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President
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Dear Mr. President:

Pursuant to the Financial Reports Act of 1988, I am pleased to submit the “1998 Report on
Foreign Treatment of U.S. Financial Institutions.” (In addition to printing it in hard copy, we
are planning to make it available to the public on Treasury’s web site.) This Report updates the
National Treatment Studies completed by the U.S. Treasury in 1979, 1984, 1986, 1990, and
1994. The 1998 Report describes the presence and treatment of foreign financial services firms
in the United States; reviews U.S. Government efforts to remove barriers to trade in financial
services; and examines the degree of national treatment and market access afforded U.S.
financial institutions in twenty-four banking markets and twenty-two securities markets.

Since these National Treatment Study (NTS) Reports to Congress began nearly twenty years
ago, intensive multilateral and bilateral negotiations have led to very significant improvements
in the terms on which U.S. firms compete in offering financial services abroad. The most recent
is the General Agreement on Trade in Services (GATS) Round, completed in December 1997,
which produced commitments that will give U.S. firms more secure or better access to many
foreign markets.

Looking ahead, I would like to take this opportunity to recommend that the congressional
mandate for these quadrenniel National Treatment Study Reports be removed. Although they
have been valuable as an information source, there are now numerous private sources which
provide information similar to that contained in NTS Reports, but on a broader range of
countries and more frequently. Ending the NTS Reports will not mean any reduced commitment
to resolving problems faced by our financial institutions overseas. There will be ongoing
scrutiny of national treatment and various other aspects of market access within the World
Trade Organization covering over 100 countries, and we shall otherwise continue our
liberalization efforts bilaterally and multilaterally.
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PREFACE

The 1998 National Treatment Study is the third quadrennial report required by the Financial Reports
Act of 1988 (Pub. L. 100-418, sec. 3601 et seq.; 22 U.S.C. 5351 et seq.). (The mandate for this
periodic report is reproduced in the section “Legislative Mandate for 1998 Report.”) The first report
required under this act was prepared in 1990 and the second in 1994. There were also three NTS
reports beginning in 1979, prepared under earlier legislation.

The Office of the Assistant Secretary for International Affairs (OASIA) of the U.S. Treasury
Department and the Office of the Comptroller of the Currency (OCC) share responsibility for the
preparation of the entire report. (The Acknowledgments section of this Report indicates the principal
authors and editors of individual chapters.)

The 1998 National Treatment Study begins with an Executive Summary that gives an overview of
the entire report. The main body of the study is divided into three parts. Part I describes the
treatment of foreign financial institutions under U.S. law and the operations of foreign financial
institutions in the United States. It contains two chapters that cover banking and securities, including
futures and other derivatives markets. Part II contains one chapter which describes international
financial services negotiations that were concluded at the end of 1997 and next steps anticipated
beginning in 1999. Part III reports on the treatment of U.S. financial services firms in overseas
banking and securities markets. It contains detailed descriptions of market conditions in 24 countries
or regions. The chapters are presented in alphabetical order.

The country chapters cover major markets in which U.S. financial services providers confront
significant impediments to the establishment or provision of financial services. The report also
encompasses markets where significant improvements have taken place since the last National
Treatment Study in 1994. The Treasury Department and the OCC solicited private sector views
about which markets should be studied through a notice in the April 16, 1998 Federal Register. The
countries chosen reflect the comments received. Also, drafts of the chapters were sent for review
and comment to members of the U.S. financial industry and to financial and regulatory authorities
in each market.

The study covers both the banking and securities markets in 22 countries, and banking only in two
additional countries. One chapter describes in detail recent developments regarding the European
Union’s single market in financial services. Each chapter follows the same basic format: summary,
description of the market, the presence of U.S. financial institutions, and the treatment of U.S.
financial institutions.

The National Treatment Study is current as of June 30, 1998. Where possible, developments since
that date have been incorporated.






LEGISLATIVE MANDATE FOR 1998 REPORT

The Omnibus Trade and Competitiveness Act of 1988
Subtitle G - Financial Reports

SEC 3601. SHORT TITLE
This subtitle may be cited as the "Financial Reports Act of 1988."

SEC 3602. QUADRENNIAL REPORTS ON FOREIGN TREATMENT OF UNITED STATES
FINANCIAL INSTITUTIONS.

Not less frequently than every four years, beginning December 1, 1990, the Secretary of the
Treasury, in conjunction with the Secretary of State, the Board of Governors of the Federal Reserve
System, the Comptroller of the Currency, the Federal Deposit Insurance Corporation, the Securities
Exchange Commission, and the Department of Commerce, shall report to the Congress on: (1) the
foreign countries from which foreign financial services institutions have entered into the business
of providing financial services in the United States; (2) the kinds of financial services which are
being offered; (3) the extent to which foreign countries deny national treatment to United, States
banking organizations and securities companies; and (4) the efforts undertaken by the United States
to eliminate such discrimination. The report shall focus on those countries in which there are
significant denials of national treatment which impact United States financial firms. The report shall
also describe the progress of discussions pursuant to section 3603.

SEC 3603. FAIR TRADE IN FINANCIAL SERVICES.

(a) DISCUSSIONS —~ When advantageous the President or his designee shall conduct discussions
with the governments of countries that are major financial centers, aimed at:

(1) ensuring the United States banking organizations and securities companies have access
to foreign markets and receive national treatment in those markets;

(2) reducing or eliminating barriers to, and other distortions of, international trade in
financial services;

(3) achieving reasonable comparability in the types of financial services permissible for
financial service companies; and

(4) developing uniform supervisory standards for banking organizations and securities
companies, including uniform capital standards.
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LEGISLATIVE MANDATE

(b) CONSULTATION BEFORE DISCUSSION — Before entering into those discussions, the
President or his designee shall consult with the committees of jurisdiction in the Senate and the
House of Representatives.

(c) RECOMMENDATIONS - After completing those discussions and after consultation with the
committees of jurisdiction, the President shall transmit to the Congress any recommendations that
have emerged from those discussions. Any recommendations for changes in United States financial
laws or practices shall be accompanied by a description of the changes in foreign financial laws or
practices that would accompany action by the Congress, and by an explanation of the benefits that
would accrue to the United States from adoption of the recommendations.

(d) CONSTRUCTION OF SECTION - Nothing in this section may be construed as prior approval
of any legislation which may be necessary to implement any recommendations resulting from
discussions under this section.

iv
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EXECUTIVE SUMMARY

NATIONAL TREATMENT IN THE UNITED STATES

The prevailing policy of the United States has been, and continues to be, to provide national
treatment to foreign investors in their establishment and operation of financial institutions within the
United States. Several changes in U.S. law and regulation since publication of the 1994 National
Treatment Study are relevant to the treatment accorded to foreign financial services firms. National
treatment, defined as equality of competitive opportunity between foreign and U.S. firms, has been
maintained in financial services, and, in some cases, expanded under U.S. law and regulation since
1994. Equality of competitive opportunity does not require identical treatment of foreign and
domestic financial institutions. Differential treatment is sometimes necessary in order to
accommodate legal and regulatory systems and banking structures in foreign countries that differ
from those in the United States.

A number of key developments in the treatment accorded to foreign financial institutions in the
United States have taken place since 1994. In banking, the supervision of the operations of foreign
banks has been improved and streamlined, most individual states have enacted legislation that
enhances the ability of both domestic and foreign banking organizations to expand geographically,
the ability of banking organizations to engage in securities activities has been expanded, and several
initiatives have been introduced to reduce regulatory burdens on both domestic and foreign banking
organizations.

The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (Riegle-Neal Act), signed
by President Clinton on September 29, 1994, established a federal framework for interstate banking
and branching in the United States for both domestic and foreign banks. The Riegle-Neal Act
affords foreign banks national treatment with respect to interstate banking and branching. More
specifically, national treatment is now afforded to foreign banks in relation to nationwide interstate
banking by acquisition, interstate branching by merger, and interstate branching by de novo
establishment of direct branches. As of September 1995, interstate banking by acquisition was in
effect in all 50 states and, as a result, any bank holding company including foreign banking
organizations may acquire a bank subsidiary in any state without geographic restriction. With
respect to interstate branching, in general, a foreign bank may establish and operate a federally or
state-licensed branch or agency in any state outside its home state to the same extent as a domestic
bank with the same home state as the foreign bank. In addition, a U.S. bank controlled by a foreign
bank may establish branches outside its home state to the same extent as other U.S. banks.

The U.S. Congress has been considering and debating modernization of the U.S. financial system
for many years. Inthe 105" Congress (1997-98), financial modernization legislation in the form of
H.R. 10, the Financial Services Act of 1998, made significant progress but was not enacted. This
legislation would have repealed provisions in the 1933 Glass-Steagall Act that restrict affiliations
and interlocking management and employees between banks and firms engaged in securities
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EXECUTIVE SUMMARY

underwriting. It would have created a new type of bank holding company — a financial holding
company (FHC) — to control a securities underwriting firm and companies engaged in other types
of financial activities, including insurance underwriting. Under the legislation, foreign banks could
have been deemed to be FHCs, and the FRB would have been required to establish and apply
standards that give due regard to the principles of national treatment and equality of competitive
opportunity. The legislation also would have created another new type of bank holding company
— a wholesale financial holding company (WFHC). A foreign bank that operates an uninsured
branch, agency, or commercial lending company in the United States could have requested a
determination from the FRB to be treated as a WFHC, subject to certain restrictions. Foreign banks
that became FHCs or WFHCs under the legislation would have lost their grandfather rights to
engage in nonbanking activities. In addition, the FRB would have been given the authority to
impose restrictions on certain foreign banks that operate branches, agencies, or commercial lending
companies in the United States that do not become FHCs or WFHCs within two years after H.R. 10
became law. Although H.R. 10 was not enacted, it is expected that the next Congress will again
consider and debate legislation relating to financial modernization.

In the securities sector, regulators have taken a number of steps to simplify access by foreign firms
and issuers to the U.S. securities markets without compromising protection of U.S. investors.

Disclosure requirements have been modified to facilitate access to U.S. capital markets, resales of
certain restricted securities have been exempted from SEC registration requirements, and the SEC
has issued no-action letters which ease the conditions under which investment advisers can register
in the United States and provide advice to U.S. clients.

In addition to the federal regulatory scheme in the securities sector, the 50 states have securities laws
known as “blue sky” laws. Most states require that securities offered in the state be registered with
the state and, although most states have adopted the Uniform Securities Act of 1956, there are many
variations among the states. This means that if an issuer makes a public offering in the United
States, it must register or obtain an exemption from registration in each state where the offering will
be made. This “blue sky” process does not differ substantially for domestic and foreign issuers. The
National Securities Markets Improvement Act of 1996 revised Section 18 of the Securities Act to
reallocate regulatory responsibility relating to securities offerings between the federal and state
governments based on the nature of the security offering, and the SEC adopted new Rule 146 in
connection with this revision. The two provisions apply to both domestic and foreign issuers.

Finally, in December 1997, the United States and other countries successfully concluded a financial
services agreement under the General Agreement on Trade in Services (GATS). Although U.S.
national treatment and most-favored nation (MFN) commitments as part of that agreement do not
affect U.S. laws, those commitments will be potentially enforceable under dispute settlement once
that agreement enters into effect. In conclusion, developments in U.S. law and regulation have been
consistent with the principle of according national treatment to foreign financial institutions and have
improved the access of foreign financial services providers to U.S. financial markets.
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OPERATIONS OF FOREIGN FINANCIAL INSTITUTIONS IN THE UNITED STATES

The United States generally offers investor choice with regard to the form of entry that a foreign
financial institution may use to establish a U.S. presence. The presence of foreign banks and
securities firms has contributed importantly to the depth and liquidity of U.S. financial markets.

AsofMarch 31, 1998,271 foreign banks from 59 countries operated 469 agencies and branches, 108
U.S. banking subsidiaries, 21 Edge Act Corporations, and 3 New York State Investment Companies
in the United States. As these data indicate, agencies and branches are the preferred form of
operation, accounting for over 58 percent of the assets of the banking offices operated by foreign
banks. Foreign banks also operate 144 representative offices and a variety of nonbanking financial
companies in the United States.

Foreign banks initially entered U.S. markets primarily to serve the banking needs of U.S. affiliates
of their home-country customers. However, in recent years, foreign banks have become more active
in lending to U.S. businesses, often purchasing loans originated by U.S. banks. Since foreign
banking offices are involved primarily in wholesale banking and they have only a small presence
inretail banking, foreign bank activity is concentrated in the major U.S. financial centers. New York
accounts for 71 percent of the U.S. assets of foreign banks, Chicago for 8 percent, and San Francisco
and Los Angeles (combined) for 5 percent. The remaining foreign bank assets at U.S. offices are
concentrated primarily in Miami, Houston, and Atlanta.

Banks headquartered in industrialized countries account for the predominant share of foreign bank
activity in the United States. As of March 31, 1998, the reported assets of banks headquartered in
the G-10 countries accounted for nearly 90 percent of all foreign bank assets in the United States.
From year-end 1973 through March 31, 1998, the reported assets of U.S. offices of foreign banks
increased from US$32 billion to US$2.1 trillion. Foreign banks currently account for about 20
percent of the assets of all banking offices in the United States, and they have booked about 28
percent of all loans to U.S. businesses at these banking offices.

The SEC maintains a policy of equal market access and national treatment, applying the same

requirements to all broker-dealers, issuers, investment advisers, and investment companies under its
jurisdiction, whether U.S. or foreign. Registered broker-dealers are not required to report to the SEC
the extent to which they are owned by foreigners. As of June 30, 1998, over 1,100 foreign issuers
representing 55 countries were filing reports with the SEC. Over 500 new foreign companies have
entered the U.S. markets since January 1994. As of June 30, 1998, over 800 foreign companies were
listed on U.S. stock exchanges.

As of June 30, 1998, approximately 420 foreign investment advisers were registered with the SEC
out of a total of about 7,500 SEC-registered investment advisers. A substantial majority of the 420
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foreign advisers have 50 or fewer clients, and only 19 have more than 500 clients. These advisers
report giving advice to a broad range of clients, including individuals, banks and thrifts, investment
companies, pension and profit-sharing plans, and corporations. The largest numbers of foreign
investment advisers were from the U.K. (108) and Canada (45). A foreign money manager may
organize an investment company in the United States on the same basis as a domestic money
manager. Asof June 30, 1998, approximately 1,340 U.S. investment companies managed portfolios
consisting primarily of foreign securities. Assets of these funds totaled approximately US$470
billion.

According to the CFTC, as of May 1998, the numbers of its registrants who are foreign-based are
as follows: 206 commodity trading advisors, 73 commodity pool operators, 1,882 associated
persons, and six introducing brokers. In addition, 179 foreign firms were granted relief from
registration as futures commission merchants based upon the CFTC’s determination of comparability
between the foreign jurisdiction’s regulatory scheme and that of the CFTC. The majority (85) of
these firms were based in the U.K.

IMPROVEMENTS IN NATIONAL TREATMENT ABROAD SINCE THE 1994 REPORT
1995 U.S.- Japan Financial Services Agreement

The Japanese Ministry of Finance and the U.S. Treasury Department concluded a comprehensive
financial services agreement on January 10, 1995. The “Measures by the Government of Japan and
the Government of the United States Regarding Financial Services” feature an extensive package
of market-opening actions.

With respect to Japan’s US$1.5 trillion asset management market, the agreement opens a much
larger portion of the Japanese pension fund system to investment advisory companies, securing the
opportunity for asset managers to manage funds on a specialized basis and reducing the costs of
establishment and operation. The agreement also creates greater opportunities for foreign financial
firms to participate in Japan’s US$500 billion corporate securities market through liberalizing
restrictions on the introduction of new financial instruments and introducing a domestic asset-backed
securities market in Japan. With respect to cross-border financial transactions, the agreement
promotes further integration of Japan’s capital market with global capital markets by creating
virtually unlimited opportunities for qualifying Japanese corporate investors to invest abroad, and
for Japanese issuers to tap capital markets without restrictions on either the size or type of instrument
being issued. Finally, the agreement features comprehensive obligations, building on the Japanese
Administrative Procedures Law, to provide transparency in financial regulations and protections
from administrative abuse.
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Taken together, the agreement’s commitments correct many of the market access problems
experienced by foreign financial services firms in Japan. Implementation of the agreement has been
monitored carefully and has been very successful. There is a consultative mechanism in the
agreement that provides for regular review of implementation, and it has the capacity to look at new
issues as appropriate. In this context, there is a set of qualitative and quantitative criteria by which
progress made under the agreement has been assessed.

1997 GATS Financial Services Agreement

Over the past four years, the broadest advance in the treatment of U.S. financial service providers
in foreign markets was achieved via the conclusion of a multilateral financial services agreement
under the General Agreement on Trade in Services (GATS) of the World Trade Organization (WTO)
in December 1997. This agreement achieved what previous rounds of negotiations, held under the
Uruguay Round and again in 1995, had not: substantially improved market access and national
treatment commitments for foreign financial services providers from a broad range of commercially
significant countries.

The 1997 agreement covers all financial services and sectors, including: insurance and insurance
related services, traditional banking services, securities and derivative related services, asset
management, and advisory services. It included improved commitments from 70 members,
including five members that made commitments for the first time. This brings to a total of 102 the
number of WTO members with financial services commitments, a group which accounts for over
95 percent of world trade in financial services as measured by revenues.

Commitments in the 1997 agreement include significant improvements in terms of: (1) foreign
firms’ right to establish and expand operations; (2) foreign firms’ right to full majority ownership
of financial institutions; (3) guarantees that the existing rights of foreign firms in these markets will
be preserved (“grandfathering”); and (4) the right to participate on the basis of substantially full
national treatment. Several WTO members also either withdrew their broad MFN exemptions based
on reciprocity or reduced the scope of such exemptions. These commitments will translate into
significant improvements in the ability of foreign financial service to establish and compete in these
markets.

The following are illustrative of some of the more significant steps toward financial liberalization
under the 1997 GATS agreement.

. Japan bound on an MFN basis certain bilateral financial services agreements that it had
reached with the United States.

. Canada committed to change its regime governing establishment of foreign banks to allow
foreign banks to establish via direct branches.
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. Indonesia grandfathered foreign participation in existing joint ventures, relaxed
discriminatory capital requirements, and bound new entry for nonbanks and securities firms.

. Korea, among other things, eliminated ceilings on individual foreign equity participation in
securities and asset management companies and allowed the establishment of branches and
joint ventures of foreign asset management firms.

. Thailand fully grandfathered existing foreign bank branches and relaxed for ten years its 25
percent foreign equity limit for locally-incorporated banks and finance companies.

. Brazil confirmed and significantly expanded the scope of foreign firm establishment in its
market and bound current practice for the entry of securities firms.

. Mexico extended national treatment to foreign pension fund managers and raised the
allowable aggregate foreign participation level in the domestic financial sector.

For its part, the United States removed its prior broad MFN exemption and agreed that it would
continue to maintain the substantial degree of market access and national treatment afforded under
current laws, both federal and state. The United States also included a commitment to national
treatment for foreign firms under the Riegle-Neal Act.

As comprehensive as the agreement is, it should be recognized that many participating WTO
members did not commit to provide more liberal treatment of foreign service suppliers than was
already their practice. Nonetheless, the 1997 financial services agreement guarantees foreign
financial services providers certain levels of market access and national treatment and makes their
overall operating environment more predictable because commitments are legally binding. The
agreement also established basic principles and negotiating mechanisms, as well as a foundation of
specific commitments, which could serve as a solid starting point for future multilateral negotiations
in the financial services sector.

The 1997-98 Asian Crisis and Financial Services Liberalization

A principal objective of the United States in both bilateral and multilateral negotiations has been to
achieve substantially full market access and national treatment in the financial services sectors of
commercially important countries. Some Asian countries, as a result of the current economic and
financial crisis, have encouraged foreign trade and investment in financial services as an important
component of their overall plans for corporate and financial sector restructuring.

In Korea, prior to the current crisis, the gbvemment had begun an economic reform program to
gradually liberalize financial markets and capital account transactions. Following the onset of the
crisis in 1997, Korea entered into a stand-by arrangement with the International Monetary Fund
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(IMF) and an economic program that included a significant restructuring of the corporate and
financial sectors. As a result, restrictions on foreign investment in domestic equity, bond, and
money markets have been eliminated and foreign direct investment has been substantially
liberalized. Foreign banks and brokerage firms have been allowed to establish subsidiaries in Korea
since March 31, 1998. The government committed to introduce legislation to allow the creation of
mutual funds and the issuance of asset-backed securities by August 31, 1998. In addition, the
government committed to accelerate the liberalization of foreign exchange transactions by
September 30, 1998.

In Indonesia, rapid expansion of the financial sector in the 1980s and early 1990s resulted in a large
number of banks with high levels of foreign debt and nonperforming loans. After the onset of the
crisis in 1997, the government adopted policies to stabilize the economy, restructure the financial
sector, and accelerate structural reforms. Corrective actions included, among other measures, the
elimination of a 49 percent limit on foreign holdings of listed shares. The government committed
to lift restrictions on branching by foreign banks by February 1998 and to amend the banking law
to eliminate restrictions on foreign investment in listed banks by June 1998. It has taken other steps
to revise the legal framework for banking operations, improve transparency and disclosure in
banking, and eliminate most restrictions on bank lending other than those required for prudential
reasons by December 1998.

In Thailand, where the current crisis began in July 1997, foreign entry and private investment in the
financial system are being encouraged through the sale of intervened institutions (banks and finance
companies) and the preparation of state banks for privatization. In addition, new inflows of foreign
direct investment are being encouraged by conversion of the existing Alien Business Law into a new
and more liberal Foreign Investment Law, covering a variety of business activities including
brokerage services, by October 31, 1998. The government also intends to liberalize existing
restrictions on foreign ownership of real property, allowing foreign investors to acquire or lease
property under certain conditions, by October 31, 1998.

BANKING AND SECURITIES SECTORS IN PARTICULAR COUNTRIES
Banking

Argentina

The Argentine banking sector has undergone significant transformation in the past four years.
Following the contagion effects of the Mexican financial crisis in 1995, Argentina’s banking system
has been substantially strengthened by economic recovery, consolidation, enlarged foreign bank
participation and increased liquidity and capitalization. A ban on the issuance of new bank licenses
was lifted in 1994. Foreign banks may establish in branch or subsidiary forms in Argentina, or by
acquisition of shares in Argentine banks. Prudential lending limits for foreign bank branches are
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based on local paid-in capital, not the parent bank’s capital, effectively removing much of the
rationale for establishment of a branch. There are no additional restrictions on foreign banks’
establishing or expanding their presence in Argentina. Merger and acquisition opportunities are
available to U.S. banks on a par with other financial institutions. Rules and regulations governing
banking operations are deemed to be transparent according to U.S. banks operating in the country
and there is sufficient opportunity for them to comment on proposed changes in bank regulations.
Argentina imposes no market access restrictions or capital controls. Central Bank restrictions on
remittances by foreign banks have been eliminated.

Brazil

Foreign participation in Brazil’s financial sector is regulated by the Brazilian Constitution. The
establishment of new foreign branches or subsidiaries is prohibited, although actual government
practice has allowed substantial foreign entry and expansion in recent years. Transitional rules
permit exceptions on the basis of obligations under international agreements, reciprocity, or national
interest. Work on a Complementary Law defining conditions for new or increased participation of
foreign capital in the financial sector has progressed slowly, but it may be voted into law in 1999.
A government toll is generally levied on newly entering foreign banks, either in the form of an
outright payment or in some cases acceptance of doubtful assets of troubled institutions subject to
central bank intervention. Trends in the Brazilian banking system since 1994 include: an increasing
share of private sector banks and a declining share of government-owned banks in terms of total
banking assets; amovement toward greater concentration among private sector banks; and a growing
share of foreign bank ownership. In the 1997 GATS agreement, Brazil has offered to provide
national treatment in banking, pending approval of the Complementary Law and subject to the
provision that all members of senior management of financial services providers must be permanent
residents of Brazil.

Canada

Foreign bank entry into the Canadian domestic banking market by branching continues to be
restricted. Canada is the sole exception among G-7 countries in this regard. Canada, however, has
pledged to introduce and to try to enact legislation that will permit wholesale foreign branch banking
(but not retail branch operations) in Canada by mid-1999. Overall, prospects are improving in
Canada in banking, as well as in other closely related areas, such as consumer finance, leasing,
credit-card issuance, and mortgage insurance. As a result of the NAFTA accord, Canada accords
U.S. banks a right of establishment and a guarantee of national treatment.

Chile

A new banking law approved in 1997 substantially enhanced prospects for new banking activity in
Chile. The law stipulates objective parameters for new banks to enter the Chilean market, and it
expands the types of activities in which Chilean and foreign banks may engage. Banks may
establish subsidiaries for securities and insurance brokerage, leasing and factoring. Chilean banks
are also permitted to engage in banking business overseas, through cross-border lending, the
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establishment of branches and directly investing in foreign affiliates. Many regulations effecting
changes in the new law are still pending as of mid-1998. Foreign banks are allowed to establish

either as branches or subsidiaries, but the Bank Superintendency apparently prefers branches because
the legal liability of a foreign branch extends to the parent institution. Foreign branches are subject
to lending limits based on local capital. Foreign banks can trade foreign exchange through the

official exchange market. However, Chile retains some controls on international capital movements.
One is a reserve requirement on all credit inflows except direct supplier credits. Firms are required
to deposit an established percentage of the inflow in a non-interest-bearing reserve for a set period
of time, or pay the central bank a tax equivalent to the interest which the government could have

earned on the deposit if it had been made. The percentage rate applies for the first year of the

transaction, and it pertains equally to domestic and foreign firms. However, the rate was lowered

from 10 percent to zero in September 1998. Chilean regulatory practices are transparent and there
have been no complaints from U.S. bankers contacted.

China

China’s banking system is still heavily influenced by the legacy of the former economy. Treatment
of foreign financial institutions is highly restrictive. Foreign banks are not permitted to conduct local
currency business except at tightly controlled levels in limited geographical areas in Shanghai and
Shenzhen. Participation is allowed only in defined areas of wholesale banking. Foreign branches
and subsidiaries are permissible but are subject to several licensing and operating restrictions. The
U.S. Treasury Department is engaged in an ongoing dialogue with China concerning an expanded
role for foreign financial institutions in China in the context of its desire to join the WTO.

Czech Republic

Each of the three East European countries surveyed in the Report, the Czech Republic, Hungary and
Poland, represents a success story in terms of treatment accorded foreign banks. The foreign bank
industry in the Czech Republic has been free and growing and foreign banks are generally permitted
to engage in the same range of financial activities as domestic banks. European banks currently
dominate the foreign bank sector. U.S. bank activity is predominantly in the wholesale or
investment banking spheres.

European Union

The European Union banking market consists of fifteen countries. Over ten years ago, the objective
was to create a single market for financial services. Today, much of the legal framework has been
established. A major step forward toward such a single market will occur at the beginning of 1999
when eleven member states will adopt the euro as their single currency. Within the EU banking
market, any bank in any member country gains a “passport” to provide banking services through
local branches or cross borders throughout the EU. U.S. bank subsidiaries and direct branches of
U.S. banks established in any EU member state receive national treatment. As a result, concerns of
U.S. banks in the EU are for the most part quite similar to those of their European counterparts, and
they presently relate to different tax structures and differences in tax treatment across borders, which
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are still obstacles to full realization of the single market.

Hong Kong

Hong Kong’s monetary and financial regulatory structure remains autonomous following Hong
Kong’s reversion to Chinese sovereignty on July 1, 1997. Itis now a Special Administrative Region
of China. As of the end of 1997, there were 32 U.S. banks operating in Hong Kong. U.S. financial
institutions give Hong Kong authorities high marks for fairness and transparency and say that Hong
Kong does not discriminate in terms of competitive opportunities. No major barriers regarding
market access or national treatment have been reported.

Hungary

In Hungary, as the privatization process has continued, the presence of foreign banks has expanded.
Foreign banks may now establish direct branches, subsidiaries or joint venture banks, or may acquire
shares in local banks. Three of the remaining four sectoral exceptions to the principle of national
treatment are expected to end by 2000, the single exception being ownership of arable land by
mortgage bank branches.

India

Foreign bank entry into India has gained momentum in recent years, after a long period of very
limited access. The domestic banking sector, however, continues to be dominated to a high degree
by public sector banks. India does not grant national treatment to foreign banks. Entry by foreign
banks is based primarily on India’s relations with the home country of each applicant bank; capital
requirements, tax treatment, and the ability to open new branches are all less favorable for foreign
banks than domestic banks. Foreign banks currently operate in India as branches, but the
recommendation contained in a recent Banking Committee Report is that subsidiaries become the
preferred form and that foreign bank subsidiaries meet higher capital requirements than local banks.
According to the 1997 GATS agreement, India has pledged to allow on a gradual basis more liberal
treatment of foreign banks.

Indonesia

Indonesia’s banking sector is presently in dire condition owing to the economic crisis that swept
through the region beginning in mid-1997. A major restructuring plan is now being implemented
with the assistance of the IMF, the World Bank, and the Asian Development Bank. The scope of
this task is enormous because of the depression-like conditions that undermine the health of
previously sound banks, along with the economy as a whole. Currently, four U.S. financial
institutions operate wholly-owned branches in Indonesia. All are permitted to provide a full range
of banking services, although three concentrate entirely on corporate lending. Eight other U.S. banks
have representative offices.
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Japan

Foreign banks have long encountered difficulties in the Japanese banking market. These difficulties
have been the result of the regulatory environment and the country’s exclusionary business practices
rather than a lack of national treatment, which has not been an issue in recent years. Some experts
believe this situation in Japan could be about to change for the better as the 1996 “Big Bang”
initiative to reform the financial system and other possible deregulation measures are introduced.
In 1995, the U.S. Treasury Department and the Japanese Ministry of Finance signed a bilateral
Financial Services Agreement covering such areas as the pension fund market for trust banks, the
removal of restrictions on cross-border capital transactions, and greater transparency. One of the
first liberalizing steps under the Big Bang initiative in 1998 was a comprehensive revision of Japan’s
Foreign Exchange Law. Restrictions on Japanese overseas deposits have been removed and citizens
may now freely buy and sell foreign currencies. All of these changes are proving to be of benefit
to U.S. and other foreign banks operating in Japan.

Korea

Korea is presently implementing broad-based reforms of its economic and financial system in
cooperation with the IMF, the World Bank, and the Asian Development Bank. Included are
measures liberalizing capital markets and the banking sector. Changes occurring in 1998 include
permission for foreign banks to set up subsidiaries, removal of all restrictions on land ownership by
foreigners, permission for foreigners to participate in non-hostile and hostile mergers and
acquisitions of domestic financial institutions, and government encouragement of greater foreign
investment in the financial sector. U.S. banks are prominent members of the foreign banking
community, but total foreign bank assets still account for a relatively small 9 percent of total assets
held by deposit money banks. Foreign bank activity is concentrated in wholesale banking as a result
of the Korean regulatory environment. Local foreign branch bank capital continues to be the basis
for determining a variety of funding and lending limits. The government maintains tight control over
the introduction of new financial instruments and foreign banks are disadvantaged in their access to
local currency funding.

Malaysia

Malaysia is another of the East Asian countries seriously affected by the economic and financial
crisis that arose in mid-1997. Malaysia’s response to the crisis changed abruptly in mid-1998 as it
instituted selective capital controls aimed at stabilizing its currency and insulating its economy from
external risks posed by short-term capital flows. Other policies were adopted to reflate the lagging
economy. Malaysia strictly limits foreign bank entry and foreign bank activity within its borders.
No new commercial banking licenses have been issued in over 15 years, and acquisition of existing
domestic banks is so constrained as to make it unappealing to foreign financial institutions. Since
1994, all existing foreign branch banks have been obliged to incorporate locally, which has been
costly. Employment of expatriates by foreign banks is also sharply limited. One example of the
restrictions on the expansion of foreign bank activity is the prohibition on foreign banks’ establishing
new branches or operating off-site ATMs.

11
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Mexico

Implementation of the North American Free Trade Agreement (NAFTA) at the beginning of 1994
and the Mexican financial crisis in 1995 had the combined effect of very significantly liberalizing
Mexico’s banking sector. The foreign bank presence in the form of subsidiaries, joint ventures, and
acquisitions of local institutions has grown sharply in recent years. (Foreign bank entry in the form
of direct branches is not permitted.) Foreign bank affiliates are allowed to provide the full range of
banking activities, subject to minor exceptions and market share restrictions, with the latter due to
expire by 2000. The Mexican government has been working with the Congress during 1998 to enact
a financial reform package. Parts of that package dealing with the FOBAPROA bank insurance fund
problem may be completed this year, while other parts dealing with regulatory reform will likely be
carried over into 1999. As aresult of the financial services chapter of NAFTA, Mexico accords U.S.
banks a right of establishment and a guarantee of national treatment.

Philippines

The Philippines has a significant foreign bank presence, with foreign banks accounting for some 16
percent of all commercial bank assets. Entry of new foreign banks is restricted, however, and
foreign banks must comply with additional restrictions in comparison with domestic banks. Capital
adequacy ratios and legal lending limits are based on the locally incorporated capital of the branch.
Limits are also applied on branching, ATMs, remittances on profits, and ownership of land and
buildings.

Poland

Poland’s banking system has also been expanding rapidly and foreign banks are playing a prominent
role in this growth. The main national treatment issue for U.S. financial institutions has been the
licensing policy of the National Bank, which requires a foreign applicant to either purchase or
financially assist a troubled Polish bank. This issue is expected to disappear at the end of 1998 when
Poland’s OECD commitment to provide national treatment to banks from OECD countries takes
effect. Prudential lending limits for foreign bank branches in Poland are based on local paid-in
capital, thus effectively removing the advantage of establishing a branch.

Russia

Analysis of Russia’s banking system and its treatment of foreign banks in this Study was hampered
by the collapse of the country’s financial system in August 1998. Very significant restructuring of
the banking sector is certain, but the precise role and array of opportunities open to foreign banks

remain to be determined. As of mid-1998, there were three wholly-owned U.S. banks and nine
others with U.S. participation licensed to operate in Russia. While U.S. banks indicate that de facto
they have not been subject to discriminatory treatment or restrained from engaging in any planned
banking activities, there are Russian laws and regulations that are indeed discriminatory. For
example, foreign banks must have higher minimum charter capital requirements, 75 percent of their
employees must be Russian nationals, and their chief executive officer must meet specific language
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and education criteria. Russia’s accession to the WTO has not yet occurred and Russia has not
submitted its offer on financial services.

Singapore

There are two banking markets in Singapore: the offshore Asian Dollar Market and the domestic
market, with the former being three times as large as the latter. Singapore actively encourages
participation by foreign banks in the offshore market, which is dominated by U.S. and other foreign
banks. In contrast, the authorities have imposed a freeze on the number of banking licenses issued
in the domestic market for over 20 years, claiming it is over-banked. Foreign banks previously
established in the domestic market do not enjoy the same market access as domestic banks. Foreign
ownership of domestic banks is limited to 40 percent.

South Africa

Many foreign banks currently operate in South Africa, but altogether they account for only about 7
percent of total bank assets. Since 1995, authorities have permitted foreign banks to open branches,
but several important restrictions effectively eliminate the benefits that would otherwise result from
such an operation. Foreign subsidiary banks are accorded national treatment and are not limited as
to the scope of their activities or regulated differently from local institutions. The clearing system
is owned and controlled by the four largest South African banks and all other banks must clear
through the big four. A U.S. bank along with small domestic banks have been negotiating with the
Reserve Bank to obtain membership, but thus far they have not been successful. In commercial
banking, but not in investment banking, domestic banks are favored over foreign banks in bidding
on government contracts.

Taiwan

Taiwan has substantially liberalized its banking sector over the past four years, but some vestiges
of earlier licensing requirements and other restrictions on foreign banks still persist. The banking
community is dominated by the public sector, which accounts for 60 percent or more of bank assets,
bank deposits, and bank credit. Foreign banks take the form of either branches or representative
offices. While there are no foreign subsidiaries, they are legally allowed. Fourteen U.S. banks are
presently active in Taiwan. They concentrate on wholesale banking and are very active in the credit
card business and foreign exchange trading in the interbank market. A current concern for U.S.
banks is the fact that a government test of their ability to act as arrangers for large project loans is
based on onshore minimum net worth and total asset requirements. This is a variant of the legal
lending limits imposed on foreign banks in many emerging market countries, all of which have the
effect of constraining foreign bank involvement in the domestic financial community.

