance™ or the
“Finance Ministry™) of Mexico in support of Respondent’s challenge to the jurisdiction of the
Tribunal in this proceeding to hesr certain of the claims advanced by Claimant, Firemen’s Fund
Insurance Company (“Fireman’s Fund™). That submission is signed by the Director General of =

the Finance Ministry's Gmeﬁl Directorate of Banks and Savings in his official capacity.

2. Inthe submission, the Government of Mexéco, represented by the Finance Ministry, sets
forth iegal argumml.s in support of its jurisdictional objections. It does not set forth the views of
an independent expert; it is an additional pleading that sets forth the Party’s own arguments. As
such, the views advanced should be given no more weight than any other legal argoment
advanced by the Responderit, such as in Respondent’s Memorial of October 21, 2002. The
submission is, in easence, a reply to the legal arguments made in Claimant’s December 20, 2002

Memorial, which in turn was a response to Respondent’s October 21, 2002 Memorial setting
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forth its jurisdictional objections. As much, Claimant will refer to that document as the Reply of

Respondent (or “Reply’™).

3. Pursnant to modalities agreed by the parties in a January 30, 2003 teleconference with the
President of the Tribunal, Claimant hereby submits the following Rejoinder to Respondent’s '
Reply of January 29, 2003. As also egreed, Claimant additionally plans to elicit testimony from
Claimant's witnesses responsive to Respondent’s Reply at this week's hearing before the

Tribunal on February 6-7, 2003 !

4. | Respondent’s statements in the Reply are not dispositive of the legal questions before the
Tribunal. While the Finance Ministry is indsed the responsible authority in financial services
matters in Mexico, it is not and cannot be the case that, as Respondent appears to suggest, the
Tribuna! has no role to play once the Ministry has proffered its interpretation of the Mexican
financial laws.? The Ministry's views on the legal question of whether a holding company is
“m:lhoﬁiod to do business and regulated or supervised as a financial institution™ under Mexican
law cannot be, ipse dixit, dispesitive of the Tribunal's jurisdiction, Itis for the Tribunal, in the
exercise of its Rompetenz kompetenz, to determine, in light of the evidence and arguments
presented by both parties, whether Fireman's Fund invested i an enterprise “authorized to do
business and regulated and supervised es a financial institution wmder [Mexican law].” As will

! See ).etter from Mr. Onwusmaeghu of January 30, 2003; Letter from Claimants of Jamuary 31, 2003; Letter frer
Mr. Flores of January 31, 2003. Following discussions with the parties regarding such mitigating modalities, the
Tribunal acceptad Respondent’s subnsission on Jasary 31, 2003, notwithstanding its inconsistency with the
Tribunat's January 23, 2003 rejection of Respondent’s request for additional briefing in advance of the Hearing.

3 See Reply of Respondent at p. 2324 (“[L}a Secretaria de Hacienda tiens la facutad de interpretar pars efectos
adminiswrativos Ia [Ley pars Regular las Agrupaciones Financieras]” and “Fa virtud de lo aterior, seta Secretariaal
ajetcer sus facultades de interpretesion en materka de servicios financieros, sefialy que les sociedades contyoladoras
de grupos finuncieros encuadran en 1a definicion de instincidn fnanciera de! TLCAN mencivnida y por lo tamto les
es splicsble lo relativo el Capinlo X1V “Servieios Finencieros® del TLCAN.™)

2
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be outlined in greater detail below, Respondent's legal analysis remains unpersaasive, and the
jurisdictional ohjections accordingly should be rejected.

1 8 Fireman's Faund Did Not Imvest it 2 Finanetisl Institation Within the Meaning of
NAFTA Article 1416

5. The parties are in agreement that the dispositive question affecting the Tribunal’s
~ jurisdiction over certain claims in this dispute is whether or not Fircuan's Fund’s investment in
debentures {ssued by Grupo Financiero BanCrecer SA. de C.V. (“Grupo Financiero™) was an
investment in a Mexican financial institution, as defined in NAFTA Article 1415. If not,
Respondent’s jurisdictionsl objections fail, and all of Claimant’s claims-—including its claim for
a violation of Mexico's national treatment obﬂgaﬂons’-—'aie properly before the Tribunal,
6. The parties aigree, then, that the legal Myﬁs niuét begin with Article 1416, the pertinernt
part of which provides: | -
[Flinancial institation means any financial intennediu’y or other
enterprise that is authorized to do business and regulated or

supervised as a financial institution under the law of the Party in
whose territory i is located.

The parties disagres, however, with respect to the imérpremﬁon of certain aspects of Article

1416’s definition, and its application in light of Mexican law.

A. Fireman’s Fund Invested in an “Enterprise”
7. Respondent takes pains in its Reply to establish that Grupo Financiero is an “enterprise”
within the definition of NAFTA Article 201: namely, “an entity constituted or organized under

applicable law, whether or not for profit, and whether privately owned or governmentally owned,

including any corporation, trust, partnership, sole partnership, joint venture or other
; . _ .
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assosiations.*® Claironut has never disputed, however, that Grupo Financiero was an
incogporated legal entity, and thus, an “entexprise.™ 1t ig the remaining elements defining
“financial institution™ that, in Claimant’s view, are not satisfied.

B. - Grupe Financiero Was Not “Authorized To Do Business...as a Financial
Institution”

. 8. Similarly, Respondent goes into sorne detail to establish that Grupo Financiero wasa
“guthorized to do business.” More specifically, Mexico works to reach the conclusion that
“holding companies [sociedades controladoras| are authorized by the Finance Ministry to camry
aut business in Mexico.” Here again, Clairant does not dispute that Grupo Financiero was
muthorized to do business in Mexico. That conclusion, however, is no? the dispositive point with

respect to this element of the Article 1416 definition,

9. Respondent misreads and misstates Article 1416. The NAFTA deﬁniﬁon does not
merely require that the enterprise be “authorized to do business™ under Mexican law. The
enterprise must be “authorized to do business...as a finaneial instimm:;n.” That is, the
definition’s limiting condition “as a fmancial institution” qualifies not only the “regulated or
supervised” element (as Mexico acknowledges), but also the “authorized to do business™ slement

of the definition,

10, This reading is neoessary in order to give meaning to the second element of the

definition. ¥ all that were requircd was, as Mexico suggests, that the enterprise be “authorized to

3 See Raply of Reapondent ot pp. 2-3.

* As is wxplained below, however, the 3ame is not true of the “agrupacidn financlers™ of which Gropo Finaneiers
(together with its financial institution sebsidiarics) was a part.

Y Sea Reply of Respondent st p. 5.
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do business,” without more, then that authorization would sdd nothing in defining “financial
institution.” By definition, the “enterprise” ¢lement already incorporates, in virtually all cases,
an authorization to do business of some kind, Moreover, Respondent’s reading of the
“guthorization” element would render it entirely unrelated to the entity’s status as a financial
institution. In effect, under Respondent’s reading, only the third (“regulated and supervised™)
element of Article 1416"s definition is meaningful or bears any rclation o financial services ot
financial ipstitutions. It would be strange lndeed for the parties to have created a definition of
financial institations, two of the three elements of which (“an enterprige that is authoxized 1 do
business. ..™) bear no reiation at all to the features of financial institations.

'11. Respondent’s own explanation of the authorized businesses of Grapo Financicro makes
clear that it was ot authorized to do business as a financial institution. As Respondent notes in
its Reply, “the purpose of holding companies is to acquire and administer shares issued by the |
embers of the comesponding group.™ Respondent also notes that holding compeanies are
anthorized to issue their own debentures, and to enter into a special-purpose guarantee agrearaent

and very limited short term borrowing,” That, however, is a¥f (hat they are authorized to do.