Thailand

Thailand is another of the countries in East Asia to have been seriously affected by economic and
financial turmoil since mid-1997. Severe problems in the country’s banking sector have been
blamed in part on inadequate regulation and mismanagement within institutions. Thailand is
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currently implementing a reform program supported by the IMF which involves closure of the
weakest financial institutions and recapitalization of those that are more healthy. Overall, the
banking system is being restructured and banks that are state-owned or that were taken over by Thai
authorities will be privatized. The presence of foreign banks has increased in recent years and they
now account for approximately 19 percent of all commercial bank assets. As a result of Thailand’s
banking crisis, foreign banks have been encouraged to consider acquiring larger shares of existing
Thai financial institutions. Nevertheless, several restrictions limit the expansion of foreign bank
activities, including a limit on the number of branches, legal lending limits based on locally held
capital of the foreign branch, and limits on the number of expatriate managers. Partly because of
such restrictions, most foreign banks concentrate on wholesale bank activities in the Thai banking
sector.

Venezuela

The Venezuelan banking sector has been recovering from a serious financial crisis in 1994-95 which
resulted from, among other things, an economic recession, lax bank supervision, directed lending,
and poor credit practices. Inresponse, the government and bank supervisory authorities took various
steps to stabilize the banking sector, including: passage of new legislation which strengthened the
supervisory authority; termination of government-directed lending to the farm sector; and
encouragement of greater foreign penetration of the banking sector. The foreign bank presence in
Venezuela now accounts for 48 percent of total banking sector assets. Foreign banks may now enter
the market through acquisition of shares in an existing bank or other financial institution, through
creation of a new bank or other financial institution wholly owned by a foreign bank or investors,
or establishment of a branch of a foreign bank or foreign financial institution. Previous restrictions
applied to already-established foreign banks which prevented them from expanding or offering a
competitive range of services have been lifted. There are no branching restrictions on foreign banks
and they are allowed to establish ATMs. However, local capital of the branch rather than the
parent’s consolidated capital is used to compute the branch’s legal lending limit and other capital-
driven thresholds. Under the 1994 bank law, banks can engage in securities activities, although in
practice foreign banks participate through separately established securities firms. The only barrier
with respect to national treatment is a provision in the banking law that permits the government to
take into account “economic and financial conditions, general and local” and insist on reciprocity
when deciding on an application for entry. The government has not used these powers to date
against U.S. firms.

Vietham

Vietnam is in the early stages of opening its national banking sector to foreign banks. It currently
sharply restricts the ability of foreign banks to provide a full range of services and to expand
operations in local currency. Vietnam does not currently apply consistent, transparent criteria in its
dealings with foreign banks.
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Securities

Argentina

Argentina’s securities market is small in comparison to its banking sector. Argentina has no market
access restrictions or capital controls, and it does not discriminate on the basis of domestic or foreign
ownership. U.S. banks and securities firms participate in the market as branches or subsidiaries.
There are no restrictions on Argentine access to foreign markets or foreign access to Argentine
markets.

Brazil

Brazil’s securities markets are the largest in Latin America. The Sao Paulo Exchange is the largest
both in Brazil and regionally, and it has been growing rapidly. Nevertheless, market capitalization
as a percentage of GDP remains low and the market for new domestic issues is thin as larger
Brazilian firms are attracted to cheaper, more flexible opportunities abroad to offer securities and
place commercial paper. The number of American Depositary Receipt (ADRs) offers has increased
significantly. Main participants include universal banks, large public and private pension funds,
mutual funds, and other banks operating through approved subsidiaries. Foreign firms wishing to
enter Brazil’s securities markets were barred from doing so by law in 1988, but previously existing
foreign firms were grandfathered. A transitional rule provides for exceptions to the law based on
national interest, obligations under international agreements, and reciprocity. Expected enactment
of a Complementary Law will provide for new foreign entrants and the increase of existing foreign
investment. Foreign securities and brokerage firms in Brazil may underwrite, broker and trade in
domestic securities and hold seats on the stock exchanges. They face no barriers to doing business
in the country. In recent years, new foreign firms have entered the Brazilian securities market
primarily as minority partners in joint ventures with domestic companies.

Chile

Chile’s securities exchanges have also been growing rapidly during the 1990s, but are still relatively
small and also tend to be illiquid and concentrated. There is no legal discrimination or restriction
against foreign securities firms, although they are required to operate through Chilean subsidiaries.
Direct purchases of Chilean securities by U.S. investors are permitted, but economically discouraged
by requirements that foreign investors maintain their Chilean investments for at least one year and
deposit some percentage of their capital in a non-interest-bearing account with the Central Bank.
Investment in foreign securities by Chilean citizens is limited.

China

Foreign securities firms are severely restricted from involvement in China’s securities markets by

discriminatory regulations and lack of market transparency. Foreign securities firms cannot establish
local branches or subsidiaries but may establish representative offices which are limited to offshore

activities and to making transactions on the stock exchange in “B” shares only. Foreign firms are

required by regulation to hire their Chinese staff through an “approved labor supplier.” China has
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still not passed a national securities law and there has been no indication when that may occur.

Despite these and other shortcomings, many U.S. securities firms remain optimistic about the longer-
term prospects for the Chinese market. In numerous bilateral and multilateral discussion, including
in the context of China’s application to enter the WTO, the U.S. Treasury Department has sought

significant liberalization of China’s securities market, including permission for foreign financial

institutions to participate in the underwriting and trading of renminbi-denominated securities.

However, there are no indications that China will soon allow an expanded role for foreign securities
firms beyond setting up joint ventures in tightly restricted markets.

Czech Republic

Securities markets in the Czech Republic are developing but are still characterized by fragmentation,
a lack of transparency, and occasional fraud and trading bottlenecks. U.S. securities firms deal in
cross-border transactions or government securities and derivatives rather than the equity or corporate
bond markets. The Czech government places no restrictions on the entry or establishment of foreign
securities firms and foreign investors may purchase Czech equities through brokers. There are no
restrictions on foreign ownership of publicly-traded securities. U.S. firms report no cases of
discriminatory treatment.

European Union

The European Union is in the process of creating a single market for securities services. The
cornerstone of the system is the “single passport” to provide investment services throughout the EU,
which is provided by the Investment Services Directive. Taken as a whole, the EU securities market
is larger than Japan’s but smaller than that of the United States. Anticipation of European Monetary
Union at the beginning of 1999 has been prompting further integration among securities markets of
member states. Over 50 U.S. firms are involved in EU securities activities, and plans for significant
expansion are going forward as the EU securities business is expected to grow rapidly. The EU is
committed to provide access to its securities markets on an MFN basis, including the freedom of
establishment. To the extent U.S. securities firms have concerns in EU markets, they are concerns
that are shared by all institutions in the market, foreign and domestic.

Hong Kong

The Hong Kong Stock Exchange ranked ninth largest in the world in market capitalization in 1997,
down from sixth largest in 1993. This drop was due to regional financial turmoil in late 1997. The
exchange has been playing a significant and growing role in raising equity capital for China’s state-
owned enterprises. U.S. financial institutions have a substantial and rapidly expanding presence in
Hong Kong. A survey of major U.S. bank and nonbank financial institutions regarding their Hong
Kong operations revealed no substantive concerns about national treatment. Respondents generally
viewed Hong Kong as the most open environment in Asia within which to do business. The
regulatory environment was regarded as fair and transparent. There appears to have been no impact
on the treatment of U.S. financial institutions as a result of the July 1997 reversion of Hong Kong
to Chinese rule. Inrecent months, as regional financial market turmoil intensified and Hong Kong
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markets came under increasing pressure, the Hong Kong government departed from its usual non-
interventionist, market oriented policy and intervened in stock, futures and currency markets,
spending some US$15 billion. Some analysts have expressed concern about the government’s
involvement in markets, both as a regulator and participant. Government spokespersons responded
by saying the action which occurred in August was a one-time divergence from their customary
policy.

Hungary

The Hungarian securities market has grown very rapidly in recent years, but trading has been
volatile. There are some suggestions that market regulation should be strengthened. Foreign firms
enjoy discrimination-free access to brokerage licenses and over half of the existing brokerages have
some foreign ownership. Banks and other financial institutions must set up dedicated, separate
subsidiaries to trade in Hungary’s securities markets. Participation by U.S. firms is small relative
to that of firms from Western Europe.

India

India’s securities markets have grown to significant size in recent years. This is a result in large part
of economic reform in the wider economy which freed industry from controls on investment and
expansion. At the same time, regulatory reforms and infrastructure development have been taking
placeinIndia’s securities markets. Companies are now allowed to issue equity at market-determined
prices; the issue process has become more flexible; and India’s capital markets are open to foreign
investors. U.S. and other foreign financial institutions (FFIs) have established joint ventures with
local financial institutions in such areas as investment banking, asset management and consumer
finance. U.S. firms also underwrite offshore securities issues by Indian companies, and they manage
and market mutual funds. U.S. institutional investors account for some 60 percent of cumulative net
investment by foreign institutional investors in India. The major barriers to market access in the
securities industry that remain to be addressed by authorities include: the removal of discriminatory
restrictions on the ability of FFIs to trade for their own account or for the account of customers; and
the inability of foreign securities firms to operate on the Indian stock exchanges directly 1nstead of
working through registered Indian brokers to execute transactions.

Indonesia

Before the economic and financial crisis began in mid-1997, Indonesia’s fledgling capital market
had been expanding rapidly. Nevertheless, some analysts blamed the absence of a well-developed
bond market in Indonesia as partly responsible for the ensuing financial crisis. Many rapidly
growing Indonesian companies had financed their expansion by borrowing abroad during the 1990s,
running up large private offshore debts denominated in foreign currency. When the exchange rate
crisis hit in 1997, those domestic companies faced loan repayments in domestic currency terms that
were suddenly impossible to meet. U.S. and other foreign securities firms enjoy good access to the
Indonesian securities market, both as purchasers of securities and as brokers. Foreign securities
firms must still operate through joint ventures with domestic firms, but discriminatory capital
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requirements on foreign firms are expected to be removed in 1998. Relatively tight limits on the
number of foreign personnel who can be employed by securities firms continue to be applied.

Japan

Several developments in the past few years have helped to partially liberalize Japan’s securities
markets. The 1995 agreement between the U.S. Treasury Department and the Japanese Ministry of
Finance was mentioned earlier in this Executive Summary. Another important development was the
Japanese government’s “Big Bang” deregulation initiative, announced in 1996. Various legal and
regulatory changes are now underway as part of a broad effort to achieve “free, fair, and global”
financial markets in Japan by 2001. Many barriers to Japanese securities markets, identified in
previous National Treatment Study Reports, have been or are now being addressed. Remaining
problems include the lack of freedom to offer new securities products due to a discretionary and
time-consuming new product approval process, limited access to the domestic lead-underwriting
business, and inadequate transparency of the regulatory process.

Korea

The Korean securities market is in the midst of fundamental change as the country is implementing
a reform and restructuring program in cooperation with the IMF and other international financial
institutions. The program involves significant capital market liberalization. In the course of recent
events, foreign participation in domestic equity and bond markets has been substantially liberalized.
Government interference with and manipulation of equity market prices has been scaled back and
the regulatory authority for the securities industry has been reformed. Foreign firms may now
establish subsidiaries as well as branches. Foreign investors play a growing role in stock market
trading; bond markets are now open to foreign investors. Many regulatory and legal barriers for
foreign securities firms and foreign investors have been removed, although limitations remain on the
operations of representative offices. Branch offices have to meet minimal capital requirements
depending on their business activities. Consultation with foreign firms about regulatory changes has
improved. Current issues of major concern to foreign firms are primarily ones of need for more
market liquidity and transparency rather than national treatment.

Malaysia

Prior to the 1997 financial crisis in East Asia, Malaysia’s securities market had grown into one of
the most active and diverse Asian markets, outside of Japan. Foreign ownership in Malaysian
stockbroking companies is limited to 49 percent of paid-in capital. Only one U.S. securities firm
holds a large minority stake in such a domestic firm. New licenses for joint-venture securities firms
providing brokering and underwriting services are subject to an economic needs test. Up until
selective currency controls were implemented in September 1998, U.S. firms interested in a
Malaysian portfolio generally operated through subsidiaries in the regional hubs of Hong Kong and
Singapore. Foreign firms are permitted to register in Malaysia as investment advisers and to conduct
market research for overseas clients. Although there are generally transparent rules governing
Malaysia’s financial and capital markets, the financial authorities maintain substantial discretionary
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authority when approval is required for certain transactions.

Mexico

The implementation of the NAFTA in 1994 opened the Mexican securities market to U.S. and

Canadian firms. Under NAFTA’s national treatment guarantee, U.S. securities firms and investment
funds, acting through local subsidiaries, have the right in principle to engage in the full range of
activities permitted in Mexico. U.S. and Canadian firms are subject to gradual relaxation in market

share limitations during NAFTA’s transitional period, which will end in 2000. In 1995, the Mexican

government liberalized regulations governing investment in Mexican financial institutions. The

1995 reforms also permitted foreign institutions to acquire Mexican financial institutions and convert
them into affiliates without being subject to capital limits, and there have been two cases where

foreign financial institutions have taken advantage of this opportunity. There have been no further
developments relative to Mexican securities market regulation since 1995.

Philippines

The Philippine securities market is small and relatively underdeveloped. Trading is concentrated
in government securities, with about half of government paper carrying maturities of less than one
year. Branches of U.S. banks operating in the Philippines are active traders of foreign exchange and
government securities, including futures. Foreign securities broker/dealers may enter the Philippines
securities markets as wholly-owned, locally incorporated, broker/dealers. For investment houses,
which are allowed a broader range of securities activities, foreign participation is limited to 60
percent ownership. The foreign ownership limit on firms engaged in trust activities and mutual fund
management is 40 percent. After entry, there are no further distinctions made between wholly or
partially-owned foreign and domestic firms.

Poland

Poland’s securities markets continue to grow and develop in sophistication but at this stage they are
still thin and are considered to be in the developmental stage. Poland extends national treatment to
U.S. firms offering financial services in connection with issuance and trading of securities. A
number of U.S. investment banks in Poland provide advisory, underwriting, and fund management
services.

Russia

The very considerable progress made in Russia over the last four years with respect to securities
market development, legislation, and regulations was overshadowed by the collapse of Russian
financial markets in mid-1998. Prior to the 1998 upheaval, Russia’s financial sector had become one
of the most dynamic and market-oriented in the entire economy. The primary regulator, the Federal
Commission for the Securities Market, was established and began to exert its authority through
licensing procedures and through creation of a regional network. Regulation and enforcement were
hard-pressed to keep up with the explosive growth in securities market activity. Prior to the 1998
market collapse, key issues included: the need for stronger protection of shareholders’ rights; an
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improved tax regime; and domestically-based clearing and settlement infrastructure. Investment
firms with U.S. participation do not report any discriminatory treatment. Only resident firms can
be licensed by the securities regulatory agency to conduct professional securities market activities
in Russia.

Singapore

Foreign securities firms generally have the same right to establish and offer financial products in
Singapore as do domestic firms, with respect to government securities, unit trusts, and financial
futures. There are restrictions, however, on the extent to which foreign stockbroking firms can trade
in the equity securities markets for Singapore resident clients. Singapore residents face no capital
controls or restrictions in obtaining offshore financial instruments. Foreign companies can
participate in underwriting foreign issues of local companies without restriction. There are
restrictions, however, on the issuance of offshore Singapore dollar-denominated securities. One year
ago, the Singapore government set up a Stock Exchange Review Committee to consider and
recommend changes in the operation of Singapore’s stock exchange as part of a broad effort to
liberalize the financial services sector. In May 1998, another government-appointed committee
proposed adoption of a U.S. system of regulation based on maximum disclosure and minimum
exchange regulation in order to generate greater vibrancy in securities markets. It remains to be seen
what changes in law or regulation result from these efforts.

South Africa

Foreign participation in South Africa’s securities markets has increased significantly in the past three
years. U.S. firms have established a presence in the equities, bond, and derivatives markets and are
expanding their involvement. Financial authorities expect to present to Parliament a carefully
coordinated array of regulatory proposals within the next year aimed at bringing South Africa’s
regulatory and supervisory structure into conformity with global best practices. This will facilitate
transition to unrestricted cross-border financial transactions based on national treatment. The turmoil
in international markets in mid-1998 and a global reassessment of risk by foreign investors is
expected to place continued pressure on South Africa’s securities markets to bring regulatory,
corporate governance, disclosure, and technological standards fully into line with those of major
markets abroad.

Taiwan

There has been significant liberalization of Taiwan’s securities sector over the past four years. A
one-year waiting period to upgrade a representative office to a branch has been dropped; almost all
foreign ownership restrictions have been abolished; limits on foreign ownership in futures brokerage
firms have been lifted; foreign and domestic securities firms face the same capital requirements, and
after establishment may provide the same services; and most restrictions on repatriation of capital
and earnings by foreign institutional investors have been removed. Nevertheless, U.S. securities
firms continue to face discriminatory treatment in several areas. For example, U.S. and other foreign
qualified institutional investors are subject to an investment limit per investor. The US$7.5 billion

20



EXECUTIVE SUMMARY

limit on aggregate foreign investment in the Taiwan Stock Exchange was replaced by foreign
ownership limits in listed firms. (These limits on foreign ownership in a listed company have been
raised over the past four years and are due to be removed entirely by 2000.) All in all, however, the
overall environment for securities firms operating in Taiwan remains restrictive. Capital and
exchange controls are still in effect for large transactions and impede a range of operations, as do
limitations on foreign institutional investors.

Thailand

The securities markets of Thailand were among the fastest-growing in the region during the 1980s
and 1990s. However, the markets were badly affected by the economic and financial crisis that
began in mid-1997. Various measures have been taken to shore up the securities market, including
easing restrictions on foreign ownership of domestic securities firms. Until recently, U.S. securities
firms did not have a significant direct presence in Thailand, and instead relied on representative
offices and several minority holdings in domestic finance/securities companies. U.S. firms have
been active in underwriting offshore debt and equity issued by Thai companies for several years and
have been involved in underwriting and managing both offshore and domestic mutual funds. U.S.
portfolio investors have been active participants in Thailand’s equity market. Since the onset of the
financial crisis, U.S. securities firms have been involved in advising on financial restructuring for
listed companies and on privatization.

Venezuela

Securities markets in Venezuela are relatively small compared to its banking sector, and small
relative to Brazil’s securities markets. In Venezuela, banks may engage in a full range of securities
activities, although participation has typically been through fully-owned securities firms. Reform
of The Capital Markets Law, which awaits ratification by the Senate, will strengthen the regulatory
environment of Venezuela’s equity markets. Foreign banks and securities firms may engage in fund
management activities, subject to authorization. There are no barriers to the introduction of new
financial products, although some transactions may require prior approval of the regulatory
authority.

FUTURE LIBERALIZATION

Although bilateral and multilateral negotiations over the years have improved market access and
national treatment for U.S. financial institutions, problems remain in many important markets. The
problems identified in detail throughout this study present a challenge for U.S. financial institutions
and the U.S. government.

The first step the United States can take to encourage financial market liberalization is to ensure that

the commitments contained in the 1997 Agreement on Financial Services within the GATS enter into
force on a timely basis. Countries have until January 29, 1999, to ratify the agreement concluded
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in December 1997. If ratified in that time frame, the agreement will enter into effect on March 1,
1999. This will start a new era in which U.S. authorities will be able to enforce as obligations
countries’ commitments using the WTO dispute settlement process. Over time, this process will
result in the development of WTO case law which will be an important guide for resolving future
conflicts among WTO member countries concerning market access and national treatment.

The 1997 agreement is only the beginning of a process to achieve progressively higher levels of
liberalization in the global financial services trade. The GATS provides for successive rounds of
services negotiations and requires that a new round of negotiations start by January 1, 2000.
Although WTO members will need to decide on the scope and modalities of these negotiations, and
their relationship to other efforts, a further round of financial services negotiations is expected to
be part of the agenda. In addition, approximately 30 countries are negotiating to accede to the WTO,
including Russia, China, Saudi Arabia, and Taiwan. The United States will continue negotiating
with these countries to ensure that they make commitments that meet the standards set within the
GATS in the financial services sector.

The United States will also continue to promote financial market development and liberalization of
financial services trade in various regional fora.

. In the Summit of the Americas process, the United States is working with Latin American
countries to promote financial market development, capital market liberalization, and
enhanced financial regulatory cooperation. Negotiations will begin in 1999 for a Free Trade
Agreement of the Americas that will aim to achieve full liberalization of trade and
investment in the Western Hemisphere by 2005. Financial services negotiations will be an
integral part of this process.

. Under the NAFTA, the United States continues to consult with Canada and Mexico on the
implementation of the agreement and possible further market opening via cross-border trade
in financial services and establishment of commercial presence through direct branches.

. Over the past three years, the members of the Organization for Economic Cooperation and
Development (OECD) have been negotiating the Multilateral Agreement on Investment
(MAI). Although negotiated by OECD countries, the MAI would be open to non-OECD
countries willing and able to take on its obligations. Good progress has been made on the
basic elements of investment liberalization and protection, but the MAT has also raised some
important issues unrelated to investment in the financial services sector, which will need to
be addressed.

. Under the Asia-Pacific Economic Cooperation (APEC) forum’s Finance Ministers’ process,

the Treasury Department and U.S. regulatory agencies will continue to engage counterparts
from other Asia-Pacific countries on the development and liberalization of domestic capital
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markets, improving prudential regulation of these markets, and other policies for promoting
financial stability. To date, the APEC Finance Ministers’ discussion of these issues has
served as an important impetus for financial liberalization.
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Part 1

Treatment and Operations
of Foreign Financial Services Firms
in the United States






NATIONAL TREATMENT UNDER U.S. LAWS AND REGULATIONS!

INTRODUCTION

The prevailing policy of the United States has been, and continues to be, to provide national
treatment to foreign investors in their establishment and operation of financial institutions within the
United States. The adoption of a policy of national treatment by the United States arose from the
conviction that competition in financial services is healthy and beneficial. The U.S. financial
markets, U.S. borrowers, U.S. investors, and the economy as a whole have benefitted from the
presence of foreign financial institutions. The openness of U.S. financial markets helps to reinforce
U.S. efforts to encourage greater financial market liberalization in foreign countries that do not yet
provide substantially full market access and national treatment.

The purpose of this chapter is to highlight changes in U.S. law and regulation since publication of
the 1994 National Treatment Study that are relevant to the treatment accorded to foreign financial
services firms. This chapter draws upon the 1994 Study in order to provide a context for discussion
of new developments but, to the extent possible, it avoids repetition of material set out in previous
studies.

This chapter is organized into six sections, including this Introduction. The second section discusses
the application of the principle of national treatment. Section 3 examines the treatment accorded
foreign banking organizations under U.S. banking law. Sections 4 and 5 provide parallel accounts
of the treatment of foreign institutions active in U.S. securities and futures markets. These sections
also address regulations affecting the ability to introduce new products into the U.S. securities,
options, and futures markets. Concluding remarks appear in Section 6.

THE APPLICATION OF THE PRINCIPLE OF NATIONAL TREATMENT

In the financial services area, U.S. policy has been to accord national treatment to foreign financial
institutions under U.S. law and regulation. As practiced, national treatment accords substantially

the same treatment to foreign financial institutions in the United States as is extended to U.S.
financial firms in like circumstances. This ensures that national treatment affords equality of
competitive opportunity to foreign financial institutions in the U.S. market. This approach provides
alevel playing field in the United States for foreign and domestic financial institutions. This chapter
highlights the extent to which national treatment, including equality of competitive opportunity in
financial services, has been maintained and, in some cases, expanded under U.S. law and regulation

' The information contained herein has been reviewed by the staffs of the contributing departments and
agencies, but should not be deemed interpretative advice of the respective staffs, or regarded as legally binding
guidance.
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since 1994.

Assuring equality of competitive opportunity may require differential treatment of foreign financial
institutions compared to domestic financial institutions. Providing identical treatment may not
always be sufficient to ensure that foreign financial institutions enjoy equality of competitive
opportunity in U.S. financial markets or that prudential concerns are met. Differential treatment is
sometimes necessary in order to accommodate legal and regulatory systems and banking structures
in foreign countries that may differ from those in the United States. Providing equality of
competitive opportunity, therefore, sets a higher standard of fairness than de jure national treatment,
based simply on identical treatment in law and regulation.

This same definition of national treatment has been the foundation of U.S. efforts to encourage other
countries to liberalize their financial markets. As in the United States, identical treatment of foreign
and domestic financial institutions may not always be sufficient to ensure equality of competitive
opportunity in foreign markets.

NATIONAL TREATMENT UNDER U.S. BANKING LAW
Entry and Operation of Foreign Banks in the United States

The United States generally offers investor choice with regard to the form of entry that a foreign

financial institution may use to establish a U.S. presence in banking. The dual banking system in

the United States provides the opportunity for either a federal or state license.? The principal forms

of establishment are: a federally or state-chartered commercial bank subsidiary; a federally or state-

licensed branch or agency; a representative office; an Edge Corporation subsidiary chartered by the

Federal Reserve; an Agreement Corporation organized under state law but subject to Federal Reserve
regulation; and investment companies organized under New York State law.

Establishment of branches or agencies of foreign banks is prohibited by law in some states of the
United States, but those states that are considered important financial centers permit foreign bank
branches and/or agencies — e.g., New York, California, Illinois, Texas, Florida, and Georgia.

Edge Corporations are specialized entities that engage in international or foreign banking and other
international business activities. Both domestic and foreign banks are permitted to establish Edge
Corporations. These companies are not subject to restrictions on interstate branching (see Interstate
Banking and Branching below).

% The Office of the Comptroller of the Currency (OCC) charters national banks and licenses federal branches
and agencies. Individual state banking authorities license state banks, branches, and agencies.
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Branches and agencies are the preferred form of establishment by foreign banks; there were 296 and
173, respectively, at the end of March 1998. In addition, there were 108 foreign bank-owned bank
subsidiaries, three investment companies, and 21 Edge Corporations and Agreement Corporations.
These U.S. operations of foreign banks control US$1.2 trillion in assets, approximately 24 percent
of the total assets of the U.S. commercial banking system. In addition, there were about 144
representative offices of foreign banks in the United States.?

The International Banking Act of 1978

Foreign banks with U.S. branches or agencies were first subjected to federal regulation with the
passage of the International Banking Act of 1978 (IBA). The IBA required foreign banks operating
offices in the United States to maintain reserves against deposit liabilities and limited their activities
and geographic expansion in the United States in accordance with the comparable limitations
applicable to U.S. banking organizations.

The IBA, in providing for the first time for federally licensed branches and agencies of foreign
banks, required that such branches or agencies generally operate under the same restrictions and
conditions applicable to a national bank operating at the same location.*

As originally enacted, the IBA did not extend to foreign banks a numbser of federal requirements
imposed on U. S. banks. For example, it did not require a foreign bank to meet uniform national

3 Source: Federal Reserve Board.

% Pursuant to the IBA, the OCC, the licensor and primary supervisor of federal branches and agencies, requires
the parent bank to establish and maintain a capital equivalency deposit (CED) with a Federal Reserve member bank.
Prudential in nature, the CED is technically a pledge of assets to the OCC calculated as a percentage of third-party
liabilities of the branch or agency; the CED provides a cushion of protection for depositors and other creditors. Lending,
investment, and other limits for federal branches and agencies are not limited by the CED; rather, they are based on the
consolidated worldwide parent capital. A few states have explicit asset pledge requirements, which are similartoa CED
and broadly constitute the amounts the chartering authorities expect all foreign banks to have in the jurisdiction in order
to do business. In addition, asset maintenance requirements may be imposed by state or federal authorities on a case-by-
case basis in circumstances where serious prudential concerns have been identified. The amounts imposed generally
represent a specified percentage excess of qualifying assets over third-party liabilities of the branch or agency.

The Federal Deposit Insurance Corporation (FDIC) has an asset pledge requirement for foreign banks with insured
branches. The amount to be pledged must be equal to 5 percent of the average of the insured branch's third-party
liabilities for the last 30 calendar days of the most recent calendar quarter. Whenever the FDIC is obligated to pay the
insured deposits of an insured branch, the assets pledged will become the property of the FDIC to be used to the extent
necessary to protect the deposit insurance fund. The pledged assets can be held at a depository institution in any state,
but the foreign branch must get prior written approval of the FDIC of the selected depository institution. Additionally,
an insured branch of a foreign bank is also subject to an asset maintenance requirement. The branch is required to
maintain on a daily basis eligible assets in an amount not less than 106 percent of the preceding quarter's average book
value of the branch's third party liabilities.
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standards for foreign bank entry into the U.S. market, nor did it provide for a federal role in the
licensing or termination of a state-licensed branch or agency of a foreign bank. The Congress saw
the need for additional federal regulation of foreign banks in the United States largely as a result of
concerns raised by the alleged fraudulent or illegal activities of foreign banks such as the Bank of
Commerce and Credit International (BCCI) and Banca Nazionale del Lavoro (BNL).

Foreign Bank Supervision Enhancement Act of 1991

Problems in bank supervision, principally those associated with BCCI and BNL, led to the

enactment of the Foreign Bank Supervision Enhancement Act of 1991 (FBSEA), which strengthened
the federal regulators' supervisory authority with respect to foreign banks. The FBSEA authorized

greater federal oversight of foreign banks in order to ensure that multistate U.S. offices of foreign

banks were regulated, supervised, and examined within the same broad framework as U.S. banks.

The FBSEA amended existing U.S. law in several ways, most notably with respect to uniform

standards and creating a federal approval requirement for all foreign banks seeking to establish U.S.

offices, whether licensed by federal or state authorities. (Certain of these provisions were amended
in 1996. See discussion of 1996 legislation below.)

Establishing offices. Section 202(a) of the FBSEA amended the IBA to require prior approval of
the Federal Reserve Board (FRB) for the establishment of state-licensed and federally licensed
branches and agencies, and representative offices of foreign banks, or to acquire ownership or
control of a commercial lending company. This is in addition to the existing licensing approval by
the federal regulator — OCC — or state primary regulator, mandated by the IBA. It further provided
mandatory and discretionary criteria for FRB approval of applications to establish offices.

Under the statute, the FRB may not approve applications to establish branches or agencies unless
it determines, among other things, that: (1) the applicant foreign bank engages directly in banking
outside the United States; (2) the applicant foreign bank is subject to comprehensive supervision on
a consolidated basis by home country authorities, > subject to certain narrow exceptions discussed
below; and (3) the foreign bank has furnished the FRB the information necessary to assess
adequately the application. In considering applications for representative offices, the FRB may take
into account the same standards applicable to the establishment of branches and agencies and may
impose any additional requirements that it determines are necessary.

Although requiring that applicant foreign banks be subject to comprehensive consolidated
supervision (CCS) is not necessarily the norm worldwide, it is consistent with the "minimum

5 This requirement has been interpreted by the FRB to mean, among other things, that the applicant’s home
country supervisor receives sufficient information on the worldwide operations of the foreign bank (including the
relationships of the bank to any affiliate) to assess the foreign bank’s overall financial condition and compliance with
law and regulation.
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standards" established by the Basle Committee on Bank Supervision in 1992. The federal banking
supervisors have emphasized multilateral and bilateral outreach activities that encourage foreign
supervisors to implement a system of CCS, explain what such a system should entail, and provide
technical assistance to achieve that end, if requested.

Authority to terminate offices. The FBSEA also permits the FRB to order a foreign bank that
operates a state-licensed branch or agency or commercial lending company subsidiary in the United
States to terminate its activities if the FRB finds that the foreign bank is not subject to CCS by its
home country supervisor, and the home country authorities are not making demonstrable progress
in establishing arrangements for comprehensive supervision or regulation of the foreign bank on a
consolidated basis, or it has reasonable cause to believe that the foreign bank or an affiliate has
committed a violation of law or engaged in an unsafe or unsound banking practice in the United
States.

With respect to federal branches or agencies, the FRB may transmit a recommendation to the
Comptroller of the Currency that the license should be terminated. The FRB may also order the
termination of the activities of a representative office on the basis of the standards, procedures, and
requirements applicable to branches and agencies.

Bank acquisitions. Section 207 of the FBSEA made foreign banks maintaining a branch, agency,
or commercial lending company in the United States subject to section 3 of the Bank Holding
Company Act of 1956 (BHC Act) in the same manner and to the same extent as U.S. bank holding
companies. Following this change, if a foreign bank maintaining a branch or agency in the United
States wishes to acquire more than 5 percent of the voting shares of a U.S. bank or bank holding
company, it must file an application with the FRB under the BHC Act. Foreign banks generally
must meet the same standards as U.S. banks, including capital position and financial resources, when
acquiring bank or nonbank subsidiaries in the United States.

Retail deposits. Section 214(a) provides that no foreign bank may accept or maintain retail deposits
of less than US$100,000, except through an insured banking subsidiary. Branches that were insured
prior to December 19, 1991, are grandfathered.

Examinations and Federal Reserve examination fees. The FBSEA clarifies and strengthens the
FRB's authority to make sure that multistate foreign bank operations are examined in a
comprehensive and coordinated manner. The FBSEA also requires that each branch and agency of
a foreign bank be examined at least once each year. Section 203(a) further authorizes the FRB to
examine any office, subsidiary bank, commercial lending company or affiliate of a foreign banking
organization, coordinating to the extent possible with the other relevant supervisors.

Section 203(a) also states that the cost of such examinations that the Federal Reserve undertakes
shall be assessed against and collected from the foreign bank or its parent holding company only to
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the extent that domestic banks are charged. The FRB is not required to impose fees on domestic
banks that it examines, although all U.S. banks are assessed to some extent for federal banking
supervision.

The FDIC does not charge fees for its examinations. Insured institutions pay an insurance premium,
which is based on the amount of their insured deposits and their financial condition. The OCC
assesses fees based on the size of the bank or branch or agency.

Limitations on powers. The FBSEA prohibits state branches or agencies from engaging in any
activity that is impermissible for a federal branch or agency unless the FRB determines that the
activity is consistent with sound banking practices, and in the case of an insured branch, the FDIC
has determined that the activity would not pose a significant risk to the deposit insurance fund.

Limits on loans to one borrower. Similarly, under the FBSEA, state branches and agencies are
subject to the same loans-to-one-borrower limitations that are applicable to federal branches and
agencies, i.e., the limits applicable to national banks.

Reporting of stock loans. Because of the experience with BCCI, in which that institution was found
to have acquired illegal control of several U.S. banks through loans to nominees, Congress amended
section 7 of the Federal Deposit Insurance (FDI) Act to extend to foreign banks and their affiliates
requirements that they report to federal banking regulators loans secured by 25 percent or more of
an insured institution's voting stock. The reporting requirements include any "credit outstanding”
and clarify that loans by one organization to a group of persons acting together to gain control of a
U.S. bank must be reported.®

Consumer laws. In addition, the FBSEA placed the enforcement of foreign banks' compliance with
consumer laws with the appropriate federal banking agencies, thus placing foreign banks in a
position comparable to that of domestic banks.

Criteria for continued operations. Under the FBSEA the FRB is required, in consultation with the
Secretary of the Treasury, to develop and to publish criteria for evaluating the operation of any
foreign bank that was established in the United States prior to enactment of the FBSEA and that the
FRB determines is not subject to comprehensive supervision or regulation on a consolidated basis.
These criteria are for evaluative purposes and provide a framework for the continued operation in
appropriate circumstances of foreign offices established in the United States before the FBSEA was
enacted, even in the absence of CCS.

® The statute defines "credit outstanding” to include: (1) any loan or extension of credit; (2) issuance of a
guarantee, acceptance or letter of credit (including an endorsement or standby letter of credit); and (3) any other type
of transaction that extends credit or financing.
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The final regulations, which became effective in March 1996, provide that, after determining that
a foreign bank is not subject to CCS, the FRB shall consider the following criteria in determining
whether the foreign bank’s U.S. operations should be permitted to continue, and if so, whether any
supervisory constraints should be placed upon the bank in connection with those operations:

1.

10.