12. Specifically, holding companies are not authorized to do the businese of financial
insritutions—they are not authorized, for example, ta provide financial services, to engage in
financial imtermediation, or to interact with the public. Indesd, by law they are forbidden from
doing s0. Article 16 of the Financial Holding Company Act (Ley para Regular las Agrupaciones
Financieras, hereinaficr “FHCA™) is explicit: “En ningtn caso la controladora podré celebrar

operaciones que sean propias de las entidades financieras imegrantes del grupo,™ that is, in no

® See Reply of Respondent at p. 4.
? 1d ot pp. 4-5.
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case may the holding company perform the operations typical of the financial mstitutions that are
members of the group. As also spelled out in Claimant’s Mezmorial,? the holding cmﬁpanies‘
authorizations to do business are limited to functioning as passive vehicles for the ownership of
financial institutions—in no way, however, are they authorized to do business as financial

institutions.

C. Grapo Financiero Was Not “Regulated or Supervised as a Financial Institution”

13. Respandent dedicates the bulk of its Reply to supporting the proposition that holding
companies are “regulated or supervised as financial institutions” under Mexican law. The
essence of Respondent’s argument, however, may once again be reduced to the proposition that
becemse the holding companies are regulated by the Mexican financial authorities they must
necessarily be regulated as fimancial institutions. Respondent thus describes at leagth authorities

| such gs the Finance Ministry and the National Banking and Securities Cammission

(“Commission”), and itemizes the regulations and supervisory regimes that they admiﬁister.
Respondent even describes the regulatory funciions of the Central Bank, without once
mentioning the holding compenies in that description, or any way in which such holding
companies might be affected by the Bank’s regulatory authority .’

14, What none of that discussion establishes, however, is the key fact that Mexico must
prove: that these authoritics regulate or supervise the holding companies as financial instifutions. |
Such a fimctional assessment of whar holding compnmes do and how those activities are

regulated or supervised—not the mere identity of their regulators, or a listing of applicable

* See Claimant’s Memoria! at para. 66.
® See Reply of Respondent at pp. 11-12,
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statutes and regulations-——is what determines whether the NAFTA Article 1416 definition of a

financial institution is satisfied.

15. Without doubt, there are quite a few Mexican regulations that apply to holding
companies. As noted in Claimant’s Memorial, bowever, those regulations are limited 10
governing the corporate structure and accounting practices of holding companies.” This is
wholly consistent with the limited functions of holding companies in the Mexican financial
system as miere vehicles for the common ownership of multiple financial institutions, Their role
is entirely passive; even the identity of the government agency responsible for the regulation and
supervigion of a given holding company is a function of the types of financial institutions it
holds.

16. In contrast, financial institutions are at the center of the Mexican financial system. They
eagage in the provision of financial services end financial intermediation and interact with the
public. Financial institutions engage in, for example, the taking of deposits, lending, insurance,
mortguging, credit card services, foreign exchange operations, factoring, bonding, time deposits,
mﬁtics transactions, and investment services. Thus, they are involved in financial activities
that ontall commercial risk, and that render their stability and solvency important to the well-
being of the Mexican financial system. The necessary corollary of these touchstone functions is
that financial instinutions face extensive prudential regulation and supervision of their financial

- services operations and their solvency. The regulation and supervision of financial institutions

thus includes, for example, mininwm capital requirements, capital adequacy requirements,

' See Claimant’s Memorial at paras, 71, 76-77.

¥ See, e.g,ol‘-'l-iCA Art. 30 (R0442); Reply of Respondent at pp. 6-7, 9. This bottom-up allocation of regulatory
respossibilitios—regulating a holding company, not in its own right, buz as a function of the aature of its
subsidiaries—helps dispel atry notion that the bolding companies are strocturslly equivalent to Smmmeial institntions

2
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requirements for deposit reserves and loan Joss rescrves, limitations on credit concontration,
limitations on related party transactions, requirements for risk-weighted asset valuations,
mandatory credit evaluations for debrors, foreign exchange restrictions, and money laundering
regulations, all backed up by special criminal sanctions set forth in the governing financial laws.
Such regulation and ¢lose monitoring of a financial institution’s soundness is the hallmark of
regulation and supervision of an entity as a financial institution. Critically, »#o such reguiation or
snpervision id imposed on the holding companies that own financial instirutions. Respondent has
not, and cannot, establish that such a regulatory regime for holding compenies exists. That, in
the Claimant’s vicw, is dispositive of the preliminary question.

17. Respondent’s Reply avoids this fact — that, above all, bolding companies are not
regulated and supervised “as financial institutions™ because there is simply no regulatory concem
for the financial soundness of entities that do not engage in financial services—and describes
instead other regulations and supervisory procedures that are applicable to holding companies.
Nevertheless, Claimant believes that it may be helpful to the Tribunal to address soms of the
other regulatory and supervisory provisions invoked by Respondent, and to explain that these

“measures do not mean that holding companies are tﬁgﬂated and supervised as financial

institations.

1. Corporate Siructure
18. Respondent points in the Reply to the financial authorities’ involvement in overseeing the
corporate structure of holding companics, as evidence of their parported regulation as financial
institutions.’ As noted above, holding companies are first and forcmost vehicles for the

under Mexican law.
¥ See, e.z. Reply of Respondent at pp. 7-8.
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common corporate ownership of nraltiple fimndal institutions of different types. Inasmuch as
the key function of holding compﬁnies is to own financial institutions, it thus comes as no
surprise that—as noted in Claimant’s Memorial™? as well—the tinancial authorities exervise
authority over the incorporation of holding companies and the acquisition and removal of
financial mstitutions ﬁ'om their holdings; That structural oversight, however, is not comparable
to the comprehensive aversight of operations, 1tranfsactinns, and soundness applicable to the

financial institutions themnselves.

2. Transparency Requirements
19. Respondent notes that the holding companies are required to publish audited financial
statements, as are each of the individual financial institutions owned by a holding company.** Of
course, the same is true of cvery company in Mexico whose sharcs are publicly traded in the
market.”* Thus, such a reporting requirement is hardly a hallmark or indicium of the regulation
of financial institutions. Likewise, the requirement to disclose oorporate and financial

information to the Commission'® is by no means singulat.,

| 3. Accounting Regulations | _

20. Like the regulation and supervision of a Eolding company’s corporate structure, the
regulation and supervision of its accounting pmcﬁccs are to be expected. As Respondent notes, !’
the Mexican suthorities promulgete rules governing accounting practices that are applicable to
the holding companies, and may review their books. Accounting specifications, however, do not

" See Claimant's Memorial ar para 7],

¥ See Reply of Respondent atp. 10. -

* See Supplemental Opinion of Fernando Borga Mujica (“Borja Supplemcntal Opinion™) at pars, 13 (C0684),
6 See Reply of Respondent at p. 15. '
VI atp. 10,
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make 2 ﬁﬁancial institution; rather, it is rules about what must be sccounted for—namely, capital
reserves, asset ratios, and the liko—ithat do s0. Claimant also notes that Respondent’s
suggestion, that in some fhshion Commission accounting rales msy serve fo “avoid the transfer
of risks” from the financial instinutions in a group to the holding company, is not persnasive.'*
Nowhere does Respondent explain how a bookkeeping rule is fimctionaily equivalent to & capital
requirement or other regulation that directly reduces credit, market, liquidity, operstional or legal
risks,

_ 4. “Guaraniee™ Agreement _

21. Respondent places considerable emphasis on the so-called “guarantee agreement,” or
convenio, into which holding companies are required to emter with each of their finsncial
institution subsidiaries. Under the convenio, the holding company is (at least theorstically) liable
for the debts and losses of the financial institutions it owns. Respondent argues thar this
nominally “unlimited” liability means that holding companies do play & role in the stability and
sounduess of their subsidiary financial institutions (from which the Tribunal i apparently meant
to infer that holding companies are regulated as financial institutions themselves). Thig
argument is deficient in two ways.