11.

the proportion of the foreign bank’s total assets and total liabilities that are located or booked
in its home country, as well as the distribution and location of its assets and liabilities that
are located or booked elsewhere;

the extent to which the operations and assets of the foreign bank and any affiliates are subject
to supervision by its home country supervisors;

whether the appropriate authorities in the home country of such foreign bank are actively
working to establish arrangements for the CCS of such bank and whether demonstrable
progress is being made;

whether the foreign bank has effective and reliable systems of internal controls and
management information and reporting that enable its management properly to oversee its

worldwide operations;

whether the foreign bank’s home country supervisor has any objection to the bank continuing
to operate in the United States;

whether the foreign bank’s home country supervisor and the home country supervisor of any
parent of the foreign bank share material information regarding the operations of the foreign
bank with other supervisory authorities;

the relationship of the U.S. operations to the other operations of the foreign bank, including
whether the foreign bank maintains funds in its U.S. offices that are in excess of amounts due
to its U.S. officers from the foreign bank’s non-U.S. offices;

the soundness of the foreign bank’s overall financial condition;

the managerial resources of the foreign bank, including the competence, experience, and
integrity of the officers and directors and the integrity of its principal shareholders;

the scope and frequency of external audits of the foreign bank;

the operating record of the foreign bank generally and its role in the banking system of its
home country;
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12.  the foreign bank’s record of compliance with relevant laws, as well as the adequacy of its
money laundering controls and procedures, with respect to its worldwide operations;

13.  the operating record of the U.S. offices of the foreign bank;

14.  the views and recommendations of the OCC or the state banking regulators in those states
in which the foreign bank has operations, as appropriate;

15.  whether the foreign bank, if requested, has provided the FRB with adequate assurances that
such information will be made available on the operations or activities of the foreign bank
and any of'its affiliates as the FRB deems necessary to determine and to enforce compliance
with the IBA, the BHC Act, and other applicable federal banking statutes; and

16.  any other information relevant to the safety and soundness of the U.S. operations of the
foreign bank.

Any foreign bank that the FRB determines is not subject to CCS may be required to enter into an
agreement to conduct its U.S. operations subject to such restrictions as the FRB, having considered
the above criteria, determines to be appropriate in order to assure the safety and soundness of its U.S.
operations. A foreign bank that fails to comply with such restrictions may be subject to enforcement
action.

Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA)

Congress enacted the Federal Deposit Insurance Corporation Improvement Act of 1991 in response
to the widespread bank and thrift failures of the middle and late 1980s. These failures strained the
resources of the existing statutory deposit insurance fund. The primary purposes of FDICIA were
to: provide a means to recapitalize the Bank Insurance Fund (BIF), improve supervision and
examination of insured depository institutions, require the least-cost resolution of insured depository
institutions, and reform both the financial services industry and the federal deposit insurance system.
Although title II of FDICIA, FBSEA, was directed specifically at the regulation of foreign banks in
the United States, other provisions of FDICIA also affect the supervision of these banks, as well as
that of U.S.-owned banking organizations.

Annual audits. FDICIA amended section 36 of the FDI Act to add new requirements for annual
independent audits and reports that apply both to domestic banks and to the insured U.S. branches
of foreign banks with assets of more than US$150 million. One of these requirements is that each
institution have an independent audit committee comprised of outside directors. In its final rule
implementing the statute, the FDIC exempted insured (foreign bank) branches from this requirement
because such branches do not have a separate board of directors. However, such branches are
encouraged to make reasonable good faith efforts to see that similar duties are performed by persons
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whose qualifications are consistent with the requirements of the rule as applicable to the particular
branch.

In 1996, Congress authorized the federal banking agencies to permit the independent audit
committee to be made up of less than all, but no fewer than a majority of, outside directors if the
agency determines that the institution has encountered hardships in recruiting and retaining a
sufficient number of competent outside directors to serve on the committee. Congress also
eliminated the independent auditor attestation requirement for compliance with safety and soundness
laws.

Prompt corrective action. FDICIA added section 38 to the FDI Act authorizing or requiring the
bank regulatory agencies to take certain supervisory actions when an insured depository institution
falls within the lower range of five specifically enumerated capital categories. These categories are,
in turn, based on capital maintenance regulations.

Insured branches of foreign banks are required, in lieu of capital, to maintain a pledge of assets and
a certain volume of eligible assets, which is analogous to a domestic bank's required capital.’
Therefore, for purposes of prompt corrective action, the levels of capitalization for insured foreign
bank branches that may trigger supervisory actions are based on the asset pledge and volume of
eligible assets.® As of March 31, 1998, there were 27 insured branches of foreign banks in the
United States, all of which were established before enactment of the FBSEA.

Risk-based assessments. FDICIA also amended section 7 of the FDI Act to require the FDIC to
establish a system of risk-based deposit insurance assessments. For domestic banks, one of the
criteria for determining assessments is the adequacy of capitalization maintained by those banks.
Again, because insured branches of foreign banks are required to maintain a pledge of assets and a
certain volume of eligible assets in lieu of the capital required for domestic banks, the risk-based
assessments for such branches refer to the branches' positions against those requirements.’

Crime Control Act of 1990

Section 2597 of the Crime Control Act of 1990 brings branches and agencies of foreign banks and
Edge and Agreement Corporations within the scope of the federal criminal code with respect to
financial crimes. These crimes include both those committed by banks and their employees and

7 See 12 CFR § 347.210-211.
8 See 12 CFR § 325.103(c).
9 See 12 CFR § 327.4 (a)(1)(i)(B).
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bank branches that may trigger supervisory actions are based on the asset pledge and volume of
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United States, all of which were established before enactment of the FBSEA.

Risk-based assessments. FDICIA also amended section 7 of the FDI Act to require the FDIC to
establish a system of risk-based deposit insurance assessments. For domestic banks, one of the
criteria for determining assessments is the adequacy of capitalization maintained by those banks.
Again, because insured branches of foreign banks are required to maintain a pledge of assets and a
certain volume of eligible assets in lieu of the capital required for domestic banks, the risk-based
assessments for such branches refer to the branches' positions against those requirements.’

Crime Control Act of 1990

Section 2597 of the Crime Control Act of 1990 brings branches and agencies of foreign banks and
Edge and Agreement Corporations within the scope of the federal criminal code with respect to
financial crimes. These crimes include both those committed by banks and their employees and

7 See 12 CFR § 347.210-211.
8 See 12 CFR § 325.103(c).
9 See 12 CFR § 327.4 (a)(1)()(B).
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those committed against banks.!°
Annunzio-Wylie Anti-Money Laundering Act

The Annunzio-Wylie Anti-Money Laundering Act, enacted as title XV of the Housing and
Community Development Act of 1992, provides for the termination of the charters/licenses of
financial institutions that are convicted of certain money laundering crimes. '! The provisions are
generally consistent with the treatment accorded under that act to U.S. financial institutions
convicted of money laundering crimes.

Government Securities Act Amendments of 1993

The Government Securities Act Amendments of 1993 (GSA Amendments)'? amended section
3(a)(34)(G) of the Securities Exchange Act of 1934, to clarify that, for purposes of the Exchange
Act, the FRB is the "appropriate regulatory agency" for uninsured state-licensed branches of a
foreign bank that are active as brokers or dealers in U.S. government securities and the FDIC is the
appropriate regulatory agency for insured state-licensed branches of foreign banks." This authority

19 Section 2597 of the Crime Control Act of 1990 amends the definition of "financial institution” in title 18 of
the U.S. Code to include branches and agencies of foreign banks and Edge and Agreement corporations and amends
certain sections of title 18 to cover branches, agencies, and Edge and Agreement corporations where they were
previously omitted. Among the amended sections dealing with crimes by banks or their employees are: section 212
(offer of loan or gratuity to bank examiner); section 656 (theft, embezzlement, or misapplication of bank funds by bank
officer or employee); section 1004 (certification of checks before amount has been deposited); section 1005 (making
false bank entries, reports, and transactions); and section 1906 (unauthorized disclosure of information from a bank
examination report). Among the amended sections of title 18 providing foreign bank offices with protection from
crimes against banks are: section 655 (theft by examiner); section 1014 (making false statements in loan and credit
applications); and section 2113 (bank robbery).

' Section 1502 of the act requires the Comptroller of the Currency to issue a notice of its intention to terminate
the license of a federal branch or agency upon the Comptroller's receipt of written notice from the U.S. Attorney General
of the branch’s or agency's conviction of a money laundering offense under 18 U.S.C. §§ 1956 or 1957. The OCC
retains final discretion over whether or not to terminate the federal branch's or agency's license. For criminal offenses
of the currency transaction reporting requirements under 31 U.S.C. § 5322, the Annunzio-Wylie Act gives the OCC
discretion in determining whether or not to initiate termination proceedings.

Sections 1503 and 1507 of the Annunzio-Wylie Act impose similar requirements on the FDIC, with respect to
terminating the deposit insurance of insured state-licensed branches of a foreign bank, and on the FRB, with respect to
terminating the activities of state agencies, uninsured state branches, and commercial lending subsidiaries of a foreign
bank.

12 See 15 U.S.C. § 78c(a).

1 The FRB is also the appropriate regulatory agency for state member banks, foreign banks, state-licensed
agencies of foreign banks, and commercial lending companies owned or controlled by foreign banks.
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follows the general division of regulatory responsibility for supervising state-licensed branches of
foreign banks. The GSA Amendments also confirmed that the FRB is the appropriate regulatory
agency for Edge and Agreement Corporations acting as government securities brokers or dealers.

In addition, the GSA Amendments provided the SEC, the Treasury, and the appropriate federal
banking regulatory agencies with expanded authority to monitor the government securities market,
to detect and to prosecute fraudulent or manipulative activities, to permit the appropriate regulatory
agencies to establish and to enforce sales practice regulations in this market, and to monitor the
public availability of market information.

Interstate Banking and Branching

The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994

The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (Riegle-Neal Act), signed
by President Clinton on September 29, 1994, established a federal framework for interstate banking
and branching in the United States for both domestic and foreign banks. The Riegle-Neal Act

affords foreign banks national treatment with respect to interstate banking and branching.

The Riegle-Neal Act provides three avenues of interstate expansion for foreign and domestic banks:

. interstate banking by multistate acquisition of banks;

. interstate branching by acquiring and consolidating banks or bank branches in more than one
state; and

. interstate branching by establishing de novo branches or agencies in more than one state.

Nationwide interstate banking by acquisition. The statute permits adequately capitalized and
managed bank holding companies (a term that includes foreign banks) to acquire a bank in any state
subject to certain limitations. As discussed below, many states have placed minimum age
requirements on the banks within their jurisdiction that may be acquired.

In addition, the Riegle-Neal Act provides a 10 percent cap on the amount of nationwide deposits that
an acquirer may control following the interstate acquisition. Also, there is generally a 30 percent
cap on the amount of deposits in a single state that an acquirer may control following a second, not
an initial, acquisition in that state or in any other state where the acquired institution is present.
Concentration limits must be nondiscriminatory, applying equally to all out-of-state acquirers.

Interstate branching by merger. The responsible banking regulators may approve a merger
transaction between banks whose main offices are located in different states, subject to certain
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limitations. The surviving bank would then convert the merged bank's offices into branches.
Concentration limits similar to those applicable to interstate banking acquisitions also apply to
interstate branching by merger, except for mergers involving only affiliated banks. The individual
states may require that the target bank have been in existence for a minimum period of time, but not
more than five years.

As discussed below, two states have enacted laws to “opt out” of interstate branching by merger,
although one of these states, Texas, subsequently reversed its position. A bank from a state that opts
out may not participate in interstate branching by merger. The remaining states perm1t some form
of interstate branching by merger.

Interstate branching by de novo establishment of branches. A bank may establish and operate a de
novo branch in a state in which the bank does not already operate so long as the host state has
expressly authorized de novo interstate branching by state statute. States may enact such statutes at
any time.

National treatment is now afforded to foreign banks in relation to the following interstate authority:
. Opportunities for acquiring a U.S. bank located in a state other than the home state of the

bank holding company or for merging with U.S. banks having different home states, are
available to foreign banks to the same extent as to U.S. bank holding companies.

. A foreign bank in general may establish and operate a branch or agency in any state outside
its home state to the same extent as a domestic bank with the same home state as the foreign
bank.

. A U.S. bank controlled by a foreign bank may establish branches outside its home state to

the same extent as other U.S. banks.

To address perceived competitive advantages of wholesale branches of foreign banks compared to
domestic banks, Congress introduced four specific foreign bank provisions (all in section 107). In
addition, the legislation includes a community credit provision applicable to foreign and domestic
banks (section 109). These provisions of the interstate banking and branching legislation do not
deviate from the principle of according national treatment to foreign banks.

Meeting community credit needs (section 107). If a foreign bank acquires an existing bank or branch
in a state in which the foreign bank does not maintain a branch, the Community Reinvestment Act
(CRA) shall continue to apply to each branch of the foreign bank that results from the acquisition.
The CRA requirement shall not apply to any branch that receives only such deposits as are
permissible for an Edge Corporation.
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The foreign bank CRA requirement was narrowly drafted to apply only in the case of an initial
interstate entry by a foreign bank through the acquisition of an existing entity that, prior to
acquisition, was subject to CRA. The provision explicitly provides that the CRA requirement will
not apply if the branch takes only those deposits that are permissible for an Edge Corporation (e.g.,
deposits from foreign governments, foreign persons, foreign banks, and International Banking
Facilities and nonretail deposits related to international or foreign business). U.S. banks also acquire
banks or branches subject to CRA, but the Edge type deposit alternative is not a realistic option for
a U.S.-incorporated bank. The U.S. bank would have to relinquish its bank charter in order to avoid
the CRA.

Review of regulations on deposit taking (section 107). The FDIC and OCC revised their regulations,
effective in 1996, to restrict the amount and types of retail deposits of less than US$100,000 which
can be accepted by an uninsured federal or state-licensed branch of a foreign bank.'*

Management of shell branches (section 107). Under the IBA, a U.S. branch or agency of a foreign
bank may not, through an offshore shell branch that it manages or controls, manage types of
activities that a U.S. bank is not permitted to manage at a foreign branch or subsidiary. The
provision is intended to help avoid any potential for a foreign bank to use its U.S. branches or
agencies to manage types of activities through offshore shell branches that U.S. banks could not
manage. Generally speaking, a "shell" branch is an entity having no personnel or operations in the
jurisdiction where it is established and authorized to do business. The restrictions would not apply
to foreign banks’ non-U.S. offices that are not "managed or controlled" from a U.S. office.

Consumer protection laws (section 107). The IBA was amended to affirm that branches and
agencies of foreign banks and commercial lending companies are subject to consumer protection
laws. This provision reaffirms existing law and practice.

Deposit production offices (section 109). This provision is intended to ensure that the interstate
branching authority provided by the Riegle-Neal Act would not result in the taking of deposits from
a community without banks reasonably helping to meet the credit needs of that community. In
September 1997, the OCC, FRB, and the FDIC issued a joint rule implementing section 109, which
became effective in October 1997. The final rule prohibits any bank from establishing or acquiring
a branch or branches outside its home state under the Riegle-Neal Act primarily for the purpose of
deposit production. In addition, the rule provides guidelines for determining whether such bank is
reasonably helping to meet the credit needs of the communities served by these branches.

The rule applies to any bank that established or acquired, directly or indirectly, a branch under the
authority of the Riegle-Neal Act or amendments to any other provision of law made by the Riegle-

14 See 12 CFR § 347.206 (FDIC); § 28.16 (OCC).
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Neal Act. These branches are referred to as “covered interstate branches.” The rule provides that,
beginning no later than one year after a bank established or acquired a covered interstate branch, the
appropriate agency will determine whether the bank satisfies a “loan-to-deposit ratio screen” based
on reasonably available data.

The loan-to-deposit ratio screen compares the bank’s loan-to-deposit ratio within the state where the
bank’s covered interstate branches are located (the bank’s statewide loan-to-deposit ratio) with the
loan-to-deposit ratio of banks whose home state is that state (host state loan-to-deposit ratio). If the
loan-to-deposit ratio screen indicated that the bank’s statewide loan-to-deposit ratio is at least 50
percent of the host state loan-to-deposit ratio, no further analysis is required. If, however, the
appropriate agency determines that the bank’s statewide loan-to-deposit ratio is less than 50 percent
of the host state loan-to-deposit ratio, or determines that reasonably available data does not exist that
permits the agency to determine the bank’s statewide loan-to-deposit ratio, the agency will perform
a “credit needs determination.”

Under the credit needs determination, the appropriate agency reviews the loan portfolio of the bank
and determines whether the bank is reasonably helping to meet the credit needs of the communities
served by the bank in the host state. The agency will consider the following in making a credit needs
determination: (1) whether the covered interstate branches were formerly part of a failed or failing
depository institution; (2) whether the covered interstate branches were acquired under
circumstances where there was a low loan-to-deposit ratio because of the nature of the acquired
institution’s business; (3) whether the covered interstate branches have a higher concentration of
commercial or credit card lending, trust services, or other specialized activities; (4) the ratings
received by the bank under the Community Reinvestment Act; (5) economic conditions, including
the level of loan demand, within the communities served by the covered interstate branches; and (6)
the safe and sound operation and condition of the bank. A bank that fails the loan-to-deposit ratio
screen and that receives a determination that it was not reasonably helping to meet the credit needs
of the communities served by the bank’s interstate branches could be subject to sanctions after a
hearing under section 8(h) of the FDI Act.

The final rule noted that limited branches (i.e., offices that only accept internationally-related
deposits permissible for an Edge corporation) and agencies operated by foreign banks outside their
home state are not subject to the provisions of section 109. In addition, the rule stated that, in
making a credit needs determination for institutions not evaluated under the Community
Reinvestment Act, the agencies intend to give substantial weight to the specialized activities of such
institutions. As an example, the rule noted that most branches of foreign banks derive substantially
all of their deposits from uninsured, wholesale deposit markets, which are generally national or
international in scope, and generally are not established primarily to gather deposits in their host
state.
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Nonbanking Activities of Foreign Banks

Foreign banks that engage in commercial banking in the United States, whether through branches,
agencies, commercial lending company subsidiaries or bank subsidiaries, are subject to the
provisions of the BHC Act. The BHC Act provides that a bank holding company or foreign bank
may engage in the United States only in banking activities or activities closely related to banking.
Under this standard, a foreign bank may engage in a wide range of financial activities in the United
States, such as consumer and commercial lending, trust activities, leasing, data processing,
investment advisory and private placement services, foreign exchange activities, and operating thrift
institutions. Foreign banks may also engage in securities underwriting and dealing activities through
subsidiaries, which are described further in the next section. ‘

Although the BHC Act generally prohibits bank holding companies from engaging in nonfinancial
activities, there are two exceptions that are available only to foreign banks. First, foreign banks that
became subject to the International Banking Act of 1978 were grandfathered to retain any
nonbanking activities in which they were engaged at that time; 17 foreign banks were grandfathered
to operate securities affiliates, even though no similar grandfathering was provided to U.S. bank
holding companies. Almost half of these 17 foreign banks have subsequently relinquished their
grandfather rights, either in connection with an acquisition of a U.S. bank subsidiary or through the
merging of its grandfathered securities company with its Section 20 subsidiary.

Second, in order to prevent disruptions in the relationships between foreign banks and their foreign
commercial and industrial affiliates, these affiliates are allowed to engage in the United States in the
same nonfinancial activities that they conduct abroad. A foreign affiliate is not allowed to conduct
financial activities in the United States except on the same basis as an affiliate of a U.S. bank holding
company.

Securities Activities of Banking Organizations in the United States

The Glass-Steagall Act of 1933

The Glass-Steagall Act, enacted in 1933, established a separation between commercial and
investment banking in the United States. Under this law and Federal Reserve and OCC regulation,
banks are generally prohibited from underwriting or dealing in securities of nongovernmental
issuers. The IBA extends this restriction to the U.S. branches and agencies of foreign banks.

Although banks in the United States are generally prohibited from underwriting or dealing in
securities of corporate issuers, subsidiaries of bank holding companies may engage in such activities,
and banks may engage in many other securities activities. A foreign bank is in the same general
position as a U.S. bank or bank holding company with respect to its ability to conduct securities
activities in the United States and is thus accorded national treatment. U.S. banks and bank holding
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companies may underwrite and deal in government securities, and they may engage directly or
indirectly in the brokerage of all types of securities.

U.S. banks and subsidiaries of bank holding companies may also act as agent in the private
placement of all types of securities. This activity, which is not considered underwriting because it
is not offered on public markets, must be conducted within the limits of U.S. securities law and
within certain prudential limits that generally prohibit an affiliated bank from purchasing for its own
account or providing a credit enhancement for any security privately placed by a securities affiliate.
The federal bank supervisors have approved numerous foreign banks to engage in this activity.

Section 20 Approvals

Since 1989, under the FRB's interpretation of Section 20 of the Glass-Steagall Act, the FRB has
approved applications by U.S. bank holding companies and foreign banking organizations to
underwrite and deal in all types of debt and equity securities subject to revenue limitations and
certain additional prudential restrictions or conditions. As discussed in more detail below, these
restrictions were originally implemented as conditions to the approvals, but have recently been
restructured as regulatory operating standards.

Certain conditions the FRB applied to domestic bank holding companies have been adjusted to
account for the status of the foreign banks and to minimize any extraterritorial impact of the
framework's requirements. These adjustments included that the foreign bank meet the risk-based
capital adequacy standards of its home country supervisor consistent with internationally accepted
standards under the Basle Capital Accord.

As of September 30, 1998, the FRB had approved 50 companies to engage in underwriting and
dealing in securities. Of these, 18 were owned by foreign banks.

Primary Dealers

The core participants in the U.S. government securities market are 32 primary dealers (compared
with 39 in 1994), half of which are foreign-owned. A primary dealer is a firm that has established
a trading relationship with the Federal Reserve Bank of New York (FRBNY). Some primary dealers
are banks or bank subsidiaries, some are departments of general securities broker-dealers (including
subsidiaries of bank holding companies), and others are firms specializing in government securities
and other money market instruments.

Firms designated primary dealers by the Federal Reserve voluntarily report weekly to FRBNY on

their volume of trading and their positions (holdings) in government and government agency issues.
They also provide weekly reports on financing and periodic reports on their financial condition.
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In order to be added to the list of primary dealers, a firm is expected to: (1) make markets in the full
range of Treasury issues for a reasonably diverse group of customers; (2) participate meaningfully
in Treasury auctions; (3) be committed to continuing as a market-maker in these securities over the
long term; (4) have management depth and experience and good internal controls; and (5) have
sufficient capital to support its activities and prudently manage its risk exposure. Minimum absolute
levels of capital are specified (US$100 million for commercial banks and US$50 million for
broker/dealers) to help ensure that primary dealers are able to enter into transactions with the Federal
Reserve in sufficient size to maintain the efficiency of open market operations.

Inits relations with primary dealers, the FRBNY accords foreign-owned dealers essentially the same
treatment as domestically owned dealers, subject to the constraints of the Primary Dealers Act of
1988. That act requires the Federal Reserve to determine whether U.S. firms operating in the
government debt markets of certain foreign countries have "the same competitive opportunities” as
domestic companies operating in those markets. If a country does not offer "the same competitive
opportunities” to U.S. firms, a person (including a company) from that country may not control a
primary dealer in the United States. The Federal Reserve "may not designate or permit the
continuation of any prior designation” of a firm from that country as a primary dealer.

Pursuant to the act, the Federal Reserve conducted extensive studies of the government debt markets
in the United Kingdom, Japan, Switzerland, Germany, France, and the Netherlands. It determined
that U.S. firms are accorded "the same competitive opportunities”" as domestic firms in those
countries. The act excludes from its coverage firms from a country with which the United States has
a trade agreement or was as of January 1, 1987, negotiating to enter into a trade agreement with the
United States, and firms that had been designated as primary dealers prior to July 31, 1987. Asa
result of these provisions, several firms either were exempt from the act or were grandfathered. As
of July 20, 1998, 16 primary dealers were owned by foreign firms from six countries, compared with
19 foreign-controlled primary dealers from seven countries in 1994.

Futures, Options, and other Derivatives and Commodities Activities

Registration. Commodity futures and option transactions are governed by the Commodity Exchange
Act (CEA). Any bank or bank holding company acting in the capacity of a futures commission
merchant (FCM), introducing broker (IB), commodity trading adviser (CTA), or commodity pool
operator (CPO) must register in the appropriate capacity with the Commodity Futures Trading
Commission (CFTC)."” Banks and bank holding companies have performed brokerage (FCM or IB)

15 An FCM is defined as any person who solicits or accepts orders to buy or sell futures or option contracts and
who, in connection with an order, accepts any money or other property (or extends credit) to margin, guarantee, or
secure the contracts resulting from the order.

An IB is any person who solicits or accepts orders to buy or sell futures or option contracts, but who does not accept
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and investment advisory (CTA) services and have acted as fiduciaries for pooled investment funds
(CPO) in connection with a variety of futures and options contracts. Both foreign and domestic
banks are subject to the same requirements with respect to their futures and commodity option
activities; foreign-owned banks in the United States and foreign bank holding companies are treated
the same as U.S. banks and bank holding companies.

Under the CEA, whether a person is required to register with the CFTC is generally a function of
that person’s location in the United States and contacts with U.S. markets and/or customers resident
in the United States. The CFTC has not required persons located outside the United States who
provide commodity-related brokerage and advisory services to non-U.S. persons regarding
instruments traded on a U.S. futures exchange to register with the CFTC. However, other regulatory
obligations such as position reporting apply as noted herein. A U.S. FCM with customers that want
to trade on a foreign exchange where the U.S. FCM is not a clearing member must establish a
customer omnibus account with a clearing member of such foreign exchange to execute the
transactions. All funds of such customers will be channeled into the omnibus account maintained
by the U.S. FCM for transactions on behalf of its U.S. customers.

Foreign banks that are permitted to act directly in a brokerage capacity in their home jurisdictions
are not considered to be “located outside the United States” for purposes of relief from registration
if such banks maintain branches in the United States. Although not required to register with the
CFTC, any bank or bank holding company acting in the futures or commodity option markets solely
for proprietary purposes is deemed to be a trader under rules of the CFTC and thus is subject to all
CFTC regulatory requirements applicable to traders, including large trader reporting of futures and
options positions. These requirements apply irrespective of the trader’s location in the United States
or abroad.

In an attempt to avoid duplicative regulation, the CFTC has taken cognizance of the “otherwise
regulated” status of banks. Banks generally are excluded from the definition of “commodity pool
operator” pursuant to CFTC Rule 4.5 with respect to their handling of the assets of any trust,
custodial account or other separate unit of investment for which they act as a fiduciary and for which
they are vested with investment authority.

any money or property (or extend credit) to margin, guarantee, or secure the contracts.

A CTA is any person who, for compensation or profit, is engaged in the business of providing advisory services to
others conceming futures or options contracts. The CEA specifically excludes from the definition of “commodity
trading adviser” certain persons, including banks and news reporters, publishers, and editors, who provide commodity
advice that is “solely incidental” to the conduct of their business or profession.

A CPO is any person who solicits funds from others for the purpose of pooling the funds for use in investing in futures
or options contracts. Certain “otherwise regulated” persons and entities such as a bank, an insurance company, or an
investment company may be excluded from the definition of CPO with respect to their operation of “qualifying entities.”
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Transactions by banking organizations. Under the CEA, a foreign bank doing business in the United
States is accorded national treatment, including equality of competitive opportunity, and is treated
no less advantageously than a domestic bank. Under relevant federal and state banking laws, foreign
and domestic banks operating in the United States are subject to certain restrictions upon the scope
of their activities related to commodity futures and options. These restrictions generally are designed
to limit bank activities to banking-related functions and to protect the financial soundness of banks
and the banking system. In substantially similar guidelines relating to certain derivatives activities
of the banks subject to their oversight, the OCC and the FRB stress that banks' use of the specified
derivatives contracts must be in accordance with "safe and sound banking practices and with levels
of activity reasonably related to the bank's business needs and capacity to fulfill [its] obligations
under the contracts.”

Under the BHC Act and the Federal Reserve’s Regulation Y, as recently revised, bank holding
companies are expressly authorized to act as FCMs and CTAs for unaffiliated persons in the
execution, clearance, or execution and clearance of any futures contract and option on a futures
contract traded on an exchange in the United States or abroad if: (i) the activity is conducted through
a separately incorporated subsidiary of the bank holding company (which may engage in activities
other than FCM activities, including permissible advisory and trading activities); and (i1) the parent
bank holding company does not provide a guarantee or otherwise become liable to the exchange or
clearing association other than for those trades conducted by the subsidiary for its own account or
for the account of any affiliate.

Under the revised regulations, a nonbanking subsidiary of a bank holding company, including a
Section 20 Subsidiary, may act as an FCM regarding any exchange-traded futures contract and
option on a futures contract based on a financial or nonfinancial commodity. The regulations also
permit lending activities in combination with FCM activities.

The OCC has concluded that national banks and their subsidiaries may enter into derivative
transactions for their own account where the bank may lawfully trade, deal in or purchase the
underlying instrument or product for its own account.'® The OCC has imposed prudential and
supervisory conditions governing the manner in which these activities are conducted.’” The OCC
has recognized that a national bank may enter into derivative transactions for its own account to
hedge risk exposure, to engage in arbitrage activities, and as part of the bank's dealer-bank trading

!¢ Many states authorize state-chartered banks to engage in the same derivatives activities as national banks.

'7OCC Banking Circular 277 provides guidance on risk management practices for national banks and federal
branches and agencies engaging in financial derivatives activities, including participation as an end-user or as a financial
intermediary. It specifically addresses credit, market, liquidity, operations, and legal risk management systems. Circular
277 provides that a bank should have comprehensive written policies and procedures to govern its use of financial
derivatives and that senior management should establish an independent unit or individual responsible for measuring
and reporting risk exposure.
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activities. In connection with a bank subsidiary's derivatives activities, the OCC has also approved
exchange membership, floor trading, and market making activities.

National banks may also enter into derivative transactions as agent for their customers. The OCC
has recognized that the purchase and sale of derivative instruments as agent for customers are part
of the business of banking and thus within the powers of national banks and their operating
subsidiaries.'® 1° This authority exists regardless of the underlying commodity upon which the
futures (or other derivative instruments) are based, because the futures or option (or other derivative
instrument) itself is a financial instrument. Accordingly, the OCC has permitted operating
subsidiaries of national banks to register as FCMs and to solicit, accept, and execute customer orders
for futures, options, options on futures and other exchange-traded and over-the-counter (OTC)
instruments as an incident to the business of banking. The OCC has also approved the expansion
of a national bank operating subsidiary's FCM activities to include the provision of execution,
clearing, and advisory services for customer transactions in both financial and nonfinancial futures
and options and to become members of exchanges and clearing associations affiliated with such
exchanges.”

A national bank may also enter into derivatives transactions as principal where the bank is serving
as a financial intermediary for its customers, whether or not the bank has the power to act as
principal for its own account with respect to the underlying instrument or product. For example, the
OCC has permitted national banks to enter into matched and unmatched commodity price index
swap transactions in order to assist their customers that desire to limit certain financial risks resulting
from variations in commodity prices, and to hedge such transactions on a portfolio basis. Just as
with its deposit and lending activities, in matched and unmatched swap transactions a bank acts as
a financial intermediary on behalf of its customers, making and receiving payments.

National banks can generally hedge the market risk associated with such commodity-based
derivatives activities by entering into exchange-traded and OTC cash-settled transactions, such as
exchange-traded futures and options contracts and OTC spot, forward, and option contracts. In some
instances, however, both exchange-traded and OTC transactions that are cash-settled may provide
less than completely accurate hedges. Accordingly, the OCC has concluded that it is legally
permissible for a national bank to engage in physical commodity transactions in order to manage the

18 See 12 U.S.C. § 24(Seventh).

1 The use of the word “agent” in this context is not meant to connote any characterization of the relationship
between a bank or its subsidiary when acting as an FCM and its customer under the Commodity Exchange Act and rules
thereunder. The CFTC views that relationship as one of principal-to-principal.

% With respect to customer accounts, national banks and their subsidiaries are authorized to execute
transactions in option and futures contracts provided that the bank is authorized to execute transactions for the account
of customers in the underlying financial product or instrument.
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risks arising out of commodity derivatives transactions. Given the potential additional risks
associated with physical hedging activities, however, a national bank may not engage in such
activities unless it has submitted a detailed plan for such activities to the OCC, and the plan has been
approved in writing by the OCC's supervisory staff.

State member banks are chartered under state law, and must have authority under state law to engage
in derivatives transactions. In some states, state member banks have been permitted to use
exchange-traded interest rate and foreign exchange derivatives to hedge interest rate and foreign
exchange exposure.?! In at least one state, banks are permitted to act as FCMs, engaging in trading
for customers and for their own account in exchange-traded interest rate and foreign exchange
derivatives. This activity generally takes place in a subsidiary.

A small number of state-chartered banks that are members of the Federal Reserve System ("member
banks") engage in derivative transactions linked to equities or commodities other than interest rates
or foreign currencies. Some of these transactions are related to traditional bank activities in
commodities such as gold and silver, but some state member banks have obtained approval from
their state regulatory authorities for activities involving a wider range of commodity-linked and
equity-linked transactions. State member banks have been permitted by some state regulatory
authorities to engage as a principal in OTC derivative transactions linked to commaodities or equities
and to use exchange-traded derivatives to hedge exposure created by OTC transactions.

The FRB has required state member banks engaging as principal in derivatives transactions linked
to commodities or securities that the state member bank is not authorized to purchase and hold
directly (other than transactions entered into on a perfectly matched basis) to obtain the approval of
the FRB to continue such activities. State member banks that currently are not engaged in such
transactions will be required to seek FRB approval to commence such activities in the future.

Banks are major participants — both as end-users and as financial intermediaries — in the large and
developing swap transactions market. The CFTC has issued a rule pertaining to swaps transactions
that provides greater legal certainty for the swaps market than the CFTC's earlier swaps policy
statement. Swaps transactions that comply with the criteria of the rule are not generally subject to
the regulatory provisions of the CEA, but they may be subject to the anti-fraud provisions of the
CEA.

The marketing of "hybrid" instruments that couple elements of futures contracts with certain banking
instruments such as depository obligations has raised issues concerning the treatment of such
instruments by the CFTC under the CEA and CFTC regulations. The CFTC issued a rule amending
its hybrid instrument exemption. The rule applies to certain hybrid instruments that combine

2 E.g., California and New York.
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characteristics of commodity futures contracts or commodity options with equity, debt, or depository
instruments. Under the rule, hybrid instruments that are predominantly securities, debt, or
depository instruments are exempt from CFTC regulation in deference to the primary regulator.

Insurance Activities of Banking Organizations

Banks and bank holding companies are generally not permitted to sell and underwrite insurance
except in limited circumstances. National banks are permitted to sell, underwrite, and reinsure
insurance that is credit-related or otherwise part of, or incidental to, the business of banking.
National banks may also act as insurance agents in towns with a population of less than 5,000 where
the bank is located and doing business, even if the principal office of the bank is located in a
community with a larger population. National banks are also permitted to act as brokers to sell
variable rate as well as fixed-rate annuities, which the OCC regards as financial investments rather
than insurance. State insurance laws and regulations generally apply to national banks if their
provisions do not prohibit or significantly interfere with bank insurance authorities.

Recent Developments in the United States

There have been several significant developments since 1994 in the United States regarding the
national treatment accorded to foreign firms in the financial services sector. The most important
development occurred in December 1997, when the United States entered into a binding agreement
for financial services under the General Agreement on Trade in Services (GATS) in the World Trade
Organization (WTO). Under this agreement, the United States submitted a schedule of binding
commitments regarding market access and national treatment for foreign firms in the banking,
securities, and insurance areas.

The U.S. banking and securities commitments provide a broad commitment of national treatment
to foreign firms, with certain narrow reservations reflecting existing federal and state laws. The
schedule also included a statement of the Administration’s support for Glass-Steagall reform on a
national treatment basis. The WTO Financial Services Agreement is discussed in Chapter 3 of this
study.