22. First, it is impaortant to appreciate that while a holding company is required by the
regulatory suthorities to sign a convenio, those same regulatory anthorities do nothing to ensore
that the guarantee is econormically meaningful. Holding companies are not subject to any
regulation or supervision of the levels of their assets or holdings; therc are mrcgulﬁom that

" 1d st p. 11. Moreover, Respandent’s ststment s also factusily sontradicted by ks own description of the holding
company guarames agrecment (“couvenio”) discussed . Acoording to Respondent, holding campanies are
m»mmamvmmum!yhmm least In theory) to transfer some risks from financial _
onr ir hojding companies. Respondent’s suggestion that at the same tima the ernment i working to
foreclose that very tranemission of risk is implausible. bl

10
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require, and no effort on the part of i regulators to ensure, that the holding company maintaing
sufficient assets or capital reserves to satisfy the debis or loases of ite subsidiaries. In effoct, the
canvenio is an empty commitment; thero is no sasurance whatsoever that the holding compatry
will have assets adequate to make good on its promises. Even more practically, it is notable that
Sr. Borja states that he is not awarc of ¢ven a single instanice since holding companies and their
convenios camg irto being in 1990, in which a copvetio was exercised on behalf of a failing
financial instintion—even during the worst of the Mexican financial crisis of the mid-1990s.”®
By way of example, there was never any effort to bring the Grupo Financiero convenio imo play
oh behalf of BanCrecer at any time during the ¢vents at issuo in this case. Functionally and in
practice, then, the holding company convenio is a reguistion without congequence for the
holding companies or for the financial system.

23. Second, contrary to Respondent’s suggestions,” & holding company poses no risks 1o ths
financial institutions if owns or Lo the financial system that would invite prudential regulation,
whether or not there is a convenio in plece, I a convenio ever were to be invoked on behalf ol'a
failing financial institmtion, at most the holding company could be obliged to liquidete its own
assets—that is, to sell its ownership interests in its other financial institution subsidiaries. A
hoiding company may not in sny event reach the assets of itz subsidiary financial institutions.
As a result, cach financial institution’s soumdness i3 unaffected by the financial woes of their

 sibling financial institutions; at most, they would find themselves with new shareholders. The
holding company do#s not, therefore, parmit or facifitete any transmission of economic risk from

one financial institution to another, whether or not it is required 10 enter into & convenio.

' See Borja Supplemantal Opinion at pern. 16 (CH683).
 See Reply of Respondant a1 p. 9.

11
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24. Thus, the convenio requirement does not indicate any uﬁxﬂadon of holding companies as
financial mstitutions, Regulation of thet kind would involve substantive requirements ensuring
the sdequacy and practical application of the convenio, not megely its formal existence.

5. Intervention

25, Respondant notes that the Mexican financial authorities® supeavisory powers include
certain nominal powers of “intetvention”—hat is, authority to step in and assume contro} (or at
least receivershin) of & troubled entity—-under Articles 30-A and 30-B of the FHCA *' What
Respondent omits, however, is context far that power, which was only added to the Act in 1995,
Ags is the case with many other reguiations of controladoras, it is not & regulatory or supervisory
suthority established for the saks of oversesing holding companies themselves. Instead, it is
supplementary to the government™s oversight of financial institations. Thus, while the
Commission may in theory intervenc a holding company, in peactice, no intervention has ever
taken place solely with respect to a holding company itself.” This is hardly surpeising, in light
of the extremely limited range of activities in which holding companies are permitted to engage
(nome of which invalve financial services)—there simply do not arise many, if any,
circamstances in which & holding compary could become financially troubled other than as a
consequence of the financial condition of ity subsidiarics. Rather, the intervention power is
exercised as 4 supplemental means of regulating the financial institutions that the holding
conpany owns. Primarily for purposes of sdministrative convenience in supervizing the
financial institutions in a financial group, the Commission may opt to intervene a bolding
compaay if one of #ts financial institution subsidisries is also the subject of intarvemtion. As

™ Sus Reply of Respondent at pp.19:16; FHCA Artisles 10-A & 30.B (R0443).
* Sev Borjs Supplemessal Opinion at pera. 14 (O0684).

12
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such, the theoretical possibility of intervention does not constitute regulation of a holding

company as a financial institwtion.