In addition, there have been a number of statutory and regulatory developments since 1994 that
affect foreign banks. The most important, discussed below in greater detail, are:

. legislation enacted by the various states implementing the Riegle-Neal Act;
. the Federal Reserve’s initiation in 1995 of a new program for coordinating the supervision

of the U.S. operations of foreign banks with U.S. offices supervised by different U.S.
banking supervisory agencies;
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creation by the Conference of State Bank Supervisors (CSBS) of a working group on
international bank supervision and a draft framework for streamlining supervision of foreign
banks with interstate operations similar to the program developed for domestic banks;

the FDIC’s implementation of a streamlined approach to supervising banking companies
with multi-chartered operations.

the OCC’s initiatives for coordinating the supervision of the U.S. banking operations of
foreign banks;

the enactment of the Economic Growth and Regulatory Paperwork Reduction Act of 1996
that included amendments to the IBA affecting the entry of foreign banks into the United
States and examination of their U.S. operations;

the Federal Reserve’s increase of the amount of total revenue that securities underwriting and
dealing subsidiaries of bank holding companies (so-called “Section 20 Subsidiaries”) may
derive from underwriting and dealing in bank-ineligible securities pursuant to section 20 of
the Glass-Steagall Act;

the Federal Reserve’s streamlining of the prudential restrictions (“firewalls”) applicable to
the activities of Section 20 Subsidiaries, and reformatting the restrictions as regulatory
operating standards;

the Federal Reserve’s revision of its Regulation Y governing the U.S. operations of domestic
and foreign banking organizations to streamline the application process and expand the range
of nonbanking activities permissible for bank holding companies;

the Federal Reserve’s publication for comment of a proposed revision to its Regulation K
governing the cross-border operations of U.S. and foreign banking organizations;

the OCC’s completion of a comprehensive review and revision of its international banking
activities regulation and other regulations to eliminate unnecessary regulatory burden,

promote competitiveness, and make the rules simpler;

the OCC’s reduction of assessment fees of foreign banks with more than one federal branch
or agency, as well as of some national banks;

the OCC’s lightening of the regulatory burden on federal branches and agencies by
modifying its supervisory strategy;
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. the OCC’s determination that additional activities are permissible for national banks and
federal branches and agencies, such as mortgage reinsurance activities, insurance agency
activities, and delivery of products and services to customers through electronic means,
including Internet banking;

. the FDIC’s revision to its Part 347, which consolidates, updates, and streamlines rules that
apply to international banking to improve efficiency, reduce costs, and modernize
requirements; and

. H.R. 10, a bill that would have repealed the provisions of the Glass-Steagall Act that restrict
banks from affiliating with securities underwriters and would have otherwise modernized
certain aspects of the financial service system.

State Implementation of the Riegle-Neal Act

As discussed above, the Riegle-Neal Act was enacted by Congress in September 1994. As of
September 1995, interstate banking by acquisition was in effect in all 50 states and, as a result, any
bank holding company, including foreign banking organizations, may acquire a bank subsidiary in
any state without geographic restriction.

With respect to interstate branching, by July 8, 1997, 50 states, the District of Columbia, and Puerto
Rico had enacted legislation on interstate branching by merger. Only Montana and Texas adopted
legislation intended to prohibit interstate branching by merger, and Texas subsequently reversed its
position. In the majority of states, out-of-state banks are not permitted to acquire only a portion of
an in-state bank’s branch network, but rather must acquire the entire bank. Most states require that
an in-state bank be in existence a minimum of 3 to 5 years before being eligible for acquisition by
an out-of-state bank under the Riegle-Neal Act. Legislation has been passed in 13 states (plus Puerto
Rico and the District of Columbia) permitting some form of interstate de novo branching.

In general, a foreign bank may establish and operate a federally or state-licensed branch or agency
in any state outside its home state to the same extent as a domestic bank with the same home state
as the foreign bank. In addition, a U.S. bank controlled by a foreign bank may establish branches
outside its home state to the same extent as other U.S. banks.

FBO Supervision Program
Consistent with economic efficiency and national treatment, foreign banking organizations (FBOs)
are free to conduct their U.S. activities through a variety of forms. As a result, however, FBOs may

be subject to a number of state and federal statutes, and various aspects of their operations may be
supervised and regulated by both state and federal banking supervisory authorities.
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In order to ensure coordination of supervisory efforts, avoid duplication and reduce burden, as well

as provide a more uniform approach to FBO supervision, in 1995 a joint program to coordinate the
supervision of the U.S. operations of FBOs was initiated among federal and state bank supervisors,
particularly with respect to their examination plans, examination results, and, where applicable, their
proposed supervisory follow-up actions (the “FBO Supervision Program”). The FBO Supervision
Program encompasses all branches and agencies established by FBOs in the United States, all U.S.

banks that are subsidiaries of FBOs, and all non-bank subsidiaries of FBOs authorized by the FRB
to operate under section 4 of the Bank Holding Company Act.? As part of this program, the Federal
Reserve, as the supervisor with overall responsibility for the U.S. operations of individual FBOs,

also began annual assessments of the combined U.S. operations of each FBO. The OCC also

prepares annual assessments. The FBO Supervision Program was revised in June 1998 to bring it
into alignment with the Risk-Focused Framework for the Supervision of Large Complex Institutions
applicable to domestic banks and bank holding companies. Under this framework, the appropriate
bank supervisor prepares a Risk Matrix and Risk Assessment, Supervisory Plan, Examination
Program, and Scope Memorandum for each FBO which are used in planning and coordinating the
examination and supervision of FBOs.

Generally, each U.S. banking office of an FBO is subject to one safety and soundness examination
at least every 12 months unless the office is eligible for less frequent examination. The agency
responsible for the examination of an office is also responsible for completion of the examination
and preparation of the examination report for that entity. In the case of joint examinations, the
examining agencies will strive to issue only one report of examination for that office of the FBO.

An important component of the FBO program is the integration of individual examination findings
into an assessment of an FBO’s entire U.S. operations. This assessment provides the FBO, as well
as the U.S. supervisory agencies, with a view of the overall condition of the U.S. operations, and
helps put into context the strengths and weaknesses of individual offices.

Following the conclusion of the last examination of an FBO’s U.S. operations in a given annual
supervisory cycle, a Summary of Condition is prepared for the FBO. The Summary of Condition
is a single-component rating for the FBO’s combined U.S. operations. The evaluation includes an
assessment of all risk factors, focusing on the components of the ROCA rating system. The
Summary of Condition and rating of the FBO’s combined U.S. operations represent important tools
that are to be utilized in reaching decisions regarding the scope and frequency of future examinations
and appropriate supervisory measures. The Summary of Condition is prepared as a letter to the

2 As of October 31, 1998, FBOs operated 398 state-licensed branches or agencies, with total assets of US$855
billion, and 64 federally licensed branches or agencies, with total assets of US$74 billion. In addition, 61 state-chartered
banks (total assets of US$130 billion) and 24 national banks (total assets of US$139 billion) were subsidiaries of FBOs.
Finally, 680 non-bank subsidiaries of FBOs, with total assets of US$805 billion, were operating under authority of the
Bank Holding Company Act.
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FBO’s head office management and highlights those areas of overall strength and systemic
weaknesses in the FBO’s U.S. operations. These results are also shared with the FBO’s home
country supervisor.

CSBS Initiatives for Coordination of FBO Supervision

In October 1997, the Conference of State Bank Supervisors (CSBS) formed the International
Working Group, which will seek to improve the coordination and consistency of supervision of
state-licensed foreign banking organizations operating in more than one state. The working group
is composed of the heads of banking supervision for several states that are important international
banking centers, such as New York, California, and Florida, as well as representatives from the
Federal Reserve System and the FDIC.

In June 1998, the CSBS published a working draft of an agreement for coordination of examinations
of foreign banking organizations with state-chartered or licensed operations in more than one state.
The draft agreement, the Nationwide Foreign Banking Organization and Examination Coordination
Agreement, is patterned after a similar arrangement recently developed for interstate domestic
banking organizations. Under the draft agreement, the U.S. banking operations of all FBOs with
multi-state operations would be subject to a supervision and examination process directed by a “State
Coordinator.” The state supervisors sharing responsibility for an FBO would choose a single state
regulator to act as the FBO’s State Coordinator. The State Coordinator for an FBO would act as the
single point of contact for coordination of the supervision and examination of the FBO’s state-
licensed and chartered operations, and to the extent applicable, for coordination of release of
supervisory information and resolution of multi-state consumer complaints related to the FBO. Each
individual state supervisor would remain primarily responsible for supervising its own state-licensed
or chartered foreign bank operations, and for informing the State Coordinator of any information
received from the FBO or a locally licensed office. In addition, the draft agreement recognizes that
any given state’s law governs the operations of a state-licensed foreign bank office within that state’s
borders.

The State Coordinator, the responsible Federal Reserve Bank, and where applicable the FDIC would
be responsible for developing a written comprehensive supervisory plan tailored to the FBO’s
structure and risk profile of the FBO’s state-licensed operations in the United States. The
comprehensive plan may include, but is not limited to, the following:

. a risk assessment and risk matrix of the FBO’s U.S. operations;

. an examination plan that details the type, scope, timing, and location of on-site safety and
soundness and specialty examinations;
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. review and assessment of pending issues, such as the status of applications and compliance
with supervisory actions;

. off-site monitoring plans; and
. such other matters as are necessary to promote the safety and soundness of the FBO’s U.S.
operations.

To the extent permitted under applicable law and regulation, examinations could be conducted on
a joint basis or on an alternate year basis between participating state and federal bank supervisory
agencies. The State Coordinator would receive copies of all examination reports or examination
memoranda reflecting the findings, recommendations, and conclusions derived from the on-site
examination of each office subject to examination. The State Coordinator, the responsible Federal
Reserve Bank, and where applicable the FDIC, in cooperation with other participating federal and
state supervisors, will use this information, together with other supervisory information deemed
appropriate, in preparing an assessment of the state-licensed U.S. operations of the FBO.

In addition to examinations, the draft agreement provides for coordination of multi-state applications
by FBOs. An FBO with multi-state offices filing an application for more than one office will file
an application with its State Coordinator indicating activities applied for and locations at which these
activities are to be conducted. The State Coordinator would copy the application to the affected state
supervisors for their action and coordinate responses to the FBO. Each state supervisor would be
responsible for the processing of applications regarding an FBO’s offices in its state.

FDIC Initiatives for Coordination of FBO Supervision

The FDIC has reorganized its supervisory approach so that one individual is assigned responsibility
for each banking company, including each FBO. This individual has continual responsibility to
monitor an FBO and serves as the FDIC point of contact for FBO management. This approach
simplifies the supervisory process for FBOs that operate multiple facilities in the United States.

OCC Initiatives for Coordination of FBO Supervision

At the federal level, the OCC’s supervision of the federal branches and agencies of FBOs is
centralized through the Northeastern District Office in New York, New York. This single point of
contact helps ensure consistency in the examination process, supervisory decisions, and regulatory
responses to questions and issues. This becomes even more significant when an FBO has multi-state
branches. The OCC assigns responsibility for each FBO to one examiner. This examiner becomes
the portfolio manager for a specified institution and is responsible for all supervisory manners
regarding this institution. Through the supervisory strategies developed for each federal branch and
agency, a seamless, continuous supervisory process is ensured that includes quarterly off-site
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reviews and on-site examinations of federal branches.
Economic Growth and Regulatory Paperwork Reduction Act of 1996

Home country supervision. The Economic Growth and Regulatory Paperwork Reduction Act
(EGRPRA) was signed into law in September 1996 and contained amendments to the IBA affecting
a foreign bank’s entry into and operation in the U.S. market. In addition to approval from the OCC
or a state supervisor, and in some cases the FDIC, the IBA requires foreign banks to obtain FRB
approval prior to establishing a branch or agency office, or acquiring control of a subsidiary bank,
in the United States. As discussed above, the IBA mandated that in order for the FRB to approve
such an application, it must find that the applicant foreign bank is subject to “comprehensive
supervision or regulation on a consolidated basis” by the appropriate authorities in its home country.

Recognizing the need for more flexibility in relation to this standard, Congress in EGRPRA
amended the IBA to permit the FRB, in its discretion, to approve a branch or agency application
without a determination that the foreign bank is currently subject to CCS. The amendment provides
an exception to the CCS requirement in cases where the FRB is unable to find that the applicant is
subject to CCS, but can find that the appropriate authorities in the applicant’s home country are
“actively working to establish arrangements for the consolidated supervision” of the applicant. In
deciding whether to exercise its discretion to approve an application under this exception, the IBA
requires the FRB to consider whether the foreign bank has adopted and implements procedures to
combat money-laundering. Another factor the FRB may take into account is whether the home
country of the foreign bank is developing a legal regime to address money laundering or is
participating in multilateral efforts to combat money laundering.

Time limit for FRB action on foreign bank applications. EGRPRA also amended the IBA to impose
statutory time limits on the FRB’s consideration of applications submitted by foreign banks to
establish a branch or agency office in the United States. Pursuant to EGRPRA’s amendments, the
FRB generally is required to take final action on such applications not later than 180 days after
receipt of the application. The FRB may extend the review period for an additional 180 days after
providing notice of the extension to the applicant and explaining the reasons for the extension. A
foreign bank is permitted to waive the 180-day requirement for final action.

Examination fees. EGRPRA also amended a provision of the IBA regarding examination fees for
foreign banks. Prior to EGRPRA, the IBA mandated that the cost of the Federal Reserve’s
examination of a foreign bank’s U.S. operations be assessed against and collected from the foreign
bank, while there was no similar requirement with respect to the costs of examinations of domestic
banks. EGRPRA amended this provision to clarify that examination costs would be assessed by the
FRB against foreign banks only to the extent that fees are collected by the FRB for examination of
any state member bank.
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Examination schedule. In addition, EGRPRA amended the IBA to provide that offices of foreign
banks should be subject to on-site examination as frequently as domestic national and state banks.
Prior to this amendment, the IBA stated that each branch and agency of a foreign bank must be
examined at least once during each 12-month period in an on-site examination. Although national
and state banks must be examined every 12 months, the FDI Act permits the federal banking
agencies to examine national and state banks with total assets of US$250 million or less every 18
months, rather than every 12 months, provided they satisfy certain eligibility requirements. In order
to extend similar treatment to U.S. offices of foreign banks, the Federal Reserve, the FDIC, and the
OCC adopted regulations that make U.S. branches and agencies of foreign banks with total assets
of US$250 million or less eligible to be considered for an 18-month examination cycle rather than
a 12-month cycle if they meet certain qualifying criteria, which are similar to the criteria applied to
domestic banks.

Increase in Section 20 Revenue Limit

In December 1996, the FRB announced an increase in the amount of revenue that a Section 20

Subsidiary could permissibly derive from underwriting and dealing in bank-ineligible securities (i.€.,
securities that a Federal Reserve member bank would not be permitted to underwrite or deal in) from
10 percent to 25 percent of its total revenue. The increase became effective in March 1997.

Section 20 of the Glass-Steagall Act provides that a member bank may not be affiliated with a
company that is “engaged principally” in underwriting and dealing in securities. Since 1987, the
FRB has permitted bank holding company subsidiaries to underwrite and deal in bank-ineligible
securities. The FRB has established a revenue test to determine whether a company is “engaged
principally” in underwriting and dealing for purposes of section 20. Through several interpretive
steps in a series of orders, the FRB’s revenue test was developed to provide that a Section 20
Subsidiary could derive no more than 10 percent of its total revenue from underwriting and dealing
in bank-ineligible securities and still be considered not to be “engaged principally” in underwriting
and dealing.

In July 1996, the FRB proposed to increase the revenue limit from 10 percent of total revenue to 25
percent. The FRB based this proposed increase on the experience it has gained through supervision
of Section 20 Subsidiaries over the years. The FRB stated its belief that the limitation of 10 percent
of total revenue it adopted in 1987, without benefit of this experience, had unduly restricted the
underwriting and dealing activity of Section 20 Subsidiaries. The FRB noted that changes in the
product mix that Section 20 Subsidiaries are permitted to offer and development in the securities
markets had affected the relationship between revenue and activity since 1987. After receiving
public comment on the proposal, the FRB concluded that a Section 20 Subsidiary will not be
engaged principally in underwriting and dealing for purposes of section 20 so long as ineligible
revenue does not exceed 25 percent of total revenue.
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Revision of the Section 20 Firewalls

In August 1997, the FRB announced its decision to streamline or eliminate many of the Section 20
firewalls that have proven to be unduly burdensome or unnecessary in light of other laws or
regulations, and consolidate the remaining restrictions in a series of eight “operating standards,”
which became effective on October 31, 1997. The FRB concluded that the narrower set of
restrictions will be fully consistent with safety and soundness and should improve operating
efficiencies at Section 20 Subsidiaries and increase options for their customers.

As discussed above, beginning in 1987, the FRB has issued a series of orders authorizing bank
holding companies to establish Section 20 Subsidiaries to engage in underwriting and dealing within
the limits of the Glass-Steagall Act. In those orders, the FRB established a series of prudential
restrictions (the “firewalls”) as conditions for approval under the Bank Holding Company Act. The
firewalls were designed to prevent securities underwriting and dealing risks from being passed from
a Section 20 Subsidiary to an affiliated insured depository institution, and thus to the federal safety
net, and to mitigate the potential for conflicts of interest, unfair competition, and other adverse
effects that may arise from the affiliation of commercial and investment banks.

In January 1997, the FRB requested comment on its proposal to rescind many of the firewalls and
consolidate the remainder in operating standards to be published in the Code of Federal Regulations.
The proposal was developed through the FRB’s comprehensive review of its regulations and written
policies that was required by section 303 of the Riegle Community Development and Regulatory

Improvement Act of 1994. That statute directs the FRB and other banking agencies to streamline
their regulations to improve efficiency, reduce unnecessary costs, and eliminate unwarranted
constraints on credit availability. In the proposal, the FRB stated that in its experience the risks of
securities underwriting and dealing had proven to be manageable in a bank holding company
framework, and that other activities posing similar risks for which no firewalls were erected had
been successfully undertaken and managed. The FRB concluded that the great majority of risks of
affiliation of commercial and investment banks are addressed by other provisions of law and
regulations, including the securities laws and regulations of the Securities and Exchange
Commission, National Association of Securities Dealers, and securities exchanges that apply to a

Section 20 Subsidiary just like any other broker-dealer. In certain areas, however, the FRB
determined that there are unique risks of affiliation that are not adequately addressed by other laws,
and adopted the operating standards to address those risks.

The transition from firewalls to the new operating standards will result in bank holding companies
being able to operate Section 20 Subsidiaries in a less costly and more efficient manner. These
benefits and reduction in burden are available to U.S. and foreign banking organizations on an equal
footing.
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Revision of Regulation Y

In 1997, the Federal Reserve issued a revision of its Regulation Y which governs the operations of
U.S. bank holding companies and foreign banking organizations that are subject to the BHC Act.
The revisions were designed to eliminate unnecessary regulatory burden and operating restrictions
and streamline the application/notice process for expansion of activities. The revisions include:

. a streamlined and expedited review process for bank and nonbanking proposals by bank
holding companies and foreign banking organizations that qualify as “well-capitalized” and
“well-managed”;

. expansion of the list of nonbanking activities and removal of a number of restrictions on
those activities that are outmoded, have been superceded by FRB order, or are unnecessary
restrictions that would not apply to insured banks that conduct the same activity;

. amendments to the tying restrictions, including a “safe harbor” for foreign transactions; and
. other changes to eliminate unnecessary regulatory burden and to streamline and modernize
Regulation Y.

Streamlined application procedures. In order to assure national treatment of foreign banking
organizations under the streamlined procedures, the revision includes a number of provisions that
specifically accommodate foreign banking organizations. For purposes of eligibility for the
streamlined review process, the revision defines a “well-capitalized” bank holding company to
require, among other things, that the organization maintain a total risk-based capital ratio of 10
percent or greater and a Tier 1 risk-based capital ratio of 6 percent or greater, on a consolidated basis
both before and immediately following consummation of the proposal. The revision provides that
a foreign banking organization may use the capital terms and definitions of its home country
provided that those standards are consistent in all respects with the Basle Capital Accord. If the
home country has not adopted those standards, the foreign banking organization may use the
streamlined procedures if it obtains from the FRB a prior determination that its capital is equivalent
to the capital that would be required of a U.S. banking organization for these purposes. For purposes
of determining eligibility for the streamlined procedures, the revision states that U.S. branches and
agencies of foreign banking organizations shall be deemed to have the same capital ratios as the
foreign banking organization.

For purposes of determining whether a foreign banking organization meets the “well-managed”
requirement for the streamlined procedures, the revision requires that: (i) the largest U.S. branch,
agency, or depository institution controlled by the foreign bank have received at least a “satisfactory”
composite examination rating from its U.S. banking supervisor; (ii) U.S. branches, agencies and
depository institutions representing at least 80 percent of the U.S. risk-weighted assets controlled
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by the foreign banking organization at such offices have received at least a “satisfactory” composite
examination rating from the U.S. banking supervisors; and (iii) the overall rating of the foreign
banking organization’s combined U.S. operations is at least “satisfactory.” Further, no branch,
agency, or depository institution may have received one of the two lowest composite ratings at its
most recent examination. In addition, as with domestic bank holding companies, no U.S. branch,
agency or insured depository institution may be subject to an asset maintenance agreement with its
chartering or licensing authority.

The Federal Reserve may disqualify any banking organization, including a foreign banking
organization, from using the streamlined procedure for any appropriate reason, including if
information from the primary supervisor of a domestic bank or home country supervisor for a foreign
bank indicates that a more in-depth review of proposals involving that organization is warranted.

Tying restrictions. In addition, the Regulation Y revision provides a “safe harbor” to the anti-tying
rules created by section 106 of the Bank Holding Company Act Amendments of 1970. The revision
created a safe harbor for transactions with corporate customers that are incorporated or otherwise
organized, and have their principal place of business, outside the United States, or with individuals
who are citizens of a foreign country and are not resident in the United States. Recognizing that U.S.
legislation generally is presumed to apply only within the territorial jurisdiction of the United States,
the safe harbor is intended to provide certainty for the applicability of the anti-tying rules to a
defined set of transactions.

Proposed Revision of Regulation K

In December 1997, the Federal Reserve issued for public comment its proposed revision to
Regulation K governing, among other things, the U.S. operations of foreign banking organizations.
The FRB’s proposed revisions to Regulation K would affect the U.S. nonbanking activities of certain
qualifying FBOs, and the interstate banking operations of foreign banks in the United States.

QFBO activities. The FRB’s proposed regulations include certain revisions to the qualifying foreign
banking organization (QFBO) standard, and the permissible activities of QFBOs. Statusasa QFBO
is required in order for a foreign banking organization to take advantage of certain exemptions to the
nonbanking restrictions contained in section 4 of the Bank Holding Company Act. In order to
qualify as a QFBO, a foreign banking organization must demonstrate that: (i) more than half of its
business is banking; and (ii) more than half of its banking business is conducted outside the United
States. Banking business is defined to include the activities permissible for a U.S. banking
organization to conduct, directly or indirectly, outside of the United States.

Under the current regulation, such activities must be conducted in the foreign bank itself or in the

foreign bank’s subsidiaries in order to be counted as part of the foreign bank’s banking business for
purposes of meeting the QFBO test. The FRB’s proposed revision would permit:
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. financial activities conducted by a foreign bank’s holding company or sister affiliates to be
counted toward the first prong of the QFBO test (that more than half of the foreign banking
organization’s activities be “banking”); and

. a QFBO indirectly to hold up to 10 percent (up from the current 5 percent) of the shares of
a U.S. company that underwrites, sells or distributes securities in the United States in a
manner that is impermissible for U.S. bank holding companies.

In addition, the FRB requested public comment on whether the list of activities that would be
considered “banking” for purposes of the QFBO test should be expanded beyond the activities
permissible for a U.S. banking organization abroad.

Limitations on nonbanking subsidiaries of QFBOs. The FRB also requested comment on whether
it should prohibit a QFBO from using its U.S. nonbanking companies held pursuant to section
4(c)(8) of the Bank Holding Company Act to hold the shares of foreign subsidiaries that engage in
activities that are impermissible for U.S. banking organizations. Regulation K currently exempts
a QFBO from the nonbanking restrictions contained in section 4 of the BHC Act for any activity
conducted by the QFBO outside the United States. The FRB noted that some QFBOs have
interpreted the general exemption in Regulation K for non-U.S. activities as extending to the foreign
subsidiaries of section 4(c)(8) subsidiaries. The FRB stated that the exemption was not intended to
allow U.S. companies owned by QFBOs under section 4(c)(8) to engage in unrestricted foreign
activities.

Interstate operations under the Riegle-Neal Act. The FRB’s proposal also includes revisions to
reflect changes to the authority of U.S. and foreign banking organizations to conduct interstate
banking operations contained in the Riegle-Neal Act. The revisions basically link the ability of
foreign banks to operate on an interstate basis to the ability of a U.S. bank or bank holding company
with the same home state to do so. This framework is intended to advance the policy of providing
national treatment to foreign banks with respect to their U.S. operations. The revisions provide for:

. a new procedure whereby a foreign bank could change its home state an unlimited number
of times if it can show that a domestic bank with the same home state would be able to
change its home state in a similar manner;

. upon a change in home state, retention by a foreign bank of any existing interstate branches
if the foreign bank could establish such branches from its new home state under current law;
and

. deletion of the home state “attribution rule,” which provides that a foreign bank (or other

company) and all other foreign banks which it controls must have the same home state.
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Streamlined procedures for establishing U.S. offices in certain situations. The FRB’s proposal also
contains provisions for streamlining the approval process for additional U.S. banking offices of a

foreign bank under certain circumstances. As discussed above, the Foreign Bank Supervision
Enhancement Act (FBSEA) generally requires the FRB to determine that a foreign bank is subject
to CCS by its home country supervisor before approving an application by that foreign bank to

establish a branch or agency office in the United States. Under the FRB’s proposed revisions, the
general requirement for a CCS determination is retained, but foreign banks that have been approved
previously by the FRB for a U.S. office under FBSEA, or are subject to FRB supervision under the
BHC Act, would be permitted to establish additional U.S. direct offices under prior notice or general
consent procedures, depending on the nature of the foreign bank applicant’s previous FRB approvals,
and the type of additional office desired. The proposed streamlined procedures provide for:

. establishment of additional U.S. branches, agencies, commercial lending company
subsidiaries, and representative offices pursuant to a 45-day prior notice procedure by any
foreign bank that the FRB has determined to be subject to CCS in a prior application under
FBSEA;

. establishment of a representative office pursuant to a 45-day prior notice by any foreign bank
that the FRB had previously approved to establish a representative office, or is subject to the
BHC Act;

. general consent for the establishment of a representative office by a foreign bank that is both
subject to the BHC Act, and previously has been determined by the FRB to be subject to
CCS; and

. general consent for the establishment of a regional administrative office by any foreign bank
that is subject to the BHC Act.

The proposed revision would also amend Regulation K to reflect the FRB’s discretion to approve
a branch or agency application without a determination that the foreign bank is currently subject to
CCS, if the FRB finds that appropriate authorities in the applicant’s home country are “actively
working to establish arrangements for the consolidated supervision” of the applicant. The regulatory
revision makes it clear that, in approving an application under this authority, the FRB may impose
any conditions or restrictions relating to the activities or business operations of the proposed office
or subsidiary, including restrictions on sources of funding.

Revision of All OCC Regulations, Including International Banking Activities Regulation
In May 1996, the OCC revised its regulations relating to international banking activities, now found

in Part 28. Revised Part 28 reduces burden by removing the requirement for the two separate filings
that national banks formerly had to make when they establish a foreign branch or acquire certain
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foreign investments. It permits national banks simply to provide notice of these transactions. This
notice requirement may be satisfied by providing the OCC with a copy of the filing made with the

FRB. Under the new regulation, the OCC accepts a copy of an application form, notice, or report
submitted by a foreign bank or a federal branch or agency to another federal regulatory agency that
covers the proposed action and contains substantially the same information that would be required

by the OCC. Revised Part 28 also consolidates the substantive requirements governing international
banking operations supervised by the OCC into a single, comprehensive regulation.

The OCC also revised Part 5, Rules, Policies, and Procedures for Corporate Activities, which applies
to federal branches and agencies. The final rule comprehensively revises and streamlines the OCC’s
rules, policies, and approval process for applications and corporate filings. It also substantially
revises the OCC’s operating subsidiary rules, providing different levels of review and treatment for
operating subsidiary applications depending on the novelty and complexity of the activities to be
undertaken. The final rule establishes a procedure that national banks can use to request approval for
an operating subsidiary to engage in activities that would not be permissible for the bank to conduct
directly. This latter type of application is subject to a public notice and comment process, and the
OCC will approve such an application only under certain, well defined conditions. The OCC has
issued 22 booklets updating the Comptroller’s Corporate Manual to provide more specific guidance
on Part 5 and other revised regulations.

Finally, the OCC revised other significant regulations that, like Part 5, apply to federal branches and
agencies as well as national banks because a federal branch or agency generally conducts its
operations subject to the same authority and limitations as a national bank. The final revision to Part
7, Interpretive Rulings, modernizes and clarifies interpretive rulings in a variety of areas, including
electronic money and banking, corporate governance, and the definition of “interest” for purposes of
12 U.S.C. § 85. The OCC’s revision of Part 1, Investment Securities, updates the OCC’s regulations
to reflect certain statutory changes and codifies important OCC interpretive positions with respect to
the permissibility of asset securitization and indirect investment in assets in which a national bank
may invest directly. The final revision to Part 9, Fiduciary Activities, comprehensively revises the
OCC’s fiduciary activities regulation. The new regulation includes revisions to the rules on collective
investment funds and modernizes the OCC’s rules to reflect the significant changes that have taken
place in the way national banks conduct these lines of business.

Reductions in Assessment Fees on National Banks and Federal Branches and Agencies

The OCC has modified its assessment regulation, Part 8, in a manner that reduced the assessment
fees of foreign banks with more than one federal branch or agency. Certain federal branches and
agencies are now eligible for the reduction in assessments that is available for “non-lead” national
banks that are part of a holding company. If a foreign bank has more than one federal branch or
agency, the largest branch will pay the full assessment, and the other branches will have their
assessment reduced by 12 percent.
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Reduction in Regulatory Burden on Federal Branches and Agencies

The OCC has modified its supervision of federal branches and agencies to reduce the regulatory
burden by increasing focus on the foreign bank as a whole and decreasing focus on the federal
branch or agency as a stand-alone operation. These changes are consistent with the OCC’s
supervision of national banks, which emphasizes risk management in the banking organization as
a whole. Specifically, the revised policies provide that:

. The OCC discontinued its policy of requiring a branch-specific allowance for loan and lease
losses (ALLL) or that the parent bank management acknowledge that an ALLL for federal
branch assets is being maintained on a consolidated basis. Instead, to aid examiners in
assessing the adequacy of the credit risk management processes, federal branches and
agencies must be able to demonstrate the maintenance of an effective loan review system and
controls in conformity with current OCC policy on the ALLL;

. The OCC eliminated the 10 percent of assets threshold currently used to identify
concentrations of assets at federal branches and agencies, and examiners will instead assess
the adequacy of systems and procedures at a federal branch or agency that enable the head
office to monitor and evaluate asset concentrations;

. The OCC eliminated the requirement that federal branches and agencies with a Net Due
From Head Office position in excess of 50 percent of assets work to reduce this position.
Instead, examiners will review the adequacy of Net Due To/From Head Office positions on
a case-by-case basis as part of the assessment of the parent company’s strategies for funding
the federal branch or agency and the overall liquidity position of the branch.

Additional Activities Permissible for National Banks or Federal Branches and Agencies

The OCC has determined that a number of additional activities or investments are permissible for
national banks or federal branches and agencies. Federal branches and agencies generally may
conduct the same activities, subject to the same restrictions, as national banks. Some recent OCC
decisions include the following:

. A federal branch may enter into net leases of real estate to serve the home finance needs of
its Muslim customers, who are prohibited by religious principles from obtaining traditional
mortgages. The net leases are structured so that all of the indicia of ownership pass to the
lessee and the leases meet secular accounting standards for being classified as financing
transactions.

. Full participation in a multilateral clearing organization is allowed for foreign banks with
federal branches and agencies. Netting and collateral agreements of the multilateral clearing
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organization are enforceable against participants that are uninsured federal branches or
agencies in the event the OCC appoints a receiver for the federal branch or agency.

A national bank may offer time deposits to its customers in approximately 20 different
foreign currencies through the Internet and through traditional means.

The U.S. Supreme Court upheld the OCC’s determination that the National Bank Act
preempts state law prohibiting most banks from selling insurance as agent. The OCC
subsequently decided that a national bank’s insurance agency is permitted the same
marketing range and same marketing tools and facilities as are generally available for
licensed insurance agencies in the state where the bank agency operates.

A national bank may act as a finder for customers and insurance agents and split
commissions with the insurance agent, but must comply with applicable state insurance laws.

Despite state laws prohibiting banks from selling annuities, a national bank may sell as agent
variable-rate as well as fixed-rate annuities, which the OCC regards as financial investments
rather than insurance under the National Bank Act.

A national bank subsidiary may underwrite and reinsure credit disability and involuntary
unemployment insurance in connection with credit card loans made by the bank’s affiliated
credit card bank.

In addition, a national bank may underwrite safe deposit box liability insurance for the bank
and its affiliates.

It is permissible for a national bank subsidiary to enter into reinsurance agreements with a
number of unaffiliated insurance carriers that issue mortgage insurance on mortgage loans
originated or purchased by the bank or its affiliates. A national bank may establish a
reinsurance subsidiary that reinsures private mortgage insurance on loans originated,
purchased, or serviced by a bank and its affiliates.

A national bank operating subsidiary may, subject to special conditions, underwrite, deal and
invest in municipal revenue bonds.

A national bank may exchange portions of its portfolio of Brazilian, Mexican, and other
Latin American countries’ sovereign debt (held in the form of Brady bonds) for minority
interests in unaffiliated investment companies formed to invest in Brazil, Mexico, and Latin
America, respectively.
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. A national bank subsidiary may act as a certification authority and repository for electronic
“certificates” used to verify digital signatures.

. National banks, through minority investments in a limited liability company, may operate
an electronic network and gateway to support home banking operations of the investing
banks and other banks. A national bank may provide home banking services by means of
a direct and Internet connection to the bank’s home banking system.

. A national bank may make a minority investment in a company providing electronic funds
transfer and electronic data interchange in a worldwide electronic commerce network.

. As part of the business of banking, a national bank may purchase a minority interest in a
limited liability company engaged in the development, distribution, and maintenance of
computer software for cash management applications.

. In the context of correspondent banking services, a national bank, through an operating
subsidiary, may provide computer network services and related full function hardware to
other financial institutions.

. National banks may invest in a company that would issue electronic stored value in an open
or widely dispersed system and provide support services for the stored value system and
invest in a company that would develop, install, and support “closed” stored value systems
based on smart card technology.

. A national bank can acquire and lease real property provided the real estate lease transaction
is incidental to a permissible lease financing of personal property.

In addition, following consultation with the State of New York and FRB, the OCC determined that
a foreign bank’s federal branch in the United States would be permitted to operate through a loan
production office in New York.

Revision of Part 347

Effective July 1, 1998, the FDIC revised its Part 347 in order to modernize and clarify various rules
for international and foreign banking activities. The new Part 347 reduces filing requirements (now
in Part 303 — Subpart J) for most banks wishing to open a foreign branch or make a foreign
investment. Well-run, well-capitalized institutions with no enforcement actions pending against
them that meet certain other criteria may utilize FDIC’s new general consent process when initiating
new activities abroad. This means an eligible institution can presume to have the FDIC’s approval
to engage in certain activities. The institution is required to notify the FDIC after new operations
begin. Alternatively, well-run, well-capitalized institutions ineligible to proceed under the
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presumption of general consent can now take advantage of expedited processing for their
applications. Under expedited processing, applications will be acted upon within 45 days of receipt.
However, general consent and expedited processing procedures do not apply if the foreign branch
or investment would be located in a foreign country in which applicable law or practice would limit
the FDIC’s access to information for supervisory purposes. The new rule also:

. Eliminates a general limit on foreign investment of 25 percent of capital. New investment
limitations are associated with specific types of activities. The regulation also includes
procedures for requesting modifications to the limits.

. Permits a bank’s foreign branch to underwrite, distribute and deal, invest in and trade
obligations of any foreign government, rather than just the obligations of the country in
which it is located. Banks may also invest directly in foreign organizations that are not

banks.

. Simplifies accounting for fees on international loans. Instead of requiring specific
accounting procedures, the new rule directs banks to follow generally accepted accounting
principles (GAAP).

. Requires banks to either establish reserves to account for transfer risk in international assets

or use an alternative method consistent with GAAP.

Part 347 was also changed to reflect statutory requirements that a FBO’s retail deposit-taking
activities in the United States be conducted through an insured bank subsidiary, not an insured
branch. This merely implements provisions of the FBSEA, which amended the IBA to require any
foreign bank intending to conduct retail deposit activities in the United States to organize an insured
bank subsidiary to conduct these deposit activities.

Under the new Part 347, quarterly, not semiannual, calculations and reporting are required for
pledged assets that apply to the deposit activities of insured branches. The FDIC requires an insured
branch to pledge assets equal to 5 percent of the average of the insured branch’s liabilities for the

last 30 days of the most recent calendar quarter. Part 347 retains the FDIC’s previous requirements
regarding the necessity for an insured state branch to apply to the FDIC for approval to conduct or
continue an activity which is otherwise not permissible for a federal branch.

HR. 10

The U.S. Congress has been debating and considering modernization of the U.S. financial system
for many years. In the 105™ Congress (1997-98), financial modernization legislation made
significant progress but was not enacted. On May 13, 1998, the House of Representatives passed
H.R. 10, the Financial Services Act of 1998, by a vote of 214-213. On September 18, 1998, the
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Senate Committee on Banking, Housing, and Urban Affairs reported H.R. 10 to the full Senate by
a vote of 16-2. This legislation was not, however, considered by the Senate before the 105
Congress adjourned. Legislation that is not enacted before a Congress adjourns does not carry over
into the next Congress. It is expected that the 106™ Congress (1999-2000) will again consider and
debate legislation relating to this issue.

H.R. 10, the bill that was under consideration in the 105" Congress, would have repealed provisions
in the 1933 Glass-Steagall Act that restrict affiliations and interlocking management and employees
between banks and firms engaged in securities underwriting. The bill would have allowed any bank
holding company — renamed a financial holding company (FHC) — to control a securities
underwriting firm, as well as companies engaged in other types of financial activities, including
insurance underwriting, if, among other things, the holding company controlled only well capitalized
and well managed banks. Like other bank holding companies, FHCs would have been supervised
by the FRB. Securities and insurance affiliates of FHCs would have been functionally regulated
under other federal and state securities and insurance laws.

Foreign banks would have been able to be deemed to be FHCs. In determining whether to treat a
company as a FHC, the FRB would have been required to establish and apply comparable standards
to a foreign bank that operated a branch or agency or owned or controlled a bank or commercial
lending company in the United States. In establishing and applying these standards, the FRB would
have been required to give due regard to the principle of national treatment and equality of
competitive opportunity.

H.R. 10 also would have created a new type of depository institution called a “wholesale financial
institution” (WFI). The deposits collected by a WFI would not have been insured by the FDIC and

a WFI generally could not have accepted retail deposits of under US$100,000. A foreign bank

operating only uninsured branches, agencies, and commercial lending companies in the United States
could have requested a determination from the FRB to be treated as a WFI so long as the foreign

bank met certain restrictions, including comparable capital requirements and restrictions on affiliate

transactions.

Foreign banks that chose to become FHCs or are treated as WFIs under the bill would have lost their
grandfather rights to engage in nonbanking activities under the IBA. However, most grandfathered
activities and investments would have become generally permissible under H.R. 10 for all FHCs,
and H.R. 10 would have permitted other nonconforming investments to be conformed over a certain
period, or, in certain cases, held indefinitely. If a foreign bank were engaged in grandfathered
activities that became generally permissible for FHCs (e.g., securities underwriting), and the foreign
bank did not elect to become an FHC or be treated as a WFI within two years of enactment of the
bill, the FRB would have had the authority to impose restrictions on the conduct of the grandfathered
activities comparable to those applicable to FHCs.
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NATIONAL TREATMENT UNDER U.S. SECURITIES LAWS

The federal securities laws generally provide national treatment to foreign brokers, dealers and
investment advisers. In addition, foreign issuers are generally subject to substantially the same
registration and reporting requirements as U.S. issuers. Inrecent years, the Securities and Exchange
Commission (SEC) has taken various actions aimed at simplifying access by foreign firms and
issuers to the U.S. securities markets without compromising protection of U.S. investors.

Brokers and Dealers

The Securities Exchange Act of 1934 (Exchange Act) gives the SEC broad regulatory authority over
the U.S. securities markets and persons in the securities business. Under the Exchange Act, the SEC
oversees the activities of broker-dealers, the national securities exchanges, the National Association
of Securities Dealers (NASD), clearing organizations, and nonbank transfer agents.

A broker-dealer, other than a U.S. bank, that uses the U.S. mails, or any other means of interstate
commerce, to effect transactions in securities generally must register with the SEC. In registering,
a broker-dealer is not required to report to the SEC the extent to which it is owned by foreign
persons, although it must disclose the identities of certain control persons, whether domestic or
foreign.

The SEC's policy with respect to broker-dealers is one of equal market access: the SEC seeks to
apply the same requirements to all broker-dealers, whether U.S.- or foreign-owned or U.S.- or
foreign-resident. These requirements include filing a registration form with the SEC, satisfying
standards of financial responsibility, operational capacity, and integrity, maintaining minimum net
capital, and filing reports with the SEC and self-regulatory organizations (SROs). To ensure that
it can enforce the securities laws against a nonresident foreign broker-dealer, the SEC requires such
a broker-dealer to appoint the SEC as agent for service of process for securities law related to claims
arising out of the conduct of its business as a registered broker-dealer in the United States.

Exchange Act Rule 15a-6 exempts from registration foreign broker-dealers that engage in certain
activities involving U.S. institutional investors and U.S. securities markets. These activities include
"nondirect" contacts by foreign broker-dealers with U.S. investors and markets, through execution
of unsolicited securities transactions and provision of research to certain U.S. institutional investors.
The exempted activities also include certain "direct" contacts, involving the execution of transactions
through a registered broker-dealer intermediary with or for certain U.S. investors, and without such
an intermediary with or for registered broker-dealers; banks acting in a broker or dealer capacity;
certain international organizations; foreign persons temporarily present in the United States; U.S.
citizens resident abroad; and foreign branches and agencies of U.S. persons.
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Registered broker-dealers are required to join one or more SROs, such as the national securities
exchanges and the NASD. In general, SROs are statutorily authorized and are subject to SEC
oversight. An SRO is responsible for compliance by its members with rules of the SRO as well as
with the federal securities laws. The Exchange Act specifically limits the ability of the national
securities exchanges and the NASD to exclude registered broker-dealers from membership, ensuring
that foreign ownership is not a ground for denial of membership. Foreign incorporation, or other
organization, of the foreign-owned broker-dealer is not a bar to membership in the NASD and most
regional exchanges, but it is a bar to membership in the New York and American Stock Exchanges.
These two exchanges permit foreign-owned members, but they require those members to be
organized in the United States.

Brokers and dealers whose business is solely in U.S. government securities have been, since 1987,
required to register and to meet standards established by the Secretary of the Treasury concerning
capital adequacy, protection of customer securities and balances, and record-keeping and reporting.
The Government Securities Act of 1986, as amended in 1993, generally does not distinguish between
foreign and domestic government securities brokers and dealers. Essentially, government securities
brokers and dealers are required to register with the SEC and to become members of an SRO, unless
the entity is already registered with the SEC as a broker or dealer or is a financial institution.
Government securities brokers or dealers that are already registered with the SEC or that are
financial institutions must notify the appropriate regulatory agency of their status as government
securities brokers or dealers. The Department of the Treasury has provided an exemption from
registration, which parallels SEC Rule 15a-6, for foreign entities that are government securities
brokers or dealers.

Investment Advisers

The Investment Advisers Act of 1940 (IAA) establishes a national treatment standard, treating
foreign investment advisers substantially the same as domestic advisers that are registered with the
SEC. Underthe IAA, an investment adviser is defined as a person who, for compensation, "engages
in the business of advising others, either directly or through publications or writings, as to the value
of securities or as to the advisability of investing in, purchasing, or selling securities, or . . . as part
of a regular business, issues or promulgates analyses or reports concerning securities. . . .”

As a result of 1996 amendments to the IAA, supervision and regulation of investment advisers is
split between the states and the SEC. Certain advisers, such as foreign investment advisers,
investment advisers with total assets under management of US$25 million or more, and investment
advisers that advise registered investment companies, only register with the SEC. Other investment
advisers are now prohibited from registering with the SEC and only register with the states in which
they maintain a principal place of business.
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Whether domestic or foreign, investment advisers that use the U.S. mails or any means or
instrumentality of interstate commerce in connection with their business are required to register with
the SEC, unless they are prohibited from registering or an exemption is available. The IAA does not
specify particular qualifications for registration. Registered advisers are subject to antifraud
provisions (as are unregistered advisers), limitations on advisory compensation, and disclosure and
recordkeeping requirements.

The following institutions and professionals are excluded from the definition of investment adviser:
U.S., but not foreign, banks and bank holding companies; lawyers, accountants, engineers, or
teachers whose investment advice is solely incidental to the practice of their professions. Also
excluded are: brokers or dealers whose investment advice is solely incidental to the conduct of their
business as brokers or dealers and who receive no special compensation for such advice; publishers
of any bona fide newspaper or financial publication of general and regular circulation; and persons
giving advice only with respect to U.S. government securities.

In addition, certain types of investment advisers are exempt from the registration requirements of
the IAA. These are: any adviser whose clients are all in the state in which the adviser conducts
business and who does not advise with respect to securities listed, or with respect to securities having
unlisted trading privileges, on a national securities exchange; any adviser whose only clients are
insurance companies; and any adviser with fewer than 15 clients who does not hold itself out to the
public as an investment adviser and who does not advise registered investment companies. A
foreign investment adviser that has its principal place of business outside the United States must only
count clients that are U.S. residents for purposes of this exemption.

As noted above, the IAA excludes U.S. banks and bank holding companies from the definition of
investment adviser. The SEC also requires an investment adviser, as a prerequisite to registration,
to appoint the SEC as agent for service of process for securities law claims arising out of the conduct
of its business as a registered investment adviser.

Prior to 1992, the SEC staff generally took the position that once registered, domestic and foreign
advisers were subject to all of the substantive provisions of the IAA with respect to both their U.S.
clients and non-U.S. clients. Thus, if a foreign adviser registered to advise U.S. clients, the IAA also
would apply to its relationship with clients in its own country. The IAA restricts or prohibits some
conduct that may be legal in other countries. As a result, some foreign advisers registered in the
United States were not able to engage in certain advisory conduct that was legal in their own
countries.

Many foreign advisers avoided this result by registering a separate and independent subsidiary to
provide advice to their U.S. clients, while the foreign adviser-parent would remain unregistered and
would be able to advise non-U.S. clients in its home country without being subject to the IAA. To
establish that the foreign parent and the subsidiary were, in fact, separate, and that the parent was
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not doing indirectly what it could not do directly, the SEC staff imposed a number of conditions,
such as prohibiting the parent and the subsidiary from sharing personnel and investment advice.
These conditions made it difficult for the U.S.-registered subsidiaries to advise U.S. clients
effectively.

Based on a recommendation in its report, Protecting Investors: A Half Century of Investment
Company Regulation, May 1992, the SEC staff has determined that the substantive provisions of the
IAA generally should not govern a foreign investment adviser's relationships with its non-U.S.
clients unless those relationships involve "conduct” or have "effects" in the United States. Foreign
advisers must comply with certain recordkeeping requirements with respect to their non-U.S. clients,
and also generally must provide the SEC access to their books, records, and personnel.

The SEC staff has issued several no-action letters that apply this approach. These no-action letters
also ease the conditions under which a foreign adviser can register a U.S. advisory subsidiary, and
thus provide advice to U.S. clients, without requiring the parent itself to register under the IAA.
Most importantly, the letters permit the foreign adviser and the U.S. subsidiary to share personnel
and investment advice as long as the SEC has access to trading and other records of each aftfiliate

involved in the U.S. advisory activities, and to its personnel, to the extent necessary to monitor and
police conduct that may harm U.S. clients or markets. The SEC staff's approach may provide even
greater incentives for foreign advisers to register and provide their services to U.S. clients.

Investment Companies

The Investment Company Act of 1940 (ICA) requires registration with the SEC of all nonexempt
investment companies. Investment companies required to register under the Act are subject to
statutory provisions that regulate, among other things: composition of management and
management's accountability to shareholders; approval of investment advisory contracts; changes
in fundamental investment policies; transactions between an investment company and affiliated
persons; and the capital structure of investment companies.

Under Section 7(d) of the ICA, a foreign investment company (i.e., one not "organized or otherwise
created under the laws of the United States or of a State") may not, in connection with a public
offering in the United States or to U.S. persons, offer for sale, sell, or deliver its securities through
the mails or interstate commerce unless the SEC, by order, finds that it is both legally and practically
feasible effectively to enforce the provisions of the ICA against such a company. In effect, the ICA
requires the SEC to find that investors in foreign investment companies using U.S. jurisdictional
means have the same protections as investors in U.S. investment companies.

Because foreign regulatory schemes differ significantly from the ICA, most foreign funds find it

difficult to meet this standard. In 1954, the SEC adopted Rule 7d-1 to set forth minimum conditions
and undertakings required for a Canadian company to obtain an order under Section 7(d). All of the
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funds that have received exemptive orders under Section 7(d), both Canadian and non-Canadian,
have complied with the substantive conditions of Rule 7d-1. Only 19 foreign funds, most from

Canada, have ever received Section 7(d) orders, and the SEC last issued an order of this type in
1973.

The SEC is considering proposing a rule to minimize the regulatory burdens that restrict former
Canadian residents from effectively managing their assets held in certain Canadian tax-advantaged
retirement plans. As part of this rulemaking process, the SEC staff is reviewing recommendations,
submitted on behalf of the Investment Funds Institute of Canada, on how the SEC might address this
issue by rulemaking.

Because the ICA does not prohibit foreign advisers from organizing funds in the United States, a
foreign money manager may organize an investment company in the United States that invests in
the same type of securities as a fund it manages in its home country. A number of publicly offered
U.S. investment companies invest in foreign securities and many of these funds have advisers or sub-
advisers that are located abroad.

Foreign banks (and certain other foreign entities such as foreign insurance companies) may be
considered investment companies under the ICA if they are sufficiently involved in holding or
trading securities. Section 3(c)(3) of the ICA expressly excepts U.S., but not foreign, banks and
insurance companies from the definition of investment company. In October, 1991, however, the
SEC adopted Rule 3a-6 under the ICA which excludes foreign banks and insurance companies from
the definition of investment company. When the SEC adopted Rule 3a-6, it also rescinded Rule 6¢-
9, which had conditionally permitted foreign banks and their finance subsidiaries to sell their own
debt and non-voting preferred stock in the United States. Finance subsidiaries of foreign banks and
insurance companies are now excluded from the ICA under Rule 3a-6.

Issuers

The Securities Act of 1933 (Securities Act) prescribes disclosure and antifraud standards for
offerings of securities in the United States, and requires registration of securities with the SEC prior
to their offer or sale unless an exemption from registration is available.

Under the Exchange Act, issuers are required to register their securities with the SEC if such
securities are to be listed on a national securities exchange, and issuers (other than banks and
insurance companies) are required to file reports with the SEC if their securities are to be quoted on
the Nasdaq Stock Market. Exchange Act registration is also required if an issuer exceeds certain
asset size and shareholder number thresholds. Once its securities are registered under the Exchange
Act, an issuer must file annual reports and other periodic reports with the SEC, as well as, in the case
of domestic companies, proxy statements. Exchange Act reporting is also required of certain other
issuers that have registered securities under the Securities Act.
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Foreign Issuers

In principle, public offering and periodic reporting requirements for foreign issuers are the same as
those for domestic issuers. Thus, the federal securities laws apply the concept of national treatment
to foreign issuers. In practice, the SEC has adjusted its disclosure requirements to accommodate
foreign issuers because of differences in legal and accounting practices between countries.

As of June 30, 1998, over 1,100 foreign issuers representing 55 countries were filing Exchange Act
reports with the SEC. Over 500 new foreign companies have entered the U.S. markets since January
1994, including companies from Russia, Hungary, and Ghana.

Disclosure. Separate registration and reporting forms have been adopted under the Securities Act
and the Exchange Act for use by foreign issuers. Form 20-F, which serves as both a registration
statement and an annual report form under the Exchange Act, requires disclosure substantially
identical to Form 10-K, the domestic issuer annual report form. As mentioned, certain
accommodations have been provided to foreign issuers. These accommodations include limiting
management compensation disclosure to disclosure on a group basis (unless the company otherwise
discloses individual information pursuant to foreign law or practice) and requiring information on
transactions by management only to the extent that such disclosure has been made pursuant to
applicable foreign laws. Periodic reports need to be furnished by foreign issuers on Form 6-K only
to the extent that the information in such reports is either required to be made public by applicable
foreign regulations or required to be distributed to security holders. In addition, the proxy
solicitation regulations and regulations pertaining to insider reporting, which are applicable to
insiders of domestic issuers, generally do not apply with respect to foreign issuers.

Financial statements for foreign issuers are not required to be prepared in accordance with U.S.
generally accepted accounting principles (GAAP), so long as reconciliation of significant variations
from those standards is provided.” In most U.S. public offerings of securities by foreign issuers, a
full reconciliation is required to be presented in accordance with Item 18 of Form 20-F. Item 18
requires the quantification and explanation of material differences in net income and significant
balance sheet items and all other disclosures and supplemental data required by U.S. GAAP and
Regulation S-X, including data about industry segments, foreign operations, pensions, and leases.
In annual reports and for certain U.S. public offerings, stock exchange listings, and quotations on
the Nasdaq Stock Market, the issuer need only provide a more limited reconciliation in accordance
with Item 17 of Form 20-F. Item 17 requires a quantification of the difference in measurement of
net income and significant balance sheet items and an explanation of the nature and financial
statement effects of each material difference.

2 Regulation S-X contains the SEC's principal accounting requirements, which govern the form and content
of financial statements filed under both the Securities Act and the Securities Exchange Act.
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The foreign issuer integrated disclosure system allows a foreign issuer to abbreviate the disclosure
presented in a prospectus through incorporation by reference of the business, financial and other
information presented in Form 20-F. The forms for Securities Act registration by foreign private

issuers (Forms F-1, F-2, F-3, and F-4), together with Exchange Act Forms 20-F and 6-K, comprise
the integrated disclosure system for foreign issuers. The extent to which an issuer may incorporate
information from its Exchange Act reports, rather than physically presenting it in a public offering
document, varies depending on the Securities Act form the issuer is eligible to use. The foreign
integrated disclosure system is comparable to the domestic integrated disclosure system. The
domestic integrated disclosure system is based on Securities Act Forms S-1, S-2, S-3, and S-4, and
Exchange Act Form 10-K. Form F-6 is used to register American Depositary Shares (ADSs)

represented by American Depositary Receipts (ADRs), which are issued against the deposit of the
underlying securities of foreign issuers.

In December 1994, the SEC adopted several amendments to Regulation S-X and Form 20-F
designed to further streamline financial information and reconciliation requirements for both foreign
and domestic companies.”* These rules allow foreign issuers more flexibility in their choice of
reporting currency, reduce reconciliation requirements for foreign issuers with material operations
in a hyperinflationary economy when accounted for in compliance with International Accounting
Standard No. 21, and lessen combinations where the method of accounting for the business
combination and the amortization period of goodwill and negative goodwill is in compliance with
International Accounting Standard No. 22.

In addition, these amendments eliminated the significance threshold based on relative asset size for
requiring financial statements of a foreign or domestic equity investee; eliminated six financial
schedules for domestic companies which already had been eliminated for foreign issuers; and
eliminated two additional financial schedules for both foreign and domestic issuers.

In May 1997, the SEC adopted amendments to expand the availability of the short Forms S-3 and
F-3 under the Securities Act.?> The amendments changed the test for eligibility to include non-
voting, as well as voting, common equity in the computation of the required US$75 million
aggregate market value of common equity held by non-affiliates of the registrant. The SEC also
adopted conforming amendments to other forms and rules.

Exemptions from registration. Exemptions from the registration requirement exist under the
Securities Act both for specific types of securities and for specific categories of transactions. For
example, Section 3(a)(2) of the Securities Act provides an exemption from registration for securities
issued or guaranteed by certain domestic government entities. The exemption does not extend to

2See Securities Act Release Nos. 7117, 7118, and 7119 (December 13, 1994).

BSee Securities Act Release No. 7419 (May 8, 1997).
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securities issued or guaranteed by a foreign government. Public offerings of such securities are
registered under the Securities Act on Schedule B, which provides specialized disclosure
requirements for such offerings.

Securities issued or guaranteed by a bank are also not subject to the registration requirements of the .
Securities Act. This exemption applies only to securities issued or guaranteed by banks, as opposed
to bank holding companies or nonbank affiliates of banks. "Bank" is a term defined by the Securities
Act to include U.S. banks. The SEC has deemed U.S. branches and agencies of foreign banks to be
included in the exemption, provided they are subject to state or federal regulation substantially
equivalent to that applicable to U.S. banks doing business in the same jurisdiction.*

The SEC also adopted an exemption from registration for ADRs. In July 1997, the SEC adopted the
recommendation of the 1996 Task Force on Disclosure Simplification by exempting ADRs from
Exchange Act registration when the ADRs are listed on a national securities exchange and registered
under the Securities Act.>’” The Exchange Act registration requirements for securities listed on a
national securities exchange still apply to the underlying class of securities.

In March 1998, the SEC issued an interpretative release that provides guidance on the application
of the registration requirements of the U.S. securities laws to offers of securities made on the Internet
by foreign issuers.?® The release states that, for purposes of the registration requirements only,
offshore Internet offers and solicitation activities would not be considered to be made “in the United
States” if Internet offerors implement measures that are reasonably designed to ensure that their
offshore Internet offers and solicitation activities are not targeted to the United States or to U.S.
persons. The determination of whether measures reasonably designed to guard against sales to U.S.
persons have been implemented depends on the facts and circumstances, and can be satisfied through
different means. The release discusses examples of measures that are adequate to serve this purpose
for both U.S. and foreign entities.

State Regulation

In addition to the federal regulatory scheme described above, the 50 states have securities laws,
known as "blue sky" laws. Most states require that broker-dealers and non-SEC registered
investment advisers active in the state register with the state. The forms used for such registration,
however, generally are the same as the forms used for registration under the federal securities laws.
As noted above, these forms elicit information about "control persons," and require consents to

26 See Securities Act Release No. 6661 (September 23, 1986).
7 See Securities Act Release No. 7431 (July 18, 1997).

28 See Securities Act Release No. 7516 (March 23, 1998).
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service of process, but do not otherwise distinguish between foreign and domestic firms.

Most states also require that securities offered in the state be registered with the state. Although
most states have adopted the Uniform Securities Act of 1956, there are many variations among the
states. This means that if an issuer makes a public offering in the United States, it must register, or
find an exemption from registration, in each state where the offering will be made. This "blue sky"
process does not differ substantially, however, for domestic and foreign issuers.

The National Securities Markets Improvement Act of 1996 revised Section 18 of the Securities Act
to reallocate regulatory responsibility relating to securities offerings between the federal and state
governments based on the nature of the security offering. Among other things, the revised statute
prevents states from directly or indirectly prohibiting, limiting, or imposing any conditions on the
use of any offering document for a covered security if the offering document is prepared by or on
behalf of the issuer. Section 18 defines the term “covered security,” which includes securities listed
on the New York Stock Exchange, the American Stock Exchange, the National Market System of
the Nasdaq Stock Market, and securities issued in certain exempt offerings. The SEC adopted new
rule 146 to provide a definition of the term “prepared by or on behalf of the issuer.” ** It provides
that if an issuer or agent or representative authorizes an offering document’s production and
approves the document before its use, it is deemed prepared by or on behalf of the issuer. Revised
Section 18 and new Rule 146 apply to both domestic and foreign issuers.

Summary

In the securities sector, regulators have taken a number of steps to simplify access by foreign firms
and issuers to U.S. securities markets without compromising investor protection. The SEC’s policy
with respect to broker-dealers is one of equal market access: the SEC seeks to apply the same
requirement to all broker-dealers, whether U.S.- or foreign-owned, or U.S. or foreign resident. The
Investment Advisers Act of 1940 establishes a national treatment standard, treating foreign
investment advisers substantially the same as domestic advisers that are registered with the SEC.
The SEC has modified and simplified certain disclosure requirements that facilitate access to U.S.
capital markets for foreign issuers, including accepting accounting methods relating to
hyperinflationary economies and business combinations that comply with international accounting
standards. Over 500 new foreign companies have entered the U.S. markets since January 1994.

2 See Securities Act Release No. 33-7418 (April 30, 1997).
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NATIONAL TREATMENT UNDER U.S. COMMODITIES LAWS

The CEA and implementing rules govern transactions involving futures and commodity options both
on exchange and over the counter.*® Under the CEA, the CFTC regulates transactions conducted on
the 12 domestic U.S. futures exchanges (contract markets in futures and options). It also regulates
futures and option transactions conducted for or on behalf of U.S. customers on both domestic and
foreign markets.

Banks are major participants — both as end-users and as financial intermediaries — in the large and
developing swap transactions market. The CFTC has rules (Part 35) that exempt swap agreements
meeting specified criteria from the provisions of the CEA and the CFTC’s rules, although they are
subject to the antifraud and antimanipulation provisions of the CEA as well as Section 2(a)(1)(B)

of the CEA, which delineates CFTC and SEC jurisdiction. Banks are the first listed category of
eligible swap participants under Part 35 of the CFTC’s rules, and domestic and foreign banks are

treated equally in this context.

The marketing of “hybrid” instruments that couple elements of futures contracts with certain banking
instruments such as depository obligations has raised issues concerning the treatment of such
instruments by the CFTC under the CEA and CFTC rules. The CFTC has rules (Part 34) that
exempt certain hybrid instruments and those transacting in and/or providing advice or other services
with respect to such hybrids from all provisions of the CEA except Section 2(a)(1)(B), provided that
a number of conditions are met. A hybrid instrument can be an equity or debt security, or a demand
deposit, time deposit or transaction account, provided certain other criteria are met. The demand
deposit, time deposit or transaction account can be offered by a domestic bank or insured credit
union, as well as a branch or agency of a foreign bank.

In general, a financial intermediary engaged in transactions involving futures and option contracts
regulated by the CFTC will be deemed to be subject to CFTC jurisdiction if it meets one of the

following four criteria: (1) it is legally domiciled in the United States; (2) it is physically present

in the United States; (3) it has consented to jurisdiction; or (4) it is conducting business in the United
States by dealing with persons located in the United States. A financial intermediary conducting
business in the United States need not be physically present in the United States. No distinction is
made in the CEA and rules thereunder between solicited and unsolicited business.

30 Excluded are foreign currency options traded on a national securities exchange and options on securities and
on securities indexes, which are regulated by the SEC. See Sections 2(a)(1)(B) and 4c¢ of the CEA. In addition, the
Treasury Amendment of the CEA states: “Nothing in this chapter shall be deemed to govern or in any way be applicable
to transactions in foreign currency, security warrants, security rights, resales of installment loan contracts, repurchase
options, government securities, or mortgages and mortgage purchase commitments, unless such transactions involve
the sale thereof for future delivery conducted on a board of trade.” Section 2(a)(1)(A)(ii) of the CEA. In addition to
statutory exclusions, the CFTC has the authority to grant specific exemptions under Section 4(c) of the CEA.
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Under the CEA, a foreign firm doing business in the United States is accorded national treatment,
including equality of competitive opportunity, and is treated no less advantageously than a domestic
firm.

Transactions on U.S. Markets

The CEA generally requires that trading of commodity futures and option contracts in the United
States must be conducted on or subject to the rules of a board of trade that has been designated by
the CFTC as a contract market unless the transactions are otherwise exempt. In 1997, the CFTC
implemented new “fast-track” procedures for processing contract market designation applications
and exchange rule changes to streamline further the CFTC’s review procedures. Under these
procedures, many applications for designation of cash-settled and nonagricultural futures and options
contracts (other than stock index futures or options thereon) may be deemed to be approved 10 days
— and many other applications, 45 days — after receipt unless the exchange is notified otherwise.

The CFTC, as part of its efforts to modernize and to streamline its rules, has undertaken, in addition
to the “fast-track” review procedures, the following regulatory reform initiatives over the last four
years:

. Adoption of risk assessment rules for holding company systems, which require FCMs to
maintain records and file reports about affiliates whose activities are likely to affect
materially the FCM’s operations or financial condition; these rules also require FCMs to file
a statement concerning their internal control policies for handling risk originating from
material affiliates.!

. Adoption of substantial revisions to the disclosure framework applicable to CPOs and
CTAs.»
. Adoption of rule amendments to harmonize further financial reporting requirements of the

CFTC with those of the SEC for FCMs and IBs that are also registered with the SEC.**

. Adoption of an amendment to the large trader reporting rules to require a large trader to file

31 59 Fed. Reg. 66674 (Dec. 28, 1994).
3260 Fed. Reg. 38146 (July 25, 1995).

33 62 Fed. Reg. 4633 (Jan. 31, 1997).
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the Statement on Form 40 only when requested to do so by the CFTC, rather than annually.**

Numerous initiatives designed to enable market participants to reduce costs and increase
efficiency through the use of electronic media, including: (1) permitting FCMs to file
required financial reports with the CFTC electronically;* (2) allowing CPOs and CTAs to
file their required Disclosure Documents electronically;* (3) permitting FCMs to deliver
monthly statements, trade confirmation and purchase-and-sale statements solely by electronic
transmission in lieu of hard-copy delivery;’’ (4) issuing an Interpretation regarding the use
of electronic media by CPOs and CTAs for delivery of Disclosure Documents and other
materials;*® and (5) proposing amendments to the recordkeeping requirements that would
expand the opportunities for use of micrographic and electronic storage media for
recordkeeping and eliminate the current requirement that paper records eligible for transfer
to micrographic storage media be maintained in hard copy for two years.*

Delegation of functions to the National Futures Association (NFA), the industry-wide SRO,
including: (1) decisions relating to the registration of floor brokers (FBs)* and floor traders
(FTs)* with prior disciplinary histories;* (2) conduct of various registration and processing
functions relating to non-U.S. firms;** and (3) review of the Disclosure Documents that
CPOs and CTAs are required to file.*

% 62 Fed. Reg. 6112 (Feb. 11, 1997).
3 62 Fed. Reg. 10441 (March 7, 1997).
% 62 Fed. Reg. 18265 (Apr. 15, 1997).
3762 Fed. Reg. 31507 (June 10, 1997).
38 62 Fed. Reg. 39104 (July 22, 1997).
% 63 Fed. Reg. 30668 (June 5, 1998).

“ An FB is an individual who executes orders for another person for the purchase or sale of futures and

commodity option contracts on the floor of a contract market. An FB can also trade for his or her own account.

4 An FT is an individual who executes futures or commodity option orders solely for his or her own account

on the floor of a contract market.
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Proposal of rules to establish specific procedures for filing requests for no-action, exemptive
and interpretative letters.*

Adoption of rule amendments whereby FCMs and IBs are no longer required to provide
mandatory risk disclosure materials to certain defined categories of financially sophisticated
customers.*

Proposal of rules to require CPOs of public pools to issue a two-part Disclosure Document,
the first part of which is limited to specific information using “plain English” principles.*’

Adoption of interim final rules for a three-year pilot program for trade options on enumerated
agricultural commodities, which includes a delegation to NFA concerning registration
functions.*

Issuance of an Advisory to emphasize the importance for all CFTC registrants to take
immediate action to avoid the serious disruptions that could be caused by the use of
computer technology that is not year 2000 compliant.*’

Elimination of the capital charge for FCMs carrying short option positions for customers.*’

Adoption of rules that would allow exchanges to permit futures-style margining of options
contracts.’!

Adoption of a rule to permit post-execution allocation of bunched orders of sophisticated
customers where the FCM has obtained the customer’s consent.*?

463 Fed. Reg. 3285 (Jan. 22, 1998).

4 63 Fed. Reg. 8566 (Feb. 20, 1998).

4763 Fed. Reg. 15112 (March 30, 1998).

48 63 Fed. Reg. 18821 (Apr. 16, 1998).

% CFTC News Release No. 4140-98 (Apr. 29, 1998).
%% 63 Fed. Reg. 32725 (June 16, 1998).

51 63 Fed. Reg. 32726 (June 16, 1998).

3263 Fed. Reg. 45699 (Aug. 27, 1998).
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. Adoption of a rule to require an FCM to notify the CFTC and the firm’s designated SRO
immediately whenever the firm knows or should know that it has insufficient funds in

segregated accounts to meet its obligations to its customers, issued in response to the market
events of October 1997.%

Customer and market protection. The domestic regulatory program contemplated by the CEA
focuses on both market and customer protection. The CEA and rules adopted thereunder establish
a comprehensive regulatory structure that is intended to prevent fraud and other wrongful conduct
involving futures contracts and commodity options. The rules applicable to market protection
generally address prevention of market manipulations and other price distortions in the cash and
futures markets. The customer protection aspect of the regulatory regime includes:

1. Registration requirements intended to ensure the “fitness” of all persons who deal with
customers or customer funds. The CEA and rules adopted thereunder govern registration
requirements for FCMs, IBs, CPOs, CTAs, associated persons (APs) of any of the foregoing
categories of firms,* FBs, FTs and broker associations.*

2. Minimum financial requirements for FCMs and IBs. These requirements address the
financial integrity of the markets and persons transacting business on such markets. They
ensure that firms have sufficient funds to operate the business and have some financial stake
in their business and that, in the event of customer default on a margin obligation to an FCM,
there will exist a cushion so that other customer funds will not be adversely affected.

3. Segregation of customer funds from an FCM’s proprietary funds. A primary purpose of this
requirement is to prevent the use of customer funds for purposes other than those specified
by the customer and to provide protections to such funds from creditors of the carrying firm
in the event of its financial failure.

4. A comprehensive sales practice programto prevent fraudulent and misleading sales practices
in the marketing and handling of customer accounts. In addition to antifraud provisions, the
CEA and rules thereunder require: (a) disclosure of material information; (b) specific
customer authorization for each trade or a written authorization by the customer allowing
trading without specific authorization of each trade; (c) issuance to customers of daily

%363 Fed. Reg. 45711 (Aug. 27, 1998).

3 An AP is an individual who is associated with an FCM, IB, CPO or CTA, who solicits or accepts customer
orders, pool participation interests or discretionary accounts, or who supervises any person engaged in such activities.

> A broker association is composed of two or more exchange members who: (1) share responsibility for

executing customer orders; (2) have access to each other’s unfilled customer orders as a result of common employment
or other types of relationships; or (3) share profits or losses associated with their brokerage or trading activity.
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confirmations of transactions as well as a monthly account statement; (d) supervision of
customer accounts by registrants; and (e) vicarious liability for acts and omissions of
employees and agents, as well as aiding and abetting and controlling person liability.

5. Compliance activities undertaken by the CFTC and the futures industry SROs. The CEA and
rules thereunder impose specific regulatory responsibilities on the exchanges and NFA to
maintain extensive programs to assure the integrity of the markets and the participants they
supervise. The CFTC oversees the operations of these SROs, which are subject to CFTC
enforcement action for failure to comply with the CEA and rules thereunder.

6. Recordkeeping and reporting requirements. These are intended to assist in determining
whether a registrant is acting in accordance with the provisions of the CEA and the rules,
regulations and orders thereunder.

7. Ethics training. These requirements are designed to insure that registrants understand their
responsibilities to observe just and equitable principles of trade, any rule or regulation of the
CFTC, applicable exchanges, registered futures association (i.e., NFA) or other self-
regulatory organization, or any other applicable federal or state law, rule or regulation. New
registrants must attend four hours of training within six months of becoming registered, and
one hour every three years thereafter.

Any person, whether domestic or foreign, who conducts business on a domestic contract market for
a U.S. customer is subject to compliance with the full panoply of customer protections described
above.

When a person conducts business on a domestic market for a foreign customer, however, the
determination as to whether that person is subject to CFTC regulation generally is a function of
where that person is deemed to be located. For example, if the person conducting business is
deemed to be located within the United States, that person will be required to register and otherwise
to comply with all of the CFTC’s regulatory requirements applicable to registrants. If the person is
located outside of the United States and is acting on U.S. markets in the capacity of, for example,
a broker with respect to foreign customers, that person may be subject to reporting requirements as
a “foreign broker.”