26. In sum, Respotident’s efforts to itemize regulations ot supervision of holding companies
“by the same entities™ that regulate and supervisc financial institutions™ fail to make the case
that the holding compaies re regulated and supervised as financial institutions. As explained
above, the ancillary regulatory and supervisory powers that do exist with respect 10 holding
companics are of marginal importance. Mote important, Claimant reiterates thai the essential
| features of financial nstitation regulation—oversight of the financial soundness of an entity, and
‘ of {ts aperations in providing financial services to the public—are altogether missing from
Respondept’s litay. As a result, Respondent does not and cannot esiablich that holding
companies are “regulated ot supervised aa financial institutions™ under Mexican Jaw for purposes |
of NAFTA Anicle 1416.
D. Grupo Financicro Was Not Autherized To Do Business and Regulated or
?;p:m”u s Financial Institution by Virtae of Its Role in an “Agmpach@ : {
27. Apparently aware of the unpersuasiveness of its arguments with respect to holding ,
compenies themselves, Respondent also advances an altemative argument, to the effect that it is
not the holding company, but rather the financial group as a whole, that provides financial
scrvices. Respondent sugpests that the holding companies thus “indirectly” provide financial
services~—apparently with the result, in Respondent’s view, that the hokiing companies should be
deemed financial institutions even if they do nat satisfy that definition independently.

¥ Ser, ¢ g, Reply of Responden at p.36.

13
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28. The first flaw In this imaginative spproach is that it takes no account of the Jaw. Holding
companies are, in lawmdbinﬁct, distinct from the finaneial institutions they own. They have an
independent legal existence, and arc in no way interchangeable—as evidenced by the very
different functions that they are authorized to carry out. Furthermore, as Respondent itself
acknowladges,? Mexican law expressly and purposedully separates them: by faw, holding
companies may not engage in the finencial services activities of the finencial institutions that
they own, and may not act on behalf of or exercise management over those institutions.”

Financia| institutions, in tura, may not eperate through their holding companies.*®

29. The second flaw is that Respondent’s theory proves too much. Respondent suggests that
because the holding companies own at least 8 majority stake in their financial institutions, they in
effect control directly their adminigtration, business steategies, guidelines, and finsncial servioes
operations. This is not so as a matter of Mexican corporate law—majority ownership only
confers on the shareholder control over the appointment of directors, who owe personal fiduciary
duties to the subsidiary, not the parent 7" But its greater flaw is that it would apply to any
majority ownership position held by any kind of eatity in any kind of company. By
Respondent’s logic, any majority owner of a financial institution should ftself be demeh
financial institution, because it is acting indirectly through that subsidiary—a manufacturing
enterprise, or even an individual investor, that acquires 51% of the shares of a financial
institution is instantly transformed into a finanoial institution. That cannot be.

¥ See Reply of Respandent a1 p. 21 (citing FHCA A, 16).

* Sae FHCA Ant. 16 (R0432); Regulations, Tile T, § 18 (CO267).

® See FHCA Art. § (R0429). ‘ ,

»" Sas General 1aw of Commeecial Companles (Ley General de Sociedades Mercantiles), Arts. 142, 147, 136,

14
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30, Respondent’s theory has a third flaw: even setting sside the fict thet Firemen's Fund
invested in the holding company and not the “finamcial group,” such & “group” does not quakify |
as a financial institution under the NAFTA defiuition in Article 1416. Most clearly, it fails the
first element of the defirition: an “agrupacion financiera” under the FHCA is not an “enterprise.”
The FHCA comtemplates that certain legal entities (namely, a holding corpany and at Ieast two
or thre financial institution subsidiaries) will coyse topether under 2 common brand name—but
that authorized “group” is not a legal person enjoying sepamte legal personality. FHCA
financial groups are not legal entities or juridical persons; they have no independent corpore
existence, no legal representatives, and no powers to 3t or do business. Nor do any precepts of
authorization, regulation or supervision apply to the “group” as such. Thus sucha groupisnota
financial institution within the meuning of NAFTA Axticle 1416. |

HI. Conclusion

31. For the foregoing reasons, Pireman’s Fund respectfully renews its request that the
Tribunal reject the jurisdictional objections advanced by the Govemnment of Mexico and proceed
to congider the case on its merits. o

Rnspwlfuﬂy submitted,
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