“Foreign brokers” generally are defined as persons located outside of the United States that carry

accounts in futures or options solely for or on behalf of non-U.S. persons on U.S. markets through
aregistered FCM. Foreign brokers are not required to register with the CFTC as FCMs; however,
they remain subject to, among other things, large trader reporting requirements. The CFTC has also
stated that a foreign broker acting in the capacity of an IB-'would generally not need to register as an
IB. Similarly, persons located outside the United States who act in the capacity of a CPO or CTA
with respect to non-U.S. persons, even if the transactions are conducted on or subject to the rules of
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a U.S. contract market, need not register as CPOs or CTAs.

With respect to FCMs and IBs, most foreign firms that desire to engage in such activities choose to
do so by means of a U.S.-based subsidiary or affiliate which, among other things, facilitates U.S.
client contact. In addition, an offshore applicant’s failure either to maintain an office in the United
States or to demonstrate that it has procedures to ensure CFTC and NFA access to its books and
records may constitute grounds upon which registration may be denied.

Transactions on Non-U.S. Markets

Prior to 1987, the sale of most foreign futures to U.S. customers was essentially unregulated.”® Thus,
firms in the United States and overseas could offer and sell these products to U.S. customers subject
only to a general antifraud provision. The offer or sale of foreign options, with minor exceptions,
had been banned since 1978. In 1987, CFTC adopted comprehensive rules, which are contained in
Part 30 of the CFTC’s rules, to govern the offer or sale of any foreign futures or options contract to
a person resident in the United States

Any person, whether located in the United States or outside of the United States, who transacts
business for U.S. customers on foreign markets must register in the appropriate capacity. The Part
30 rules generally parallel the requirements applicable to persons who act in the capacity of an FCM,
IB, CPO, CTA or AP in domestic markets. In general, the Part 30 rules extend existing regulatory
requirements relating to intermediaries of domestic products offered in the United States to
intermediaries of foreign futures and option products with respect to registration, sales practices
(including disclosure), capital adequacy, protection of customer funds, compliance, recordkeeping
and reporting requirements. However, there are two areas in which the Part 30 rules depart from the
regulatory regime applicable to intermediaries in domestic transactions. First, under Rule 30.5,
persons who act in the capacity of an IB, CPO or CTA from a location outside the United States may
be exempt from the CFTC’s registration requirements, provided that all of their U.S. customer
accounts are carried by or through a U.S. FCM or a firm with a Rule 30.10 exemption and the
customers are sophisticated. Such persons must otherwise comply with certain other requirements
of the CFTC’s rules (e.g., the risk disclosure requirements of CFTC Rule 30.6). Such persons also
must enter into an agreement, filed with NFA, with an appropriate agent (either the FCM or Rule
30.10 firm carrying the customer accounts or NFA) for the purpose of receiving communications
from the CFTC, the Department of Justice, relevant SROs and customers who do business with such
persons and must provide to the CFTC and the Department of Justice access to their books and

¢ However, a foreign exchange-traded futures contract based on a stock index could not be offered or sold to
U.S. customers unless the CFTC’s Office of the General Counsel issued a no-action letter with respect thereto.
Similarly, before a futures contract or an option thereon involving a foreign sovereign debt obligation could be offered
or sold in the United States, the SEC had to designate the obligation as an “exempted security” under § 240.3a12-8 of
the SEC’s rules.
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records within 72 hours of the request. As of May 1998, 18 firms operated under this exemption.
The other area in which the CFTC’s regulatory regime for intermediaries of foreign transactions
differs from that applicable to intermediaries of domestic transactions relates to persons acting in the
capacity of an FCM. Specifically, under Rule 30.10, such persons may apply for an exemption from
the FCM registration requirement by virtue of the “comparability” of the rules in effect in the
person’s home country jurisdiction.

Comparability

Under CFTC Rule 30.10, persons located outside the United States, who solicit or accept orders and
related funds from U.S. customers for foreign futures or options transactions and who are subject
to a comparable regulatory scheme in their home country jurisdiction, may apply for an exemption
from the application of certain of the Part 30 rules. To accommodate the increasing
internationalization of futures markets and the CFTC’s desire to facilitate cross-border transactions,
the comparability approach permits substituted compliance with the regulatory system of another
jurisdiction in lieu of compliance with the Part 30 rules. It is an effort both to avoid duplicative
regulation of a foreign person and to avoid regulatory gaps.

The CFTC’s comparability program consists of a two-tiered analysis. First, the CFTC reviews the
rules of the applicable foreign regulator or SRO and will grant exemptive relief based upon an
assessment that the rules serve as an adequate substitute for compliance with the Part 30 rules.”” The
CFTC has broad discretion to determine that the purposes of any program element generally are met,
notwithstanding the fact that the offshore program does not contain an element identical to that of
the CFTC’s regulatory program. The CFTC also may determine to provide an exemption for certain
portions of another jurisdiction’s regulatory program but not for other portions. In considering each
petition, the CFTC has consulted extensively with foreign regulators and SROs in assessing the
comparability of the foreign regulatory regime.

Second, as a condition of granting comparability relief to a specific firm, the CFTC requires that
each firm requesting exemptive relief must be sponsored by its regulator or SRO and must provide
certain consents and representations.’® The firm must be regulated fully by the country whose

37 The minimum elements of a comparable regulatory program include: (a) registration, authorization or other
form of licensing, fitness review or qualification of persons through whom customer orders are solicited and accepted;
(b) minimum financial requirements for those persons who accept customer funds; (¢) protection of customer funds from
misapplication; (d) recordkeeping and reporting requirements; (e) minimum sales practice standards, including
disclosure of the risks of futures and option transactions, in particular the risk of transactions undertaken outside the
jurisdiction of domestic law; and (f) compliance mechanisms.

% These consents and representations include, among other things: (a) consent to jurisdiction in the United

States by filing an appointment of an agent for service of process; (b) consent to provide immediate access to its books
and records (which may be effected through a foreign regulator); (c) consent to participate in an arbitration program
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regulatory scheme was reviewed for comparability with that of the United States prior to granting
the orders.”

To date, the CFTC has approved the petitions submitted by exchanges, SROs, and governmental
entities in eight jurisdictions: Australia — Sydney Futures Exchange (SFE); Canada — the Montreal
Exchange and the Toronto Futures Exchange; France — the Commission des Opérations de Bourse
on behalf of the Marché a Terme International de France (MATIF); Japan — the Tokyo Grain
Exchange; New Zealand — New Zealand Futures and Options Exchange, Ltd. (NZFOE); Singapore
— the Singapore International Monetary Exchange (SIMEX); Spain — MEFF RENTA FIJA (MEFF
Sociedad Rectora de Productos Financieros Derivados de Renta Fija, S.A.) and MEFF RENTA
VARIABLE (MEFF Sociedad Rectora de Productos Financieros Derivados de Renta Variable, S.A);
and the United Kingdom — the Securities and Investment Board (SIB), the Securities and Futures
Authority (SFA), and the Investment Management Regulatory Organisation (IMRO). As of May
1998, as detailed below, CFTC and NFA had confirmed comparability relief for 179 firms under
these orders.

CFTC staff is currently reviewing petitions for relief under Rule 30.10 submitted by Canada’s
Winnipeg Commodity Exchange and Malaysia’s Kuala Lumpur Commodity Exchange.

The CFTC has issued orders permitting foreign firms that have comparability relief under Rule 30.10
to engage in limited marketing activities of foreign futures and options products from locations
within the United States. Prior to issuance of these orders in 1992 and 1994, Rule 30.10 relief was
available only to qualified firms that solicited customers from a foreign location. The CFTC orders
permit Rule 30.10 firms and their employees or other representatives to market foreign futures and
option products to qualified customers from a U.S. location, under certain circumstances.

Relief under these orders is limited to firms with Rule 30.10 relief whose:

. regulator or SRO agrees to supervise such firms’ conduct in the United States;

implemented by NFA for nonmember firms in connection with customer disputes involving foreign futures and options;
(d) consent that all futures or options transactions will be made on or subject to the rules of an exchange located outside
the United States; (¢) representation that no principal of the firm would be disqualified from doing business under the
CEA; and (f) disclosure of the identity of any U.S. affiliate or subsidiary that is engaged in a related business.

% See, e.g., CFTC Interpretative Letter No. 98-12 [Current Transfer Binder] Comm. Fut. L. Rep. (CCH) §
27,263 (Dec. 30, 1997) (foreign firm not granted Rule 30.10 relief where, among other things, the firm was doing
business in, but was not domiciled in, the country whose regulatory framework was reviewed for comparability (“host”
country) and the firm would be regulated in part by its “home” country rather than solely by the host country as
contemplated under the CFTC’s orders).
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. marketing activities in the United States do not in the aggregate exceed 30 business days in
any calendar year; and

. U.S. customers are persons who have a high degree of sophistication and/or substantial
financial resources as specifically provided in the orders.

The CFTC has determined that this further reliefis applicable to members of the Montreal Exchange,
France’s MATIF, the United Kingdom’s SIB, SFA, and IMRO, and Australia’s SFE.

In 1996 and 1997, the CFTC issued orders under Part 30 to clarify that Rule 30.10 firms in certain
countries are permitted to trade for U.S. customers on all non-U.S. exchanges where such firms are
permitted under the laws of their home country to engage in such futures and options transactions.
In particular, these orders clarify that funds provided by U.S. customers will receive equivalent
protection at all intermediaries, exchanges and clearing organizations.%

Other International Activities

On March 12, 1996, the CFTC amended Rule 30.3(a) to eliminate the requirement that the CFTC
issue an order authorizing the offer or sale of a particular foreign exchange-traded commodity option
before it can be offered or sold in the United States However, this rule change did not affect existing
CEA product restrictions related to stock indexes and foreign government debt. Therefore, the rule
amendment provides that if the underlying foreign exchange-traded futures product (including
futures on stock indexes and on foreign government debt) may be offered or sold in the United
States, the foreign option based on that futures contract may be offered or sold in the United States
as well as without further action.®!

The CFTC has worked with regulators in other countries to establish international principles of
regulation and information sharing. At the CFTC’s prompting, international regulators of
commodity markets recently adopted best practices standards for market surveillance of commodity
futures markets, for information sharing relating to the regulation of such markets, and for contract
design and approval > These are the first internationally agreed standards of regulation for these
markets, and their adoption is a significant step towards harmonizing international regulation. The

% See CFTC Orders for firms designated by the: (1) NZFOE, 61 Fed. Reg. 64985 (Dec. 10, 1996); (2) the
Montreal Exchange, 62 Fed. Reg. 8875 (Feb. 27, 1997); (3) SFE, 62 Fed. Reg. 10445 (March 7, 1997); (4) SFA, 62 Fed.
Reg. 10447 (March 7, 1997); and (5) IMRO, 62 Fed. Reg. 10449 (March 7, 1997).

61 Fed. Reg. 10891 (March 18, 1996).
2 Guidance on Standards of Best Practice for the Design and/or Review of Commodity Contracts and Guidance

on Components of Market Surveillance and Information Sharing, Endorsed by 16 Regulatory Authorities on October
31, 1997, adopted in the Tokyo Communiqué on Supervision of Commodity Futures Markets, October 31, 1997.
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CFTC is working through IOSCO to extend these standards to financial derivatives generally and
to clarify that the guidance in the Tokyo Communiqué should apply to products other than futures
contracts settled by physical delivery for which the underlying commodity is of finite supply. The
CFTC has also participated in IOSCO’s project on Core Principles of Securities Regulation, which
resulted in production of a consultative document in May 1998. The CFTC also helped to organize
the Windsor Meeting in London in 1995, which resulted in an agreed action plan by 16 futures
market regulators from around the world concerning protection of customer funds, default
procedures, surveillance of large exposures, cooperation during market emergencies, and
contingency planning.

Electronic Trading Systems

Currently, four electronic trading systems are in operation at U.S. futures exchanges: the Chicago
Board of Trade’s (CBT) Project A; the Chicago Mercantile Exchange’s (CME) Globex; the New
York Mercantile Exchange’s ACCESS; and the Cantor Financial Futures Exchange (CFFE), which
was established pursuant to an agreement between the New York Cotton Exchange, a wholly-owned
subsidiary of the New York Board of Trade, and CFFE, LLC, a subsidiary of Cantor Fitzgerald, LP.
Since the inception of Globex and Project A trading in 1992 and ACCESS trading in 1993, the
volume of trading on these systems has continued to grow. However, because these systems operate
almost exclusively after the close of regular floor trading hours, and thus complement rather than
compete with traditional open outcry pit trading, electronically traded volume remains a small
percentage of overall futures trading. For example, during 1997 approximately 243 million contracts
were executed on the CBT floor, and approximately six million contracts were executed using
Project A. Although Globex originally was intended as an after-hours system for trading products
otherwise traded on the floor of the CME, the CME now trades E-mini Standard and Poor’s 500
contracts both on Globex and on the floor of the CME, depending upon the size of the order, during
regular trading hours. The CME launched a new electronic system, “GLOBEX2,” in September
1998 in a joint venture with MATIF. GLOBEX2 uses a new system architecture that replaces that
previously used by the Globex system and rules related to the new system are subject to CFTC
approval. CFFE is a computer-based trading system for futures on U.S. government securities,
whereby exchange members transmit orders by telephone to terminal operators acting as agents for
CFFE, who enter orders into the system for execution. The CFTC designated CFFE as a contract
market on September 4, 1998, and trading began on September 8, 1998.

Memoranda of Understanding

The CFTC has cooperated with many foreign regulatory authorities through formal and informal
arrangements to combat fraudulent and other prohibited practices that could harm customers or
threaten market integrity. As of March 1998, the CFTC had entered into 44 such bilateral
arrangements, consisting of regulatory and enforcement MOUSs, cooperative arrangements and
financial information-sharing agreements (FISMOUSs) with regulators in 21 jurisdictions, including
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Canada, the United Kingdom, France, the Netherlands, New Zealand, Switzerland, Spain, Brazil,

Australia, Singapore, Taiwan, Japan, Italy, Argentina and Mexico. In 1997, arrangements for
cooperative enforcement were concluded with South African and German authorities. The CFTC
also exchanges information and cooperates in enforcement and regulatory matters on a case-by-case
basis with foreign regulatory, law enforcement, and self-regulatory authorities in many countries.

The CFTC also participates in a multilateral arrangement including 25 jurisdictions related to sharing
information on large exposures and information necessary to deter and to detect manipulative and
other abusive practices.

The CFTC views information sharing and other cooperative arrangements as vehicles to permit the
CFTC better to protect the integrity of the markets and their participants by addressing cross-border
fraud and manipulation and assessing more accurately the financial risks of market participants,
including the potential cross-border effect of within-border financial problems. For example, the
CFTC’s MOUs typically provide for access to official documents and information already in the
possession of the authorities. Enforcement arrangements also provide the ability to obtain
documents and to take testimony of, or statements from, witnesses.

Summary

As noted above, the CFTC has undertaken a wide-ranging regulatory reform agenda in recent years
so that U.S. markets continue to remain competitive in the world while maintaining essential
customer and market protections. The CFTC has also been a leader in international forums such as
IOSCO in the pursuit of harmonized regulatory standards on a global basis, while at the same time
pursuing multilateral and bilateral MOUs. The CFTC continues to permit U.S. customers to
participate in global markets through innovative programs such as comparability relief, which also
permits non-U.S. firms access to U.S. customers.

CONCLUSION

This chapter has examined key developments in the treatment accorded to foreign financial

institutions and products in the U.S. market since the 1994 report was published. In banking, the

supervision of the operations of foreign banks in the United States has been improved and

streamlined, most individual states have enacted legislation that enhances the ability of both

domestic and foreign banking organizations to expand geographically in the United States, the ability
of banking organizations to engage in securities activities has been expanded, and several regulatory

initiatives have been introduced to reduce regulatory burden on banking organizations, both domestic
and foreign, in the United States.

In the securities sector, regulators have taken a number of steps to simplify access by foreign firms
and issuers to the U.S. securities markets without compromising protection of U.S. investors.
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Disclosure requirements have been modified to facilitate access to U. S. capital markets, resales of
certain restricted securities have been exempted from SEC registration requirements, and the SEC
has issued no-action letters which ease the conditions under which investment advisers can register
in the United States and provide advice to U.S. clients, thus providing further incentives for foreign
advisers to provide services to U.S. clients.

The CFTC continued to facilitate access by U.S. customers to foreign risk management instruments,
enhanced the legal certainty of certain novel derivatives instruments, and implemented measures to
facilitate 24-hour trading of U.S. and foreign exchange-traded products on approved electronic trade
execution systems.

Developments in U.S. law and regulation generally have been consistent with the principle of

according national treatment to foreign financial institutions and have improved the access of foreign
financial services providers to U.S. financial markets.
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OPERATIONS OF FOREIGN FINANCIAL INSTITUTIONS
IN THE UNITED STATES

FOREIGN BANKS
Activities of Foreign Banks in the United States

Foreign banks initially entered U.S. markets to serve primarily the banking needs of U.S. affiliates
of their home country customers, much the same reason for the initial expansion overseas by U.S.
banks. Foreign banks also have been attracted to the United States because of the depth and liquidity
of U.S. money and capital markets and because of the role of the U.S. dollar in international trade.
The presence of foreign banks has contributed importantly to the depth and liquidity of U.S.
financial markets. In times of constraints on lending by U.S. banks, active participation by foreign
banks in the United States has improved the supply of credit to U.S. companies.

Foreign banks have a wide range of choices of the institutional form in which they may operate in
the U.S. market. Asof March 31, 1998, 271 foreign banks from 59 countries operated 469 agencies

and branches, 108 U.S. banking subsidiaries, 21 Edge Corporations, and three New York State
Investment Companies. Agencies and branches are the preferred form of operation, accounting for
over 58 percent of the assets of the banking offices operated by the foreign banks. In addition to

operating through vehicles with banking powers, foreign banks also operate a total of 144

representative offices in the United States. Under U.S. law, foreign banks also are permitted to

participate in a variety of nonbanking financial activities. For example, foreign banks can participate
in leasing and finance companies, investment advisers, and limited purpose trust companies. Foreign
banks that had securities broker-dealer subsidiaries prior to passage of the International Banking Act
of 1978 had these operations grandfathered.

Foreign bank activity is concentrated in the major U.S. financial centers. New York accounts for
71 percent of the U.S. assets of foreign banks, Chicago for 8 percent, and San Francisco and Los
Angeles (combined) for 5 percent. The remaining foreign bank assets at U.S. offices are
concentrated primarily in Miami, Houston, and Atlanta.

There also is considerable diversity in the business orientation of the foreign banks with a U.S.
banking presence. Some banks are involved primarily in U.S. money markets, either as net
investors, net borrowers, or in managing a portion of their parent banks' liquidity. In recent years,
foreign banks have become more active in lending to U.S. business, often purchasing loans
originated by U.S. banks. This has improved liquidity in the banking market.

Banks headquartered in industrial countries account for the predominant share of foreign bank

activity in the United States. As of March 31, 1998, the reported assets of banks headquartered in
the G-10 countries and Switzerland accounted for nearly nine-tenths of all foreign bank assets in the
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United States.

Relatively large assets also are reported at U.S. offices of banks based in large middle-income
countries such as Korea, Ireland, Spain, and Taiwan. In addition, banks from the four largest Latin
American countries (Argentina, Brazil, Mexico, and Venezuela) had U.S. office assets in excess of
US$1 billion per country.

Agencies and branches, with assets of over US$919 billion as of March 31, 1998, are the most
common form of operation by foreign banks. These banking offices are involved primarily in
wholesale banking. They have only a small presence in retail banking. Approximately 40 percent
of agency and branch office assets are accounted for by claims on other banks or other offices of
their parent bank. Approximately 30 percent of their assets are loans to businesses or real estate
loans and approximately 12 percent of their assets are investments in securities. By contrast, less
than 1 percent of their assets are consumer loans or mortgages that might be considered retail
business.

On the liability side, interbank deposits and borrowings from banks account for one-half of the total
liabilities of agencies and branches. About 40 percent of the interbank business of agencies and
branches of foreign banks are transactions with U.S. agencies and branches of other foreign banks.
Deposits, of all kinds, from nonbank U.S. residents represent only about 20 percent of agency and
branch funding. (Under federal law and regulation, a federal agency cannot accept deposits; some
state laws permit state agencies to accept deposits from non-U.S. residents or citizens.)

U.S. offices of foreign banks also have tended to rely on borrowings from foreign sources. As of
March 31, 1998, U.S. offices of foreign banks were net borrowers of over US$320 billion from
foreign sources, including net borrowings of nearly US$146 billion from their related offices outside
the United States.

Scale of Foreign Bank Operations

From year-end 1973, the first year the Federal Reserve collected comprehensive data, through March
31, 1998, the reported assets of U.S. offices of foreign banks increased from US$32 billion to
US$2.1 trillion.

Foreign banks currently account for about one-fifth of the assets of all banking offices in the United
States, and they have booked about 28 percent of all loans to U.S. businesses at these banking
offices.

Since 1993, the Federal Reserve has collected quarterly data on offshore licensed offices of non-U.S.

banks that were managed or controlled by a U.S.-domiciled office of the same parent banking
organization. The reporting system for offshore branches of foreign banks indicated that as of March
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31, 1998, these offshore branches of foreign banks had assets (excluding claims on their related U.S.
offices) of US$320 billion and loans to U.S. businesses of US$59 billion. The new data on offshore
lending by foreign banks increased the estimated share of foreign banks in all bank lending to U.S.
businesses almost five percentage points.

Foreign Bank Lending to U.S. Business by Agencies,
Branches, and Offshore Branches
March 31, 1998

Country of Parent Bank

Japan

France

Canada
Netherlands
Switzerland
Germany

Italy

United Kingdom
Korea (South)
Australia

Israel

All Others

U.S. Business Lending (percent)

38.7
12.9
11.9
9.0
52
3.7
2.6
22
1.8
1.6

1.5

8.9

Source: Federal Reserve
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Foreign Bank Activity in the United States
March 31, 1998

Country Total Assets Operating Offices Bank Families
(USS$ millions)
Japan 418,331 265 43
Germany 307,707 77 12
Switzerland 295,079 64 7
Canada 208,628 148 7
Netherlands 202,656 123 3
France 201,837 139 12
United Kingdom 149,909 93 11
Gibraltar 53,974 16 1
Italy 31,810 33 12
Australia 25,382 20 4
Ireland 24,593 40 2
Spain 19,702 25 7
Belgium 15,723 15 4
Sweden 14,689 10 3
Israel 12,397 22 4
Austria 11,996 31 3
China (Taiwan) 11,266 24 12
Korea (South) 11,177 38 13
Denmark 8,004 8 2
Hong Kong 5,253 24 8
Mexico 4,779 16 5
Finland 3,991 6 2
Brazil 3,682 25 12
Singapore 2,872 14 5
Venezuela 2,406 13 7
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Country Total Assets Operating Offices Bank Families
(USS$ millions)
Argentina 2,220 4 3
Portugal 2,179 7 3
China (Mainland) 2,107 5 2
India 1,657 10 3
Indonesia 1,558 14 9
Greece 1,375 6 1
Malaysia 1,329 2 2
Chile 1,136 2 1
Norway 1,075 4 2
Bahrain 883 5 2
Thailand 841 8 4
Colombia 703 6 4
Philippines 643 12 5
Uruguay 583 1 1
Ecuador 548 4 3
Turkey 524 2 2
Panama 509 2 2
Jordan 487 1 1
Poland 392 2 1
Slovenia 286 2 1
Pakistan 220 7 3
Kuwait 217 2 2
Other 1018 18 13
TOTAL 2,070,333 1,415 271

Source: Federal Reserve
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Non-U.S. Assets and Liabilities of
U.S. Branches and Agencies of Foreign Banks

(USS$ billions)
Year-End Claims on Non-U.S. Residents Liabilities to Non-U.S. Residents
1987 278.8 310.8
1988 305.1 3404
1989 328.0 317.7
1990 326.7 3849
1991 350.4 402.3
1992 3289 426.1
1993 (revised) 293.5 4247
1994 2944 454.4
1995 3233 496.7
1996 340.8 498.9
1997 4271 5534

Source: Treasury International Capital Reports. Data exclude negotiable CDS.
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U.S. Offices of Foreign-Controlled Banks
March 31, 1998

Type of Organization Number Total Assets
(USS$ billions)
Agencies 173 120
Branches 296 799
Subsidiaries 108 300
Investment Companies 3 0.01
Edge/Agreement Corporations 21 3
Nonbanks 651 497
Section 20 18 352
Representative Offices 144 n/a
Total 1,415 2,070
Total U.S. Commercial Bank Assets 5,111
Percent Foreign-Controlled 40.5

Source: Federal Reserve
An Agency is a direct U.S. office of a foreign bank that may make loans and maintain credit balances, but generally may
not accept deposits from U.S. citizens or residents.

A Section 20 Subsidiary is anonbank subsidiary of a bank holding company that, with prior FRB approval, may engage
in securities underwriting and dealing to a limited extent consistent with Section 20 of the Glass-Steagall Act.

Edge and Agreement Corporations are federally and state-chartered corporations that are permitted to engage in arange

of banking and investment activities outside the United States, but whose U.S. activities are limited to activities that are
incidental to its international or foreign business.
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Selected Assets and Liabilities of New York Offices of Foreign Banks '

March 1998
Amount Share of the Market ?
(US$ billions) (Percent)
Total Assets  Total Loans Business Total Total Assets Total Business Total
Loans Deposits Loans Loans Deposits
712.8 245.5 133.2 389.9 58.5 48.1 473 58.7

! Data include agencies, branches, subsidiary commercial banks and New York investment companies, but not Edge
or Agreement Corporations. New York offices of Puerto Rican banks are not included. Assets and liabilities
include those on the books of International Banking Facilities (IBFs).

2 Includes "domestically owned" commercial banks, U.S..agencies and branches of foreign banks, and commercial
banks and New York investment companies with more than 25 percent foreign bank ownership, but not Edge or

Agreement Corporations. New York offices of Puerto Rican banks are not included.

Sources: FFIEC 002, FFIEC 03 1, FFIEC 032, FFIEC 033, FFIEC 034, FR 8864, and FR 105.

Selected Assets and Liabilities of California Offices of Foreign Banks '

March 1998
Amount Share of the Market 2
(USS$ billions) (Percent)
Total Assets  Total Loans Business Total Total Assets Total Business Total
Loans Deposits Loans Loans Deposits
288.9 169.2 106.5 162.4 23.7 33.1 37.8 24.5

! Data include agencies, branches, subsidiary commercial banks but not Edge or Agreement Corporations. California offices of
Puerto Rican banks are not included. Assets and liabilities include those on the books of International Banking Facilities (IBFs).

? Includes "domestically owned" commercial banks, U.S. agencies and branches of foreign banks, and commercial banks and
New York investment companies with more than 25 percent foreign bank ownership, but not Edge or Agreement Corporations.

California offices of Puerto Rican banks are not included.

Sources: FFIEC 002, FFIEC 03 1, FFIEC 032, FFIEC 033, FFIEC 034, FR 886a, and FR 105.
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Assets and Liabilities of U.S. Branches and Agencies of Foreign Banks
March 31, 1998

USS billions
Total Including IBFs

Total Assets 920.4
Cash & balances due from depository institutions 88.0
Total Securities 118.0
Federal Funds sold 64.7
Total loans, gross 362.7
Less: Unearned income 0.2

Loans, net: 362.4
Real estate loans 239
Depository institutions 33.8

Other financial institutions 53.7
Commercial and Industrial: 224.8

U.S. domicile 185.2

Non-U.S. domicile 39.6

Other 26.8

Trading Assets 98.6
Customers liabilities on acceptances 5.0
Other Assets 26.7
Net due from related depository institutions 157.0
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Total Including IBFs

Total Liabilities 920.4
Total deposits and credit balances 466.5
Individuals, partnerships, corporations: 225.7

U.S. domicile 197.0

Non-U.S. domicile 28.7

Commercial banks in U.S.: 80.2

U.S. branches & agencies of foreign banks. 43.1

Other banks 37.1

Banks in foreign countries 96.0

Foreign official institutions 51.2

Other 13.3

Federal Funds purchased 130.5
Other borrowed money 874
Branch of agency liability on acceptances 52
Trading Liabilities 60.3
All Other Liabilities 24.1
Net to due related depository institutions 146.4

Source: Federal Reserve
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FOREIGN SECURITIES FIRMS
Brokers and Dealers

A broker-dealer (other than a U.S. bank) that uses the U.S. mail or any means or instrumentality of
interstate commerce to effect transactions in nonexempted securities generally must register with the
Securities and Exchange Commission (SEC) under the Securities Exchange Act. The SEC's policy
is one of equal market access by applying the same requirements to all broker-dealers, whether U.S.-
or foreign-owned, or U.S.- or foreign-resident. Registered broker-dealers are not required to report
to the SEC the extent to which they are owned by foreigners.

Issuers

The Securities Act of 1933 (Securities Act) prescribes disclosure and antifraud standards for
offerings of securities in the United States, and requires registration of securities with the SEC prior
to their offer or sale unless an exemption from registration is available.

As of June 30, 1998, over 1,100 foreign issuers representing 55 countries were filing Exchange Act
reports with the SEC. Over 500 new foreign companies have entered the U.S. markets since January
1994, including companies from Russia, Hungary, and Ghana.

As of June 30, 1998, over 800 foreign issuers were listed on U.S. stock exchanges.
Investment Advisers

Under the Investment Advisers Act of 1940 (IAA), foreign investment advisers that use the U.S.
mail system or any means or instrument of interstate commerce in connection with their businesses
are required to register with the SEC unless an exemption is available. No particular qualifications
are required for registration, and the SEC generally seeks to apply the same requirements to foreign
and domestic investment advisers.

As of June 30, 1998, approximately 420 (an increase of approximately 35 percent from 1994) foreign
investment advisers, with foreign business addresses, were registered with the SEC, out of a total
of about 7,500 SEC-registered investment advisers.® In addition, the SEC believes that there are

¢ Recent amendments to the IAA have split supervision and regulation of investment advisers between the
states and the SEC. Certain advisers, such as foreign investment advisers, larger investment advisers, and investment
advisers that advise registered investment companies, only register with the SEC. Other investment advisers are now
prohibited from registering with the SEC and only register with the states in which they maintain a principal place of
business. Asaresult of these amendments, there has been a decline in the number of investment advisers registered with
the SEC.
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a small number of foreign investment advisers who use addresses in the United States when
registering.

Based on their registration forms, it appears that a substantial majority of the 420 foreign advisers
— approximately 269 — have 50 or fewer clients, and that 19 of these have more than 500 clients.
These 420 advisers have reported an aggregate market value of approximately US$1,257.4 billion
of client securities managed on a discretionary basis (compared to US$628.1 billion in 1994), and
US$732.5 billion managed or supervised on a nondiscretionary basis (compared to US$427.8 billion
in 1994). These advisers report giving advice to a broad range of clients, including individuals,
banks and thrifts, investment companies, pension and profit sharing plans, and corporations.
Approximately 29 percent (compared to 5 percent in 1994) of these advisers have reported that their
principal business (or the principal business of their principal executive officers) involves something
other than providing investment advice.

The business addresses of the 420 registered foreign investment advisers with foreign business
addresses are in the following countries:

Business Address Number of Investment Advisers
Argentina 2
Australia 9
Austria 3
Bahamas 5
Barbados 1
Belgium 2
Bermuda (UK) 12
Bolivia 1
Brazil 7
British Virgin Islands (UK) 2
Canada 45
Cayman Islands (UK) 2
Channel Islands (UK) 8
Chile 1
Republic of China 1
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Business Address

Number of Investment Advisers

Colombia
Costa Rica
England (UK)
France
Germany
Ghana
Gibraltar (UK)
Greece

Hong Kong
Hungary
India

Ireland

Isle of Mann (UK)
Israel

Italy

Japan

Korea (Seoul)
Luxembourg
Malaysia
Mauritius
Mexico
Morocco
Netherlands
Norway
Pakistan
Philippines

Portugal
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Business Address Number of Investment Advisers
Russia 1
Scotland (UK) 18
Singapore 9
South Africa 4
Spain 6
Switzerland 11
Taiwan 4
Thailand 1
Turkey 2
United Arab Emirates 1
Source: SEC

Investment Companies

Under Section 7(d) of the Investment Company Act of 1940 (ICA), no foreign-domiciled investment
company may make a public offering of its securities in the United States unless it has applied for
and received an order from the SEC permitting it to register under the ICA. To issue a Section 7(d)
order, the SEC must affirmatively find that it is both legally and practically feasible effectively to
enforce the provisions of the ICA against such company and that issuance of such order is otherwise
consistent with the public interest and protection of investors. Only 19 foreign funds, most of which
are from Canada, have ever received orders from the commission under Section 7(d). The SEC last
issued such an order in 1973.

A foreign money manager that is registered under the ICA may organize an investment company in
the United States on the same basis as domestic money managers. Foreign advisers also can
establish funds in the United States that invest in the same types of securities as funds they manage
in their home countries.

As of June 1998, the most recent date for which data are available, there were approximately 1,337
U.S. investment companies whose portfolios consisted primarily of foreign securities. Assets of
these funds totaled approximately US$471 billion. Of these funds, approximately 1,226 were open-
end (funds that have a floating number of outstanding shares and stand prepared to sell or redeem
shares at all times). Approximately 111 were closed-end (funds that have a fixed number of
outstanding shares that are traded either on an exchange or in the over-the-counter market). Assets
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of open-end funds with portfolios of primarily foreign securities totalled approximately US$437.7
billion; assets of these types of closed-end funds totalled approximately US$33.6 billion.

Foreign Futures Businesses

The Commodity Exchange Act (CEA) and the regulations thereunder govern all transactions
involving futures and certain option contracts. Under the CEA, a foreign firm considered to be doing
business in the United States is treated no less advantageously than a domestic firm. Any person
who acts in the capacity of a futures commission merchant (FCM), introducing broker (IB),
commodity trading advisor (CTA), commodity pool operator (CPO), or as an associated person (AP)
of the foregoing must register in the appropriate capacity with the Commodity Futures Trading
Commission (CFTC) or have appropriate exemptive relief.

In general, a financial intermediary will be subject to CFTC regulation if it is legally domiciled in
the United States, is physically present in the United States, has consented to jurisdiction, or is
conducting business in the United States by dealing with persons located in the United States. A
financial intermediary that is deemed to be conducting business in the United States need not be
physically present in the United States.

CFTC data, as of May 1998, indicate that the numbers of registrants who are foreign-based are as
follows: 206 CTAs (8 percent of registrants); 73 CPOs (5 percent of registrants); 1,882 APs (4
percent of registrants); 6 IBs (less than one-half of 1 percent of registrants); and 0 FCMs. The
countries of origin for these registrants are as follows:

CTA CPO IB AP
Albania 1
Argentina 43
Australia 4 1 20
Austria 4
Bahamas 4 4
Bahrain 3
Belgium 3 22
Bermuda 4 18 1 8
Botswana 2
Brazil 1 15
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CTA CPO 1B AP
British Virgin Islands 2 2
Canada 21 6 1 46
Cayman Islands 2 3 1
Chile 8
China 5 2 152
Czech Republic 1
Denmark 3
Falkland Islands 1
France 14 1 72
Germany 17 1 178
Guadeloupe 1 2
Guatemala 1
Haiti 1
Honduras 1
Indonesia 1
Ireland 8 7 16
Israel 3
Italy 2 3
Japan 51 2 205
Korea (South) 1
Kuwait 1
Luxembourg 9
Malta 1
Martinique 1
Mexico 1 2
Monaco 3 1 11
Netherlands 4 1 28
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CTA CPO IB AP
Netherlands Antilles 1 2
New Hebrides 1
Nicaragua 1
Philippines 2
Portugal 1
Russia 1
Scotland 1
Senegal 3
Singapore 1 1 113
Spain 1 25
Surinam 1
Sweden 1 6
Switzerland 11 3 111
Taiwan 2 4
United Arab Emirates 2
United Kingdom 41 18 3 725
Uruguay 4
Venezutla 5
West Indies 3 5 1
Yemen 1
Zimbabwe 1
TOTAL 206 73 6 1,882

Source: CFTC

CFTC rules also provide special treatment for firms engaging in the offer or sale of foreign futures
and commodity option products to persons in the United States. Specifically, CFTC rules provide
a mechanism for exempting foreign firms, upon application by relevant parties, from compliance
with some CFTC rules, such as registration, based upon the CFTC's determination of comparability
between the foreign jurisdiction's regulatory structure and that of the CFTC. This approach of
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substituted compliance is an effort to avoid duplicative regulation without having regulatory gaps.
The countries of origin of these exempted firms are as follows:

Foreign Firms Granted Relief from Registration as FCMs
Based upon Comparability of Foreign Regulation
as of May 1998

Australia 27
Canada 10
France 19
Japan 8
Singapore 9
Spain 21
United Kingdom 85
TOTAL 179

Source: CFTC

When firms apply for confirmation of comparability relief, the CFTC requires disclosure of affiliates
in the United States that act in the capacity of a bank, a broker-dealer, or a dealer in the cash
commodity. The CFTC's records indicate that the majority of the foreign firms granted relief are
affiliated with such firms in the United States.
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FINANCIAL SERVICES NEGOTIATIONS
IN THE WORLD TRADE ORGANIZATION

INTRODUCTION

InDecember 1997, World Trade Organization (WTO) Members concluded multilateral negotiations
to assure more open and transparent markets for banking, securities, insurance, and other financial
services. These negotiations, which were held under the overall framework of the General
Agreement on Trade in Services (GATS), encompassed all financial services and sectors, most
notably: insurance and insurance related services; traditional banking services, such as acceptance
of deposits and lending of all types; securities and derivative related services; asset management;
provision and transfer of financial information; and advisory services. The resulting agreement
involved a significantly broader range of countries and included substantially improved market
access and national treatment commitments compared to those in an interim agreement reached in
1995. Much of the importance of the accord lies in its making this treatment legally enforceable
through the WTO’s dispute settlement procedures.

The 1997 agreement included improved commitments from 70 members, including entirely new
offers from five members. This will bring to a total of 102 the number of WTO members with
financial services commitments, accounting for over 95 percent of world trade in financial services
as measured by revenues. Commitments made by WTO members in 1997 also include significant
improvements in terms of (1) foreign firms’ right to establish, (2) foreign firms’ right to full majority
ownership of financial institutions, (3) guarantees that the existing rights of foreign firms in these
markets will be preserved (“grandfathering”), and (4) the right to participate fully in domestic
markets on the basis of substantially full national treatment. Under the agreement, several WTO
members also either withdrew their broad MFN exemptions based on reciprocity or reduced the
scope of limited MFN exemptions.

THE GENERAL AGREEMENT ON TRADE IN SERVICES

The General Agreement on Trade in Services (GATS) is one of the most significant
accomplishments of the Uruguay Round of Multilateral Trade Negotiations that concluded in
December 1993. The GATS is the first multilateral, agreement governing international trade in
services that has an effective enforcement mechanism. It covers every possible means of supplying
a service, including the right to establish commercial presence in an export market.

The GATS is composed of four principal parts: the main text containing general principles and
obligations; annexes that deal with rules for specific sectors; “schedules” that list positively by sector
individual countries’ specific market access and national treatment commitments; and, if applicable,
individual countries’ lists of exemptions describing measures which the country is temporarily not
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applying on a “most favored nation” basis. The GATS is grounded on several fundamental
disciplines:

. National treatment: Countries should treat foreign and domestic services and service
suppliers equally. This ensures a level playing field in the domestic market between local
and foreign services and service suppliers.

. Market access: Unless a member takes an exemption to this obligation a member may not
impose any of six specified measures limiting market access in sectors in which the member
has undertaken a national treatment obligation.

. Full coverage: In principle, the GATS covers all services sectors except for those provided
“in the exercise of government authority,” although countries are not obliged to make
national treatment or market access commitments in all sectors.

. Additional disciplines: Additional disciplines are imposed with respect to such matters as
transparency, monopolies, transfers, and domestic regulation.

The GATS provides several means by which countries can take exceptions to certain of these
principles. Most favored nation treatment is a general obligation of the GATS and is applicable in
all sectors, scheduled or unscheduled. However, countries may take exceptions from the MFN
obligation, but only, in principle, for up to ten years.

With respect to national treatment and market access, WT'O members make commitments to open
markets in specific sectors through negotiations with other members. WTO members “bind” these
in a schedule that lists the sectors for which commitments are made, specifying the extent of market
access and national treatment being given in those sectors. These schedules use a “positive” list
approach, meaning that countries must list a sector in order to have market access and national
treatment commitments in it. In so doing, however, it can identify restrictions, qualifications,
exceptions, and, where appropriate, the time-frame for phasing-out restrictions in given sectors. If
a country schedules a sector, but does not list any restrictions or exceptions, it is effectively binding
the full range of GATS market access and national treatment obligations for that sector. Countries
can in general only modify or withdraw these commitments after negotiations with other affected
countries, but this would be rare since it could lead to compensation for other countries negatively
affected by the change.

The Uruguay Round was only the beginning of an ambitious process to liberalize global trade in

services. The GATS requires more negotiations, the first to begin by 2000, to move members
toward higher degrees of market openness.
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FINANCIAL SERVICES NEGOTIATIONS UNDER THE GATS

At the end of the Uruguay Round negotiations in 1993, negotiations in four sectors, including
financial services, remained unfinished. Specific commitments to provide market access and
national treatment in financial services were made, but the United States and some other WTO
members did not consider these commitments adequate to conclude an agreement. The Second
Annex on Financial Services to the General Agreement on Trade in Services (GATS) and the
Decision on Financial Services adopted at the end of the Uruguay Round provided for extended
negotiations in this sector. WTO members agreed to hold the next round of negotiations during the
first half of 1995.

These negotiations concluded in July 1995 with only an “interim” agreement, because, again,
negotiators from some members, in particular the United States, decided that the results were not
satisfactory. During this round of negotiations, only 43 WTO members had improved their
schedules of specific commitments or removed, or narrowed their MFN exemption in financial
services.

The United States remained a full participant in the 1995 interim arrangement, with market access
and national treatment commitments and entitled to all commitments scheduled by other participants.
In its own schedule, in force from June 30, 1995, the United States committed to protect the existing
investments of foreign financial services providers in the United States. However, the United States
stopped short of guaranteeing full market access, national treatment or MFN treatment in the future
by reserving the right to provide differential levels of treatment to both new foreign entrants to the
U.S. financial market and to existing foreign firms seeking to expand or undertake new activities.

BUILDING MORE OPEN AND RESILIENT FINANCIAL MARKETS

In the past, a multilateral undertaking in financial services set in the context of trade law would have
been inconceivable to many, particularly for a number of emerging market countries. That
negotiators were able to reach a comprehensive agreement on trade in financial services in 1997 —
a year of significant financial market turbulence — makes the 1997 agreement even more of an
achievement. WTO members’ success in concluding an agreement, despite a difficult environment,
is areflection of the international community’s increasing recognition that financial sector opening
is an essential part of financial system strengthening. Indeed, the WTO GATS negotiations on
financial services need to be viewed as part of a broader strategy to achieve both a greater degree of
global financial system integration and strengthening at both the domestic and global levels.

Financial market opening can contribute to financial system strengthening in a number of important

ways. First, opening of the financial system generally introduces a greater degree of competition
to domestic financial services markets, which usually leads to lower cost financial intermediation
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and higher quality financial services. Furthermore, foreign financial service suppliers contribute to
financial market strengthening, particularly in emerging market economies, through the introduction
of new financial techniques and products, improvements in human capital and transfer of skills, and
improvements in financial market practices and infrastructure. Foreign financial services companies
can also play a critical role in helping economies recover from financial crises through the provision
of funding for bank recapitalization and new techniques for managing distressed assets. All of these
factors contribute to greater economic efficiency and thus greater overall economic output and
welfare.

Financial system strengthening, however, entails much more than financial liberalization alone. As
the Asia crisis has shown, the creation and enforcement of a robust regime of prudential regulation
are indispensable for maintaining financial sector stability. WTO negotiators were mindful of this
during the Uruguay Round, when they crafted the Financial Services Annex to the GATS. An
important provision of the Financial Services Annex allows WTO members to develop and maintain
a strong prudential regime to enable them to prevent developments that threaten the stability of the
financial system and respond to them when they occur. This includes the ability to implement
measures to protect investors and depositors and to ensure the integrity and stability of the financial
system. (This provision is often referred to as “the prudential carve-out.”)

Since the Mexico crisis of 1994 and the Asia crisis that began in 1997, many emerging market
economies also have needed, and will continue to need, to implement difficult and wide-ranging
financial sector reforms to ensure greater financial system stability. Necessary reforms include:
strengthening prudential regulation, disposal of high volumes of problem assets, orderly closure or
recapitalization of weak or insolvent banks, and reforms to increase system-wide efficiency,
including opening to external competition. The United States and the international financial
institutions, particularly the International Monetary Fund and the World Bank, have dedicated great
resources and attention to assist countries in their efforts to strengthen their financial systems
through program lending and technical assistance. Furthermore, during the WTO GATS
negotiations, U.S. negotiators worked flexibly with emerging market countries, including
encouraging them to phase in further liberalization and reform over an agreed time-frame.

At the global level, the international community has also been working toward reforming the global
financial architecture to reduce the frequency and severity of financial instability in the future and,
when instability occurs, to deal with it more effectively. This effort dates from the 1994 G-7 Leaders
Meeting in Naples, at which President Clinton and other G-7 Leaders recognized that the world
needs a global financial architecture commensurate with today’s challenges and called for a review
of the existing system. The first set of reforms from this process were adopted at the 1995 G-7
Leaders’ Meeting and have been referred to as the Halifax initiatives. Recognizing the need to
expand on this effort, in April 1988, Treasury Secretary Rubin and Federal Reserve Chairman
Greenspan invited finance ministers and central bank governors from 22 countries (the G-7 countries
and fifteen other countries) to meet and discuss broader and deeper measures. Reflecting the
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important role of emerging market economies in the global economy, fourteen emerging market
economies were invited to participate in this process for the first time. This process launched a work
program that focused on three primary issues: (1) transparency and accountability; (2) strengthening
of financial systems; and (3) managing international financial crises.

Three working groups addressed each of these issues and presented interim or final reports to
ministers and central bank governors on October 5, 1998. Some of the more important
recommendations in these reports include the following.

. Enhancing transparency and accountability:

- That countries improve standards for private sector information disclosure and
enforce high-quality accounting standards;

- That countries improve the coverage, frequency, and timeliness of data on foreign
exchange reserves, external debt, and financial sector soundness; and

- That the international financial institutions improve their disclosure practices.
. Strengthening financial systems:

- The development of agreed principles and best practices in several areas, including
corporate governance, risk management, and financial safety net arrangements.

- That national financial supervisors and regulators enhance their cooperation and
coordination, through a variety of mechanisms or institutional arrangements still
under consideration.

. Preventing future crises and managing those that do occur better:

- That governments promote better risk management by limiting the scope and
clarifying the design of guarantees they extend to private firms.

- That countries implement and enforce effective insolvency and debtor-creditor
regimes to promote better private sector risk management and more efficient
restructuring of distressed financial assets.

- That countries consider using “collective action clauses” in sovereign and quasi-

sovereign bonds issued in foreign offerings to facilitate cooperation and orderly crisis
resolution.
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- That the IMF consider extending its 1989 policy of lending into arrears in appropriate
circumstances to reflect the evolution of modern markets.

1997 FINANCIAL SERVICES NEGOTIATIONS AND AGREEMENT

The United States approached the 1997 round of negotiations by seeking a comprehensive agreement
that would provide substantially full market access and national treatment for U.S. financial service
providers in foreign markets. U.S. negotiators consulted frequently with U.S. financial services
representatives to gain their insight. These institutions were also extremely active during the
negotiations in engaging foreign governments and foreign financial services companies and
identifying areas of common interest. Formal negotiations began in April 1997, and concluded
December 12, 1997. During the negotiations, members again had an opportunity to improve, modify
or withdraw their commitments in financial services.

Entering into the negotiations, the United States submitted a conditional offer that included
comprehensive commitments covering insurance, banking, securities, and other financial services
which would guarantee market access and national treatment to foreign service suppliers in the U.S.
market on an MFN basis subject to existing state and federal laws. This offer was conditioned,
however, on other countries making comprehensive commitments to provide fair and adequate
treatment to U.S. financial service providers.

The end result of the 1997 negotiations, embodied in countries’ individual offers as attached to the
Fifth Protocol to the General Agreement on Trade in Services, is significantly broader in scope than
the 1995 agreement and includes substantially improved market access and national treatment
commitments. A total of 70 WTO members made commitments in the Fifth Protocol, of which five
WTO members (Bolivia, Costa Rica, Mauritius, Senegal, and Sri Lanka) made commitments in
financial services for the first time.

The 1997 agreement encompasses the full range of financial services and covers over 95 percent of
world trade in financial services as measured by revenue. Financial services covered under the
Agreement are defined in a comprehensive, nonexclusive fashion in the Financial Services Annex.
For banks, they include the traditional services provided by banks, such as acceptance of deposits,
lending of all types, financial leasing, and money transmission services. The agreement also covers
trading in foreign exchange, derivatives and all kinds of securities, securities underwriting, money
brokering, asset management, settlement and clearing services, provision and transfer of financial
information, and advisory and other auxiliary financial services.

Some foreign countries offered new commitments to eliminate or relax limitations on: (1) foreign

ownership of local financial institutions; (2) the juridical form of commercial presence (branches,
subsidiaries, agencies, representative offices, etc.); and (3) the expansion of existing operations.
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These commitments will translate into significant improvements in the ability of foreign financial
service to establish and compete in these markets. Several WTO Members withdrew broad MFN
exemptions based on reciprocity or reduced the scope of their MFN exemptions. The United States,
for example, replaced a broad MFN exemption, taken in the face of earlier unsatisfactory offers from
other countries, with a limited exemption targeted at countries that maintain policies of forced
divestiture in their insurance sectors. Important progress was also made in “grandfathering” the
operations and rights of existing branches and subsidiaries of foreign financial institutions that are
wholly or majority owned by foreigners in overseas markets.

The 1997 financial services agreement is a significant achievement for several reasons.
Commitments in the agreement are legally binding, which guarantees a level of market access and
national treatment to foreign financial services providers and makes their operating environment
more predictable. In making these commitments, several countries sent an important signal to global
markets that they would not close their markets to foreign financial firms. Having established basic
principles and negotiating mechanisms as well as a foundation of specific commitments from which
to build, the agreement also provides significant traction for future multilateral negotiations.

SPECIFIC IMPROVEMENTS IN THE 1997 FINANCIAL SERVICES COMMITMENTS

During the 1997 round of the WTO Financial Services Negotiations, both developed and emerging
markets made important improvements in their market access and national treatment commitments.
Among developed economies, some notable improvements include:

. Japan provided a WTO guarantee for extensive market access for foreign financial firms by
binding on an MFN basis in its additional commitments section certain bilateral financial
services agreements that it had reached with the United States.

. Canada, for the first time, committed to change its regime governing establishment of foreign
banks to allow foreign banks to establish via direct branches.

. Members of the European Communities (EC) made significant improvements over their
1995 commitments that include the elimination of a large number of country-specific market

access restrictions. Some examples are:

- Austria eliminated an economic interest test for the licensing of foreign bank
branches and subsidiaries.

- Belgium eliminated a measure that required financial institutions to engage in
securities trading only through stock exchange firms incorporated in Belgium.
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- Italy eliminated a local incorporation requirement for securities dealers and for fund
management companies.

. For its part, the United States removed its prior broad MFN exemption and agreed that it
would continue to maintain the substantial degree of market access and national treatment
afforded under current laws, both federal and state. The United States also included a
commitment to national treatment for foreign firms under the Riegle-Neal Interstate Banking
and Branching Efficiency Act of 1994.

Substandard commitments by many key emerging markets had been a major stumbling block in the
1995 negotiations. By contrast, the 1997 round of financial services negotiations made significant
advances in opening markets for financial service providers in many important emerging markets
in terms of rights of establishment, national treatment, improved guarantees of the right to maintain
existing ownership and activities, and new commitments to allow full majority ownership of
domestic financial firms by foreign investors.

Asian emerging market economies made some of the most notable improvements in their
commitments during the 1997 negotiations.

. Indonesia grandfathered foreign participation in existing joint ventures, eliminated its ceiling
on equity portfolio investment, relaxed discriminatory capital requirements, expanded the
geographic scope of operations, and bound new entry for nonbanks and securities.

. Korea, among other things, relaxed foreign portfolio investment ceilings, eliminated ceilings
on individual foreign equity participation in securities and asset management companies,
allowed the establishment of branches and joint ventures of foreign asset management firms,
and eliminated approval requirements on the establishment of representative offices of
foreign securities companies.

. Thailand fully grandfathered existing foreign bank branches. It relaxed for a period of ten
years its 25 percent foreign equity limit for locally-incorporated banks and similar limits for
finance companies. It bound that it would guarantee the absolute amount of equity holdings
of the foreign shareholders that enter Thailand during this ten-year period.

. The Philippines grandfathered existing foreign equity levels in banks, increased guaranteed
rights of foreign ownership of domestic banks and securities houses to full majority
ownership, and increased the number of branches banks are allowed to establish.

. Malaysia bound itself to permit 51 percent ownership in existing joint venture insurance

companies by existing foreign shareholders and allowed the establishment of majority-or
wholly-foreign owned fund management companies.
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Emerging market economies in other regions also made substantial improvements in their
commitments.

. Peru and Bolivia made their first commitments to open banking and securities markets.

. Brazil confirmed and significantly expanded the scope of foreign firm establishment in its
market and bound current practice for the entry of securities firms.

. Mexico extended national treatment to foreign pension fund managers and raised the
allowable aggregate foreign participation level in the domestic financial sector.

. Egypt allowed up to 100 percent foreign ownership of bank subsidiaries.

. Many Eastern European countries removed significant barriers to new establishment,
acquisition, and full majority ownership of banks and securities firms. For example, Poland
committed to market access through licensed branches for foreign insurance companies,
banks, and securities companies and advisors. The Czech Republic eliminated an “economic

usefulness” criterion for authorization of banking activities by domestic banks or branches
of foreign banks.

As a result of these accomplishments, U.S. securities firms are now guaranteed the right to enter
foreign financial markets in virtually every participating WTO member country. Industrialized
countries and most emerging markets also provide rights for new establishment and all industrialized
countries and most emerging markets allow foreign securities companies to hold 100 percent of the
equity of local subsidiaries.

NEXT STEPS

Countries have until January 29, 1999, to ratify the Agreements concluded in December 1997. If
ratified as anticipated, the agreement will enter into effect on March 1, 1999. In addition, there are
a number of active WTO accession negotiations underway, including with key countries such as
Russia and China. The United States will continue negotiating with these countries to ensure that
they make commitments that meet the standards set by the WTO Financial Services Agreement. The
next services negotiations in the WTO are scheduled to begin by the year 2000.
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ARGENTINA

BANKING

SUMMARY

The Argentine banking sector has undergone a significant transformation in the past four years.
Following the contagion effects of the Mexican financial crisis of late 1994, Argentina’s banking
system has been substantially strengthened by economic recovery, consolidation, enlarged foreign
bank participation, and increased liquidity and capitalization. Mergers, privatization, acquisitions
and liquidations reduced the number of financial institutions in Argentina from close to 300 in 1990
to 138 at the end of 1997. In late 1997, the Argentine government announced its intent to privatize
Banco de la Nacion — Argentina's largest commercial bank. However, the privatization of Banco
de la Nacidn faces strong political opposition in the Argentine Congress (which must approve the
privatization) and is unlikely to occur in 1998 or 1999. It is possible, however, that the bank will
be “corporatized” (converted into a socieded anonima with private management) as a step toward
incorporating private capital into the institution.

Thus far, adverse effects of the Asian crisis on the Argentine banking sector have been contained

with deposits increasing somewhat during the crisis. Deposits in the Argentine banking system were
over US$70 billion at the end of 1997 — 40 percent higher than in December 1994. Government-

owned banks held 30 percent of total deposits in 1997 (down from 46 percent in 1993), and continue
to have a virtual monopoly on public deposits. Total bank deposits represent only about 20 percent
of Argentina's gross domestic product — a much lower ratio than in Chile, Mexico or Brazil. The 10
largest banks in Argentina controlled approximately 60 percent of banking sector loans and deposits
at year-end 1997. Foreign banks controlled approximately 40 percent of banking sector deposits,
up from 16.5 percent in 1994.

Two U.S. banks — Citibank and BankBoston — have extensive wholesale and retail operations. They
are among the most prominent banks in Argentina. Six other U.S. banks — Chase Manhattan,
Morgan Guaranty, Bank of America, Republic Bank of New York, Bank of New York, and
American Express Bank — focus on wholesale and investment banking activities, and have played
an important role in introducing new technology and better management techniques to the Argentine
banking sector.

Eight U.S. banks operated in Argentina during the period 1994-98 through joint stock banks.
Prudential limits for branches are still based on local capital of the branch rather than the
consolidated parent, in effect removing the rationale for entry of the Argentine banking market
through branches. Merger and acquisition opportunities have been available to U.S. banks on par
with other institutions. In addition, and there are no restrictions on foreign banks establishing or
expanding their presence in Argentina.
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DESCRIPTION OF THE MARKET
Structure of the Market

The Argentine banking system is bimonetary. Under the April 1991 Convertibility Law, the
Argentine peso is tied to the U.S. dollar at par value. Deposits and lending are in U.S. dollars and
pesos. Total deposits were about US$70 billion in December 1997. In March 1998, peso deposits
represented 47 percent of total deposits and U.S. dollar deposits were 53 percent. In terms of
banking sector loans to the private sector, peso loans were 38 percent of total loans and U.S. dollar
loans were 62 percent.

Structure of the Argentine Banking System
December 1997

Assets Deposits Number of Banks
Private National Banks 53,953 28606 58
Public Banks 40,301 23,532 19
Cooperative Banks 4,100 2,666 6
All Foreign Banks 32,452 15,347 29
U.S. Banks 16,906 8,012 8
TOTAL 130,792 70,151 112

Source: Banco Central de la Republica Argentina, http://www.bcra.gov.ar

Argentine Banking Indicators
December 1997

Deposits Banks Offices ATMs
(USS$ billions)
U.S. Banks in Argentina 6.8 8 109 173
All Banks in Argentina 70.5 138 4165 2917

Source: Banco Central de la Republica Argentina, http://www.bcra.gov.ar

The financial system has been strengthened considerably since 1995 through mergers, acquisitions,
and privatization. The number of financial institutions in Argentina dropped from close to 300 in
1990 to 138 at the end of 1997. In June 1998, there were 132 financial institutions in Argentina.
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In spite of this consolidation, the Argentine banking sector remains one of the least concentrated in
Latin America. The ten largest banks in Argentina held around 60 percent of total banking sector
deposits and assets at year-end 1997. Public sector banks continue to have a monopoly on public
sector deposit-taking and the administration of public sector funds. The Argentine federal,
provincial and local governments, and some state enterprises, carry out financial operations using
designated public banks.

Share of Total Deposits Controlled by the Ten Largest Argentine Banks
(percentage, end of year)

1994 50.2
1995 58.2
1996 59.2
1997 60.5

Source: Banco Central de la Republica Argentina, http://www.bcra.gov.ar

Privatization of the banking sector continues, with several foreign banks acquiring stakes in
Argentine banks. Growing foreign participation in the Argentine banking system, particularly since
1996, has led to better management and efficiency. In 1995, with World Bank and Inter-American
Development Bank assistance, the government of Argentina created a Trust Fund for Provincial
Development to assist local governments to privatize their government-controlled banks. By year-
end 1997, fifteen state-controlled institutions had been privatized. A few others are in advanced
stages of the privatization process. Bank privatization has resulted in considerable expansion of
credit to businesses in the interior of Argentina. Several foreign banks, including Banco Santander,
Banco Bilbao Vizcaya, Scotiabank and Hong Kong and Shanghai Banking Corp. (HSBC), have
made large investments in the Argentine banking system since 1994. The share of total deposits in
foreign banks increased from 16.5 percent in 1994 to 40 percent at the end of 1997.

The central bank of Argentina (BCRA) also issued regulations to strengthen bank capitalization,
liquidity requirements, and anti-money laundering efforts. All Argentine banks must meet a
minimum total risk based capital ratio (calculated along BIS guidelines) of 11.5 percent. Central
bank sources note that the actual capital held by the banks is higher than the minimum requirements.

Asset quality has improved considerably since the peak of the liquidity crisis in 1995, largely
because of the growth in assets and improved credit risk evaluation by private banks. A reduction
in the number of large corporate borrowers has improved the quality of borrowers. Still, increased
retail lending to consumers and small and medium-sized firms may cause problems in the event of
an economic downturn. The proportion of problem loans has decreased from 16 percent, on average,
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at the peak of the 1995 liquidity crisis to below 10 percent, on average, at the end of 1997. A few
Argentine banks, however, still have very large irregular loan portfolios.

Bank minimum liquidity requirements, which replaced legal mandatory reserve requirements in
1995, have been increased gradually from 16 percent to 21 percent. In 1996, the BCRA negotiated
a contingency repurchase agreement with a consortium of multinational banks to cover 10 percent
of total deposits in the banking system in the event of a systemic run on deposits. This safety net,

originally for US$6.1 billion, was increased to over US$7 billion in 1997. Under Argentina's
currency board system which was implemented by the 1991 convertibility law, the BCRA uses its
foreign currency reserves (about US$21 billion at the end of 1997) to back Argentina's monetary

base.

The BCRA has also taken measures to strengthen the role of market discipline and promote
transparency in the banking system. For example, the BCRA has eliminated all directed credit
schemes, as well as restrictions on remittances by foreign banks. Detailed monthly financial
information is now publicly available on each financial institution. Accountability over the
adequacy of the work of external auditors has been substantially increased, and all Argentine banks
are required to be rated publicly using international risk qualifications. The BCRA also requires
Argentine banks to issue debt equivalent to at least 2 percent of their deposits.

Argentina's banking system profitability is still extremely low by international standards. During
1997, the Argentine banking system registered a return of only 5.98 percent on invested capital — up
from 4.21 percent in 1996 and -0.2 percent in 1995. Nevertheless, some banks are much more
profitable than the average. The ATM network in Argentina is expanding rapidly — at the end of
1997 Argentina had fewer than 1,900 ATMs, and at the end of 1997, the number of ATMs reached
nearly 3,000.

Depositors have maintained confidence in the Argentine banking system since 1995. Unlike the
dramatic outflow of deposits in the aftermath of Mexico’s peso devaluation, Argentine deposits and
lending have increased steadily despite the Asian financial crisis during the last quarter of 1997.

Regulatory Structure

The BCRA, created in 1935, has as its primary mission the preservation of the value of the
Argentine peso. The BCRA issues currency, administers reserves, manages financial system
liquidity, and acts as the government of Argentina's financial agent. It is prohibited from lending
to the government or to individuals. The BCRA is governed by a board, composed of a President,
a Vice President and eight directors, nominated for six-year terms by the Executive with the consent
of the Senate. The central bank's Superintendency of Financial and Exchange institutions, headed
by one of the Bank's directors, supervises the financial system. The Superintendency evaluates
banks' capital, assets, management, earnings and liquidity (CAMEL) and enforces banking
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regulations.

The BCRA has strictly adhered to the requirement that it limit assistance to the banking sector by
only offering assistance for temporary liquidity problems on a fully secured basis. With regard to
deposit insurance, the GOA provided no explicit deposit insurance from 1991-95. The current
limited system of deposit insurance was introduced in April 1995 in response to the Tequila effect
(i.e., the backwash of Mexico’s 1994-95 financial crisis that affected several neighboring countries).
The BCRA implemented deposit insurance through establishment of a privately-managed deposit
guarantee fund. The deposit guarantee fund is growing by about US$22 million per month. The
deposit guarantee fund insures deposits of less than 90 days for amounts up to US$10,000, and
deposits for longer than 90 days for amounts up to US$30,000. The amounts guaranteed are on a
per person basis rather than per account. All types of accounts are covered, except those accounts
on which the rate of interest paid exceeds a rate set by the central bank. The guarantee fund was
recently used to cover two small bank failures, and its capitalization was US$130 million in June
1998. Local bankers consider it adequate to cover small bank failures, but it would be hard pressed
to cover losses stemming from a large bank failure. In 1996, the BCRA negotiated a contingency
repurchase agreement with a consortium of multinational banks to cover 10 percent of total deposits
in the banking system in the event of a systemic run on deposits. This safety net, originally for
US$6.1 billion, was increased to over US$7 billion in 1997.

Bank minimum liquidity requirements are calculated on the basis of all bank liabilities and apply

equally to foreign and Argentine banks. The rate of the requirement varies according to the residual
maturity of the liability (not according to the type of liability), with a higher rate applied to liabilities
with maturities of less than 90 days. There are no requirements for liabilities with maturities of
longer than 365 days. The shift from reserve requirements to minimum liquidity requirements
started in 1995 and reflects the BCRA’s explicit recognition that reserve requirements in Argentina
are a prudential regulatory tool, not an instrument of monetary policy. The liquidity requirements
are remunerated.

U.S. PRESENCE IN THE MARKET

At the end of 1997, the 27 foreign banks operating in Argentina held 45 percent of deposits
(US$31.3 billion). The eight U.S. banks with Argentine operations held nearly 10 percent (US$6.8
billion) of bank deposits.

Two U.S. banks — Citibank and BankBoston — have extensive retail banking networks and are two
of the most prominent banks in Argentina. The six other U.S. banks — Chase Manhattan, Morgan
Guaranty, Bank of America, Republic Bank of New York, Bank of New York, and American
Express Bank — have offices in Buenos Aires and do not have retail banking operations. These
banks are involved in corporate finance activities and investment banking. In general, U.S. and other

127



ARGENTINA - BANKING

foreign banks do not fill a particular niche in the banking system. They have played an important
role, however, in introducing new technology and better management techniques. They also have
deeper financial pockets, thereby providing greater stability in the banking system.

The main foreign bank competitors of U.S. banks in Argentina are from Spain and Holland. U.S.
bankers anticipate greater competition from Brazilian banks in the future.

TREATMENT OF U.S. FINANCIAL INSTITUTIONS

Foreign banks may establish in branch and subsidiary form in Argentina, or by acquiring shares in
Argentine banks. In January 1994, the BCRA announced it was lifting the ban on the issuance of
new banking licenses that had been in effect since 1984. In addition, a decree was promulgated in
early 1994 to formally remove the legal distinction between foreign and locally-incorporated banks.
The effect was to remove any legal constraints on the establishment of a foreign bank either as a
branch or subsidiary bank. However, prudential lending limits for foreign bank branches in
Argentina are based on local paid-in capital, not the parent bank’s capital, effectively removing much
of the rationale for establishing a branch. There are no additional restrictions on foreign banks
establishing or expanding their presence in Argentina. Merger and acquisition opportunities have
been available to U.S. banks on par with other financial institutions.

U.S. banking operations in Argentina have indicated that the rules and regulations governing
banking activities are transparent, and there is sufficient opportunity for U.S. banks to comment on
proposed changes to bank regulations and receive timely notification of impending changes.

As noted above, there are differences in treatment between state-owned banks and their private
counterparts. In general, public sector banks continue to have a monopoly on public sector deposit-
taking and the administration of public sector funds. Since January 1998, direct bank deposit of
salaries has been mandatory for all Argentine companies with more than 100 employees. Foreign
banks are allowed to participate in a nondiscriminatory fashion in the direct bank deposit of salaries
(including public sector salaries), and many foreign banks do so.

Argentina imposes no market access restrictions or capital controls. There are no foreign investment
registration requirements in Argentina. The central bank has eliminated restrictions on remittances
by foreign banks. U.S. foreign direct investments in Argentina, including those in banking, are
protected by the U.S.-Argentina bilateral investment treaty, which entered into force in 1994. With
the exception of cross-border supply of services, Argentina’s GATS schedule of commitments
reflects current levels of openness. Argentinais currently discussing financial services liberalization
within Mercosur with Brazil, Paraguay and Uruguay. It is unlikely, however, that any such regional
commitments will exceed Argentina’s GATS commitments.
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There are no Mercosur regulations or laws affecting U.S. banks’ operations. Financial services
liberalization is on Mercosur agenda, but to date nothing has occurred. Central bank officials say
that given Argentina’s already open banking environment, the Mercosur discussions are unlikely to
disadvantage U.S. or other foreign banks.
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SECURITIES

SUMMARY

Argentina's securities market is relatively small compared to its banking sector as Argentine
corporations tend to raise capital primarily through bank loans. The number of local corporations
whose shares are listed on the Bolsa de Comercio de Buenos Aires — Argentina's principal exchange
—decreased from 147in 1996 to 136 in 1997. The bond market is dominated by public sector issues.
However, the mutual fund and private capital pension fund markets are growing quickly.

There are no market access restrictions or capital controls in Argentina. Argentine laws and
regulations do not discriminate based on domestic or foreign ownership. U.S. banks and securities
firms participate in the market either as branches or subsidiaries. There are no restrictions on
Argentine access to foreign markets or foreign access to Argentine markets.

At the end of 1997, there were 163 licensed stockbrokers and brokerage houses in Argentina,
including six affiliated with U.S. financial institutions.

DESCRIPTION OF THE MARKET

The Bolsa de Comercio de Buenos Aires, Argentina's principal exchange, is a not-for-profit
association established in 1854. It sets listing requirements; approves, suspends, or revokes listings;
and establishes guidelines to ensure accuracy of financial statements and disclosure of material
information.

The Mercado de Valores de Buenos Aires, or securities market, is a for-profit corporation established
in 1929. Itis a self-regulating body that sets and enforces standards for individual stockbrokers and
stock brokerages, regulates trading rules, and clears and settles transactions.

The two organizations are majority shareholders in the Caja de Valores S.A., the central securities
depository. The Mercado Abierto Electrénico S.A. (MAE), the electronic exchange, started
operations in 1989 to conduct over-the-counter transactions. Argentine and foreign financial
institutions participate in the securities markets as brokers and dealers in the securities markets.

Argentina's securities markets are very small and highly concentrated by world standards. Trading
is thin and prices are sometimes volatile. Trading totaled US$111.4 billion in 1997, down from over
US$166 billion in 1996. (Public bond trading was unusually high in 1996 in the aftermath of the
Mexican financial crisis. The “Tequila Effect” caused Argentine interest rates to soar.) Trading in
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corporate stocks and bonds rose 21 percent during 1997, but government bond trading decreased.
The general average daily trading volume in 1997 was merely US$445.5 million, down from over
US$600 million in 1994.

Market Capitalization
(USS billions)
December 1996 December 1997
Common Stocks 44.7 59.2
Government Bonds 395 42.7
Corporate Bonds 3.5 3.8

Sources: Comision Nacional de Valores and Bolsa de Comercio de Buenos Aires at http://www.merval.sba.com.ar,
Instituto Argentino de Mercade de Capitales.

Argentina's capital markets were affected by the Asian crisis of mid-October 1997, and at year-end
prices began to increase but had not recovered to pre-crisis levels. Market capitalization for common
stocks peaked at US$66.3 billion in October 1997, but closed below US$60 billion at the end of
1997 — up more than 30 percent from 1996. Nevertheless, market capitalization is still less than 20
percent of Argentina’s GDP. Thirteen company listings were withdrawn from the Bolsa de
Comercio de Buenos Aires in 1997, and two equity listings were added. Only 136 companies listed
at the end of the year — down from 147 in 1996. (Some small- and medium-sized enterprises quit
the exchange after an experimental period, either because they found it difficult to meet requirements
or because they found financing through the exchange to be relatively expensive.)

The Buenos Aires market is highly concentrated. The 20 most actively traded stocks account for 95
percent of total trading. The five corporations with the largest market value account for 60 percent
of total market capitalization of listed common shares. Small futures and options markets for
commodities (wheat, corn, soybeans, and sunflower seeds) operate in Rosario and Buenos Aires.
The Bolsa de Comercio de Buenos Aires also operates a market for stock and bond options. The
Bolsa de Comercio de Buenos Aires and the Chicago Board of Trade are discussing a joint venture
to develop futures and options markets. The joint venture is expected to start in 1999.

The number of bond issues on the Bolsa de Comercio de Buenos Aires rose to 160 in 1997. Twenty-
six were government bonds and the remaining 134 were corporate issues. There are no restrictions

on the types of bonds sold or underwritten in Argentina.

The Argentine Securities Commission (Comision Nacional de Valores or CNV) was created in 1968
to regulate public offerings, ensure transparency, and to oversee the development and organization

131



ARGENTINA - SECURITIES

of financial markets in Argentina. Improving access of small companies to capital markets is one
of the CNV's primary objectives. The CNV participates in the International Organization of
Securities Commissions and the Council of Securities Regulators of the Americas.

A joint commission consisting of representatives of the CNV and the Secretariat of Agriculture is
the futures regulatory authority. However, the Secretariat is the dominant voice in the commission.

At the end of 1997, 18 companies managed private capital retirement and pension fund portfolios,
which had grown to nearly US$9 billion — up from US$5.3 billion in 1996. Contributions are
increasing by nearly US$300 million per month. By 2010, according to industry estimates,
Argentine private retirement and pension fund administrators will manage over US$110 billion in
assets. Over 6.4 million Argentines have opted for private retirement and pension funds, but for
various reasons only about 3.5 million made contributions at the end of 1997. Banks, securities
firms, life insurers, and other financial institutions participate in management —including many U.S.
firms. Stocks account for over 20 percent of these portfolios.

The Argentine mutual fund market has grown spectacularly since 1994, when 86 funds were
available with total value of just US$390 million. At the end of 1997, a diversified range of 198
funds was available with total value of over US$5 billion — which is less than 2 percent of GDP and
only 8 percent of total bank deposits. Fixed income and money market funds represent a large share
of total mutual fund holdings. Conditions for continued growth of Argentina's mutual fund market
are in place.

Argentina's Mutual Fund Market

12/31/96 12/31/97
Number of funds 151 198
Value (USS$ billions) 1.87 5.38

Sources: Comision Nacional de Valores and Argentine Chamber of Mutual Funds.

U.S. PRESENCE IN THE MARKET

Of the 163 brokers and brokerage houses licensed in Argentina at the end of 1997, six are from the
United States: Bankers Trust, BankBoston, Chase, Citicorp, J.P. Morgan and Merrill Lynch. Other
U.S. firms (such as Prudential, Goldman, and others) use intermediary agents. U.S. firms are among
the leaders in securities, mutual funds, and private capital pension administration in Argentina.
Fidelity Investments arrived in Argentina in 1997 and is developing a corporate and institutional
client base. According to data from the Argentine Chamber of Mutual Funds, BankBoston is the
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leading mutual fund institution in Argentina with a market share of 22 percent.

Argentina's Mutual Fund Market Shares
(percent, year-end 1997)

BankBoston 22
Banco Rio-Santander 16
Banco Francés 14
Banco Galicia 7
HSBC Banco Roberts 6
Fidelity Investments 2
Others 33

Source: Argentine Chamber of Mutual Funds.

TREATMENT OF U.S. FINANCIAL INSTITUTIONS

There are no laws or regulations that discriminate between foreign and domestic firms in the
Argentine financial market. There is no requirement to obtain government approval for or to register
foreigninvestments. Exchange markets, repatriation of capital and profit remittances are completely
open and unrestricted.

One hundred percent foreign ownership of branches and subsidiaries is permitted. Foreign and
Argentine firms have equal access to stock exchange seats. Registered foreign firms underwrite
securities instruments, broker and trade domestic and foreign securities, and manage mutual and
pension funds through licensed subsidiaries.

The Argentine government is discussing financial services liberalization within Mercosur with
Brazil, Uruguay, and Paraguay. The Montevideo Protocol signed in December 1997 commits all
Mercosur members to negotiate the liberalization of services, including financial services, over aten-
year period. Given Argentina’s liberal treatment of financial services, it is unlikely such regional
commitments will exceed Argentina’s commitments under GATS. Argentina’s GATS commitments
reflect current levels of openness.
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BANKING

SUMMARY

Foreign participation in Brazil's financial sector is regulated by the Brazilian Constitution. Under
transitional provisions in effect since 1988, the establishment of new branches and bank subsidiaries
of foreign banking institutions is prohibited. This includes a freeze on increases in the percentage
of foreign participation in the capital stock of Brazilian institutions. In addition, the number of
branches (including automated teller machines) of a foreign bank cannot exceed the total existing
on October 5, 1988. However, the government has in practice allowed substantial foreign entry and
expansion to occur in recent years. Since March 1995, transitional rules have permitted exceptions
on the basis of obligations under international agreements, reciprocity, or national interest as
determined by the President of the Republic. The government will, in general, levy a toll on foreign
banks that are newly entering the Brazilian banking system. This varies from an outright payment
to acceptance of doubtful assets from troubled institutions subject to central bank intervention.

The Brazilian banking sector underwent a period of painful adjustment following the introduction
of the "Real Plan" economic stabilization program in July 1994. Banks had successfully adjusted
to the country's formerly high inflation (averaging 1,000 percent per year in the decade prior to 1994)
by extending branch networks and emphasizing treasury operations instead of lending and fee-based
services. In particular, banks have been able to earn favorable rates of return compared to other
sectors of the economy by using float, especially on non-interest-bearing deposits. It has been
estimated that banks enjoyed some US$9 billion in "float income” in 1993, the year inflation peaked
at almost 2,500 percent. Following the sharp drop in inflation beginning in the second half of 1994,
Brazilian banks were forced to reduce administrative overhead and to increase income from other
sources including credit operations. Due to high real interest rates and lack of experience in credit
operations, banks began to face rising defaults in 1995. A period of bank consolidation commenced
in that year which continues to the present.

The government acted quickly to restore stability to the banking system in 1995, intervening and
facilitating the orderly exit of two major private banks and other smaller financial institutions.
Beginning in March, it passed regulations permitting the entry or expansion of foreign capital in the
banking system on a case by case basis. In November 1995, the government instituted a program
to facilitate the restructuring of the private banking sector known as PROER. Up until November
1997, PROER provided some US$19 billion in financing to six banks. Some 40 private institutions
were liquidated, sold, or subjected to central bank intervention during the period. Of 248
commercial, multiple, and savings banks in June 1994, only 211 remain.

The major task remaining is to restructure the country's public sector banking system. Two state
banks and one federal bank have already been privatized. Fully two-thirds of existing state banking
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institutions are to be privatized, wound up, or converted into development agencies under the public
bank financial restructuring program known as PROES.

Several trends are evident in the evolution of Brazil’s banking system since 1994: the share of
private sector banks in total assets is increasing; there is a movement toward greater concentration
among private sector banks; and the share of foreign bank ownership is growing. Correspondingly,
the share of publicly owned banking assets has declined, in large part reflecting the exit of a few
state-owned banks from the system and the operational limitations imposed by the central bank on
some of the state-owned banks.

Public sector banks play an important role in the Brazilian banking system. The top two banks in
the country are owned or controlled by the federal government and the third by the most important
state. The last has been under central bank intervention since December 1994 and is slated for
privatization. Public sector banks profited greatly from the high inflation environment due to their
large branch networks and access to official deposits, but they have also been required to support

administration policies and often have been subject to political pressures. As a consequence, both
federal and state banks have had greater problems with non-performing loans in the last several
years. The second largest public sector bank had massive losses in both 1996 and 1997 and required
recapitalization by the federal government. State banks have reported a string of losses in the years
since the Real Plan.

Foreign owned or controlled banks accounted for 18 percent of total bank assets in December 1997,
up from 13 percent in December 1995. In most cases, foreign investment is approved in connection
with the sale of a troubled private or public bank and includes payment of a premium to the
government that may be either cash or assumption of problem assets. The most notable case of
foreign entry into the domestic market took place in March 1997 when the fourth largest private
bank was sold to a London-based global bank.

The U.S. banking presence in Brazil is growing. According to U.S. government statistics, U.S.
foreign direct investment (FDI) in the banking sector (depository institutions only) increased by 78
percent to US$1.5 billion by the end of 1997. Much of this expansion reflects acquisition activity,
particularly since 1996. Expansion into investment banking has been a notable trend in recent years.

DESCRIPTION OF THE MARKET

Brazil's financial sector is the largest in Latin America with bank assets totaling US$697 billion.
The banking industry has 240 banking institutions operating 16,300 branches. Banks remain the
primary purchasers of Brazilian government debt, both for their own account and on behalf of
investment funds that they manage.
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Public Sector Banks

Public sector banks play an important role in the Brazilian banking system, and accounted for 51

percent of total assets and 58 percent of deposits as of December 1997. The government-controlled

Banco do Brasil, which performed many central bank functions prior to the 1964 establishment of
the Banco Central do Brasil (central bank), is the largest commercial bank in the country and the

second largest of all banking institutions in terms of total assets. Banco do Brasil acts as the

government's agent in many transactions, including provision of export credit via the official

PROEX program, and is the depository for federal government receipts. It operates throughout the

country via its over 3,000 branches, has the largest deposit base in the country, and is frequently the

only bank in town in the country's interior. Banco do Brasil is also the primary lender to the rural

sector and is frequently called upon to make loans to support Brazilian development projects. As

a result, it also has the largest bad debt portfolio (56 percent of credit operations and 31 percent of
assets) of any bank in Brazil with the exception of troubled Sao Paulo state banking institution

Banespa.

The Federal Savings Bank (CEF) is the largest bank in the country and the primary source of
housing finance in the country. A 1997 real estate law made it possible for more private sector banks
to engage in mortgage lending as it simplified the foreclosure process but has not yet been fully
implemented. CEF administers funds derived from a number of taxes, accepts deposits, and offers
checking accounts. Itis second only to the Banco do Brasil in terms of its branch operations around
the country. It is less competitive with private banks than the Banco do Brasil because of its
narrower mandate. However, CEF accounts for 25 percent of all savings accounts and 35 percent
of long-term deposits in the country.

The National Economic and Social Development Bank (BNDES) finances infrastructure and
industrial projects and has been particularly active in providing long-term funding in connection with
Brazil's ongoing privatization program. BNDES makes loans to companies with financial problems
and has on occasion acted on behalf of the government to bolster stock market activity. Through

BNDES, the Brazilian government is a shareholder in a number of domestic companies. One of the
few sources of long-term finance in the country, BNDES derives much of its funding from
international financial institutions as well as from earmarked tax collections. BNDES does not

engage in ordinary commercial banking and currently is not considered a competitor of private
banks.

Public banks have traditionally enjoyed certain advantages over private banks with respect to the
capture of government resources such as tax collections. Due in part to their extensive branch
networks, public banks also benefitted most during the high inflation period and were among the
hardest hit when it ended in 1994. However, public banks were also subject to statutory mandates
and political pressures to make poor quality loans or to accept and continue to roll over state debt
instruments. For these reasons, the bad debt portfolio of the public banks is considerably higher than
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that of the private banking sector. In addition, public banks have higher administrative costs both
due to their generally larger branch networks and to the difficulty of reducing bloated payrolls.

With the sale of private banking institution Bamerindus to the Hongkong & Shanghai Banking
Corporation in March 1997, Brazil largely completed the restructuring of its private banking system
following the introduction of the Real Plan. Thereafter, the main attention of the government turned
to the public banking sector, especially state banking institutions. The objective of the PROES
program, approved in mid-1996, is to liquidate, privatize, restructure, or convert to development
agency status troubled state and federal banks. From July 1994 to December 1997, 35 private banks
and eight public banks were either liquidated or subject to central bank intervention. Of the 33 state
banking institutions existing in July 1994, fully two-thirds are to be reorganized. Rio de Janeiro
state bank Banerj, Minas Gerais state bank Credireal, and federal bank Meridional have already been
privatized. The next major step is the privatization of Sao Paulo state bank Banespa.

Private Banks

Brazil's largest private banks began as family operations and have become diversified financial
institutions. Family interests continue to be important in terms of ownership and sometimes
management. Due to increased competition and globalization, small and medium-sized family-
owned banks are increasingly likely to be acquired by larger banks unless they are able to exploit
a market niche. The fifth largest bank in the country is privately owned Bradesco.

Multiple Bank Licenses

Private and public banks with multiple bank licenses dominate the market. Multiple banks not only
provide traditional commercial banking services, but also offer investment banking, consumer credit
(financing) real estate lending, and leasing. The advantage of a multiple bank license is mainly
lower cost, both in terms of lower supervision cost and compliance capital. With special
departments, such banks can carry out activities of two or more financial institutions without the
need to incorporate separate entities. Many institutions, including foreign financial companies, have
taken advantage of the greater flexibility afforded to multiple banks and have transformed their
operations into multiple banks. As a result, multiple banks include both government and privately
owned banks. Multiple banks currently constitute 176 of the 240 commercial, multiple, savings,
investment, and development banks operating in Brazil.

Creation of a multiple bank requires prior central bank approval and can be accomplished by various
means including mergers, acquisitions, or incorporation of new institutions. Multiple banks cannot
issue debentures. Only the domestic subsidiaries of foreign banks may hold such a license, not the
overseas bank itself.
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Financial Institutions
(percent of total assets)
December 31, 1997

Multiple Banks 51.5
Federal Savings Bank* 14.0
Banco do Brasil* 12.2
National Development Bank* 7.3
Commercial Banks 4.5
Leasing Companies 42
Investment Banks 1.6
Stock Distributors 14
Brokerage Houses 1.1
Real Estate Finance 1.1
State Development Banks* 0.6
Finance Companies 0.5
State Savings Banks* 0.2
* indicates public sector institutions Source: Central Bank
Supervision

The National Monetary Council establishes overall general policies for the financial system.
Members of the Council include the Ministers of Finance and Planning and the President of the
central bank. The central bank has broad discretion to issue administrative rulings in order to
execute policies set out by the Council. It oversees the banking system and conducts on-site
inspections as well as off-site monitoring and surveillance, both domestically and overseas. The
Central Bank's supervisory activities are mainly carried out by inspectors, many of which are newly
hired. Since August 1996, the central bank has been in the process of replacing a number of
experienced personnel who left its employ due to a change in the retirement system.

A number of steps have been taken since 1994 to improve bank supervision and regulation. The
central bank has received additional powers to act preventively such as the power to recommend
changes including merger or acquisition prior to formal intervention or liquidation. Since 1996,
outside auditors have been personally liable for the accuracy of their reports. Some Brazilian banks
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have begun using U.S. accounting standards (GAAP) in preparing annual reports. A deposit
insurance system was instituted in 1995 that offers protection of up to R20,000 (US$18,000) per
person per institution. This limit covers 95 percent of credit holders and about 50 percent of the total
value of demand and savings deposits, certificates of deposit, and other bank liabilities such as
mortgage bills, and consumer credit bills. The measure is temporary in that the Constitution of 1988
requires that the congress pass new legislation governing the entire financial system including a fund
or insurance to guarantee credits against financial institutions.

A Credit Risk Center instituted in May 1997 is a database of information regarding loans of more
than R50,000 in value. Over 400 financial institutions currently provide information regarding credit
operations more than R50,000 (US$43,000) in value based on company or individual name.

In December 1994, all banks were required to meet the 8 percent BIS capital-adequacy ratio. This
minimum was subsequently raised to 10 percent and will be set at 11 percent in 1999. Capital
adequacy requirements for branches of foreign banks are based on the local capital of the branch.

Foreign banks are subject to the same BIS standards and operational and lending limits as domestic
banks.

Impact of Lower Inflation

A major factor affecting the Brazilian banking sector during the past few years has been the rapid
drop in inflation and the consequent disappearance of "float income" derived from very short-term
lending of idle balances and delays in monetary correction of deposits. During the decade prior to
1994, inflation averaged 1,000 percent per year. In this environment, banking profits rose with
inflation and the emphasis was on expanding the number of branch offices, treasury operations, and
greater efficiency in areas such as check clearing. As a result of inflation-derived income, the share
of the financial sector in GDP peaked at almost 16 percent in 1993 before falling back sharply to
under 7 percent by 1995.

With the reduction in inflation, banks were forced to reorganize their asset portfolios, reduce
operating costs, and rely more on income from loans and service charges. Banks initially expanded
credit operations rapidly following the introduction of the Real Plan. However, high real interest
rates and lack of experience with credit operations led to arising default rate beginning in late 1995.
The default rate began to fall by mid-1997 as lending policies became more conservative. The
Brazilian banking system continues to have one of the lowest credit/GDP ratios in the world at about
30 percent. In spite of considerable reorganization, Brazilian retail banks have a long way to go to
attain international efficiency levels. In a recent study, consulting firm McKinsey concluded that
labor productivity in Brazilian retail banks was only 40 percent that of the United States. The
increasing number of banks (some of them major) encountering difficulties led to the creation of the
PROER and PROES private and public bank restructuring programs. Since 1994, the industry has
undergone a wave of mergers and acquisitions and it has been predicted that the number of banks
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could halve in the next decade.

Total Assets of the Brazilian Banking System

(USS billions)
December 1996 December 1997
Total Banks (218) 559.7 646.5
Largest Banks (20) 170.0 2449
Foreign Banks (68) 79.7 123.2
U.S. Banks (9) 13.2 11.8

Net Worth of the Brazilian Banking System

(US$ billions)
December 1996 December 1997
Total Banks (218) 55.2 55.3
Largest Banks (20) 20.3 213
Foreign Banks (70) 7.8 11.6
U.S. Banks (9) 1.2 1.2

Source: Central Bank

U.S. PRESENCE IN THE MARKET

The U.S. banking industry has a significant and growing presence in Brazil. Five banks —
BankBoston, Citibank, Chase Manhattan, J.P. Morgan, and GM — are among the top 50 banking
groups in the country and the first two are among the top 20. BankBoston and Citibank are active
in retail banking with 35 and 21 branches, respectively, as of December 1997. BankBoston
increased its number of banking branches by six during 1997. Chase and J.P. Morgan focus on
investment banking. Since 1995, a number of U.S. institutions have entered the banking sector for
the first time or expanded their presence.

Citibank and BankBoston entered Brazil prior to 1940 as branches of their U.S. parent banks with

full commercial banking rights. They retain this status as a grandfather privilege. Since the Second
World War, foreign banks have not been permitted to enter as branches. Citibank, BankBoston, and
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American Express have transformed their financial operations into multiple banks. General Motors
and Ford hold multiple bank licenses but engage primarily in consumer lending to finance the
purchase of company products. Merrill Lynch also holds a multiple bank license but functions
mainly as an investment bank. During the last two years, the United States has increased its presence
in investment banking, in particular with the addition of Mellon Bank, American Express, and

NationsBank.

In addition to nine banks from the United States, 60 other banks with foreign participation currently
operate in Brazil. A wide variety of countries are represented with Great Britain, Japan, and, most
recently, Spain and Portugal playing prominent roles. As a group, foreign banks account for 18
percent of banking sector assets, up sharply from 13 percent in 1995. In all, 70 wholly or partly
owned foreign banks operated in Brazil as of December 1997.

Total Assets of U.S. Banks in Brazil

(US$ millions)
1996 1997
BankBoston Bco Multiplo S.A. 5,427.5 49148
Bco Chase Manhattan S.A. 2,972.4 2,328.7
Citibank N.A. 2,945.2 1,623.5
Bco General Motors S.A. 1,411.0 1,040.1
Bco J.P. Morgan S.A. 4204 791.0
Bco Ford S.A. 628.7 719.9
Republic National Bank NY S.A. 39.7 304.5
Wachovia S.A. 152.3 79.3
Bco Merrill-Lynch S.A. 164.5 - 36.7
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Net Worth of U.S. Banks in Brazil
(USS$ millions)

1996 1997
BankBoston Bco Multiplo S.A 276.7 336.4
Bco Chase Manhattan S.A. 244.6 264.6
Citibank N.A. 314.5 243.0
Bco General Motors S.A. 128.5 170.6
Bco J.P. Morgan 49.2 68.8
Bco Ford S.A. 55.4 71.9
Republic National Bank NY S.A. 34.8 38.7
Wachovia S.A. 41.5 234
Bco Merrill-Lynch S.A. 21.1 17.4

Source: Central Bank

TREATMENT OF U.S. FINANCIAL INSTITUTIONS

Brazil's Constitution of 1988 charged the Brazilian congress with drafting an omnibus law governing
virtually all aspects of the financial system from the making of monetary policy to the regulation of
banks, securities firms, and the insurance sector. In particular, Article 192 of the Constitution
requires a so-called Complementary Law to define the conditions for new or increased participation
of foreign capital in the financial sector. Work on implementing legislation has progressed slowly,
but there is a good chance that proposed legislation could be voted into law by 1999. In the
meantime, Article 52 (a transitional provision) prohibits the expansion of foreign bank ownership
and freezes the number of bank branches at the October 1988 level. However, the provision has
ceased to have practical meaning in that new entry or expansion of foreign bank branches have
generally been approved on a case by case basis. In 1995, the government decided that the Executive
Branch could make exceptions to this rule on the basis of international obligation, reciprocity, or
national interest. Another important criterion is the degree of financial innovation the foreign bank
will bring to the market. The transitional provision has been applied liberally and U.S. banks have
not expressed dissatisfaction with its workings in practice. Establishment and expansion of ATM
networks, though legally restricted, in practice has also been permitted.

Methods of entry into commercial and investment banking have varied from acquisition of sound

or failing banks, with or without payment of a premium to the government, to the establishment of
new operations. A primary criterion for entry is the national interest, particularly in the case of
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troubled institutions. Another important consideration is the degree of technical or financial
innovation the new firm will bring to the market. Related considerations include improved export
competitiveness and access to new markets. The government will, in general, levy a toll (pedagio)
to foreign banks that are newly entering the Brazilian banking system. This varies from an outright
payment to acceptance of doubtful assets from troubled institutions subject to central bank
intervention. Although entry must be approved on a case-by-case basis due to Constitutional
restrictions, this has not proved a hindrance in practice.

In WTO Financial Services negotiations held in December 1997, Brazil offered to provide national
treatment in banking, pending approval of the Complementary Law and subject to the provision that
all members of senior management of financial service suppliers must be permanent residents of
Brazil. While there has been some discussion of harmonizing banking standards within Mercosur,
the trading block that includes Argentina, Brazil, Uruguay and Paraguay, there have been no
concrete decisions to date.
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SECURITIES

SUMMARY

The Brazilian Securities and Exchange Commission (Comissao de Valores Mobiliarios, or CVM)
and the Central Bank of Brazil regulate Brazil's securities markets.

The Sao Paulo Stock Exchange (BOVESPA), the largest of Brazil's nine exchanges, has registered
impressive gains in both volume and share appreciation in recent years, but market capitalization as
a percentage of GDP remains low. Nonetheless, the total value of shares traded on the BOVESPA
market is equal to approximately 60 percent of market capitalization for all of South America as of
March 1998. Market valuation and volume almost doubled in the first half of 1997 before the initial
onset of the Asian financial crisis began to affect prices.

The market for new domestic issues remains thin as few corporations choose to raise capital through
the Brazilian bourse. Having obtained permission to offer securities and place commercial paper
abroad, larger Brazilian firms have gravitated toward international markets in order to raise capital
as they have been able to obtain funding more cheaply and flexibly than is possible in the domestic
financial market. In particular, the number of American Depositary Receipt (ADR) offerings has
increased significantly in recent years.

Free from forced separation of the banking and securities businesses, the primary participants in the
Brazilian securities market are multiple or universal banks, followed by large public and private
pension funds and mutual funds. Other types of banks may conduct securities business through a
subsidiary after obtaining pro forma approval from the CVM’s National Monetary Council. With
respect to foreign participants, Article 192 of the Constitution of 1988 barred all new entry of foreign
securities and brokerage firms, but foreign firms established prior to that time were permitted to
remain. A transitional rule provides for exceptions on the basis of national interest, obligations
under international agreements, and reciprocity. It is expected that passage of a so-called
Complementary Law to the article will clearly provide for new foreign entrants and the increase of
existing investments. Foreign firms established here prior to 1988 may underwrite, broker, and trade
in domestic securities and may also hold seats on Brazilian stock exchanges. They face no other
impediments to doing business in Brazil. New foreign firms have entered the Brazilian securities
market primarily as minority partners in joint ventures with Brazilian companies.

Since 1991, the government has been changing regulations to facilitate foreign portfolio investment
in Brazil. Particularly important was approval in that year of Annex IV, which opened Brazil's stock
market significantly by permitting foreign institutional investors to invest directly via managed
portfolios and eliminating diversification requirements and the minimum holding period before
repatriation. Since implementation of Annex IV, the net inflow of foreign portfolio investment rose
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from US$1,704 million in 1992 to US$6,415 billion in 1997. From 1992 to 1997, cumulative net
portfolio investment inflow totaled US$31 billion.

DESCRIPTION OF THE MARKET
Regulation

Brazil's National Monetary Council, which is formally chaired by the Minister of Finance and also
includes the chair of the Central Bank and the Minister of Planning, is the highest federal
government regulatory body overseeing the securities markets. The Central Bank is the primary
executing authority for all Council decisions and the President of the Central Bank is a member of
the Council. The Council sets guidelines for the securities industry that are implemented by the
Brazilian Securities and Exchange Commission (Comissao de Valores Mobiliarios, or CVM), the
equivalent of the U.S. Securities and Exchange Commission. The CVM has a staff of 380, is
administered by a chair and four commissioners, and is linked to the Finance Minister. The CVM
also regulates futures trading in stocks and stock indices.

Law 6385, enacted in 1976, empowers the CVM to supervise the activities and services of the
securities markets and to impose fines as punishment for infractions. The CVM regulates stock
exchanges, brokers, and equity mutual funds and also supervises pension fund and leasing company
activities in the stock market. CVM authorization is required before securities exchanges can start
operations. Foreigners may purchase domestic shares via both direct investment and portfolio
investment made by institutional investors through the managers of the respective portfolios (Annex
IV). Depositary Receipts such as ADRs are another method of acquiring shares via foreign stock
exchanges and provide a mechanism for the placement of Brazilian shares in international markets.
Portfolio investment by foreign investors in fixed-income instruments is restricted to two classes of
fixed-income funds.

The Central Bank of Brazil regulates bond mutual funds, commodity, interest rate, and foreign
currency futures, pension funds, leasing companies, and investment abroad by Brazilian individuals
and firms.

Capital Formation: Instruments and Exchanges

High inflation prior to the 1994 Real Plan and persistent government budget deficits since have left
a large supply of Brazilian government paper in the hands of the private sector. As a result,
Brazilian government paper remains the primary instrument traded by financial institutions,
especially after the doubling of reference interest rates in October 1997. Most of this paper is short-
term in nature and is therefore popular both for its high liquidity and positive real rates of return.
Investors participate through government-certified dealers (primarily banks, both domestic and
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foreign) in the Central Bank primary government paper market. The most important public debt
instruments are National Treasury Notes (NTN), Central Bank Bonds (BBC), National Treasury
Financial Letters (LFT), and National Treasury Letters (LTN).

Debt instruments vary by maturity, purpose (debt finance or monetary policy), and indexation to
exchange or interest rates. The percentage of inflation-indexed bonds declined dramatically with
the success of the Real Plan stabilization. Both the Treasury and the Central Bank issue domestic
currency bonds indexed to the real/dollar exchange rate: National Treasury Notes-Dollar (NTN-D)
and Central Bank Notes-Exchange (NBC-E), respectively. As of December 1997, the stock of
federal securities outside of the Central Bank stood at US$229 billion and those of states and
municipalities in private hands at just over US$10 billion.

Brazil has nine stock exchanges, listing a total of 590 companies. (Dual listing is permitted.) The
largest, representing over 90 percent of total trading volume, is the Sao Paulo Stock Exchange,
BOVESPA, which trades in stocks, including stock options and futures. The Rio de Janeiro Stock
Exchange (BVRJ) accounts for about five percent of volume. The seven other regional exchanges
have a negligible presence and are linked electronically with the Rio exchange.

BOVESPA's relative importance is explained in part by the shift in economic activity, particularly
industrial, from Rio de Janeiro to Sao Paulo in recent years. Recently, other states have been
increasing industrial activity as well by offering fiscal incentives to foreign companies, especially
in the automotive sector.

BOVESPA listed 536 companies in December 1997, down from 552 in 1993. Nationally, the trend
has been to delist on stock exchanges: 618 in 1980 to 582 in 1993 to 590 in 1997. Some companies
choose to delist (or “close capital”) because of balance sheet publishing costs (“custo de
divulga¢do™). For example, a company may choose to raise funds through loans instead of stocks
or debentures to free itself from the mandatory requirement of publishing its balance sheets.

Daily turnover provides a rough comparison of the relative sizes of Brazil's exchanges.

Brazilian Stock Exchanges
(Volume in USS$ thousands, cash market, 1997)

Sao Paulo 154,879,924
Rio de Janeiro 9,138,338
Minas-Espirito Santo-Brasilia 960,194
Pernambuco and Paraiba 473,676
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Brazilian Stock Exchanges
(Volume in US$ thousands, cash market, 1997)

Parana 227,948
Regional 144,922
Extremo-Sul 3,940
Bahia-Sergipe-Alagoas 2,604
Santos 1,037

Source: National Commission of Stock Exchanges

The increase in market capitalization on the BOVESPA bourse has been remarkable in the last few
years, rising from US$99 billion in December 1993 to US$255 billion in December 1997. However,
market capitalization as a percentage of GDP remains relatively low at 32 percent. Furthermore,
while overall performance has been impressive, year-to-year changes have been erratic. The
BOVESPA stock index rose 60 percent in 1994, fell 14 percent in 1995, rose 53 percent in 1996, and
was up 34 percent in 1997 in U.S. dollar terms. After rising 20 percent in the first four months of
1998, the market had lost all of its gains in the next two months. An important reason for recent
volatility is the high degree of liquidity in the Brazilian stock market compared to other emerging
market exchanges. When investors become nervous about emerging markets, as has occurred since
July 1997, the Brazilian exchange is often the first to be tapped in order to increase portfolio
liquidity.

Few corporations raise capital through the Brazilian exchanges due to the considerable expense

involved. In 1993, only US$841 million was raised in the primary market, generated through 24

new issues. In 1997, comparable figures were US$3.5 billion and 23 new issues. Efforts to expand

opportunities for capital formation are ongoing. In particular, privatization of state enterprises has

been increasing activity in the market due to share offerings by the new owners and to the creation
of new issues via the breakup of public enterprises, especially in the power and telecommunications

sectors. Brazilian firms are allowed to offer securities on international capital markets via

Depositary Receipts and obtained permission to place commercial paper internationally in mid-1990.
The latter funding mechanism has been widely used by larger firms as it is a much cheaper source
of finance in view of the high real interest rates and short maturities which characterize domestic

lending.

Trading volume in the secondary market in 1997 was US$216 billion. Equity trading on Brazilian
exchanges is highly concentrated in a handful of stocks, mainly public sector firms. Although 590
companies were listed on all Brazilian exchanges as of December 1997, telecommunications
parastatal Telebras accounted for almost 60 percent of volume and electric utility parastatal
Electrobras for almost 4 percent. Government petroleum monopoly Petrobras accounted for another
four percent.
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The Commodities and Futures Exchange (Bolsa de Mercadorias & Futuros, or BM&F) came into
being as a result of the May 1991 merger of the traditional Bolsa de Mercadorias de Sao Paolo (SP
Commodities Exchange) dating back to 1917 and the Bolsa de Mercadorias & Futuros created in
1986 which had a greater number of financial operations in derivatives. On June 30, 1997, BM&F
merged with Rio de Janeiro’s BBF (Bolsa Brasileira de Futuros, created in 1983), resulting in the
principal derivatives negotiation floor within Mercosur.

BM&F’s clearinghouse is to operate electronically as a division. According to BM&F, this model
appears more suitable for the Brazilian derivatives market than hiring an independent company to
provide the service. In addition, there is a comprehensive guarantee system composed of funds for
liquidating operations, reducing delinquency, etc.

A large number of items can be traded in the BM&F via its various markets as futures, puts, calls,
swaps, spot, and term. Among these products are the BOVESPA index, C bonds (Brazilian Brady
bonds), the U.S. dollar, the overnight interest rate, and commaodities, such as gold, soy, crystal sugar,
cotton, “fat ox,” arabica coffee, and corn.

Participants

In contrast to the United States, Brazil has not traditionally segregated participation in the banking
and securities markets. A new "Chinese Wall" regulation due to take full effect as of July 1998
would require banks to segregate management of third party funds from bank treasury operations,
however. In fact, the primary players in the Brazilian securities markets are the so-called multiple
banks, both domestic and foreign, which account for 40 percent of trading volume. Multiple banks
are authorized to provide a broad variety of financial services including investment and commercial
banking, stockbroking, and leasing. Other major participants include the large public and private
pension funds and mutual funds. Foreign investors as a group account for some 26 percent of
trading volume. While more individual investors have been entering the market via mutual funds,
particularly since the beginning of 1997, individual investing remains relatively insignificant.

Securities Held by the Public
(USS billions, as of June 1998)

Government Paper 229.0
of which: Central Bank 58.4
Treasury Notes 170.6

Certificates of Deposits (balance) 105.6
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Securities Held by the Public
(USS billions, as of June 1998)

Government Paper

Savings (balance)

Mutual Funds (fixed income, net worth)
Mutual Funds (foreign capital, net worth)

Social Development Funds (net worth)

229.0
174.0
1139

4.2

04

Source: Central Bank and ANDIMA (estimates)

Brazil has two classes of stockbrokers: corretoras and distribuidoras. Corretoras are securities firms
that hold seats on the exchanges. Distribuidoras accept trading orders from investors and deal
indirectly with the exchanges through the corretoras. A seat on an exchange must be purchased in
order to establish a brokerage firm. Both foreign and domestic firms may function as either corretora
or distribuitora. For firms established prior to 1988, no restrictions are imposed in opening a
corretora or distribuidora. Firms which entered the Brazilian market after 1998 can also purchase
a seat on a stock exchange through an exemption to Article 52 of the Transitory Constitutional
Provisions Act. The top 40 brokers accounted for four-fifths of total trading in December 1997.

Brazilian Mutual Funds

May 1998

Type Number

Stock Funds 106
“Carteira Livre” Funds 453
Foreign Capital Investment Funds 13
Foreign Capital Conversion Funds 21
Foreign Capital Fixed Income 105
Fixed Income Funds: Short-Term 92
Fixed Income Funds: 30-day 109
Fixed Income Funds: 60-day 1,057
Fixed Income Funds: 90-day 100
TOTAL 2,056

Source: Central Bank of Brazil
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Capital Controls and Foreign Investment

Foreign portfolio investment is subject to the exchange control system established by the Foreign
Capital Law. As of December 1997, the government had authorized nine vehicles for foreign
portfolio investment:

Annex I: Investment Companies

Annex II: Open-end Funds

Annex III: Closed-end Funds

Annex IV: Institutional Investment

Annex V: American Depositary Receipts

Foreign Capital Privatization Mutual Funds

Foreign Capital Conversion Mutual Funds

Foreign Capital Emerging Companies Mutual Funds
Foreign Capital Fixed Income Mutual Funds

(Individual portfolio investment is also possible via so-called “CC-5 nonresident accounts.”)

Brazil's regime of capital controls has been significantly liberalized in the 1990s. Starting in 1991,
a number of regulations were changed to facilitate foreign portfolio investment in Brazil. In order
to provide additional investment vehicles for foreign investors, beginning in 1991 the Brazilian

authorities permitted foreign investors to invest in the country via American and Global Depositary
Receipts (ADRs and GDRs), securities issued abroad based upon Brazilian shares deposited with

a fiduciary institution.

Also in 1991, the National Monetary Council approved Annex IV, which significantly opened up
investment in the stock market by permitting foreign institutional investors to invest directly through
managed portfolios and eliminating the minimum holding period before repatriation. (Individual
foreign investors and companies domiciled abroad can enter Brazilian stock markets through Annex
I1, but are ineligible for the capital gains tax exemption granted to Annex IV investors.) In addition,
Annex IV permitted establishment of omnibus accounts to incorporate sub-accounts of other
institutional investors. Omnibus accounts permit foreign investors to set up individual accounts, thus
circumventing restrictions on foreign individual investors directly investing in the Brazilian
securities market.

Rules allowing swaps were established in 1994. Foreign capital fixed-income funds may conduct
operations in organized derivatives markets, including futures operations carried out in markets
managed by stock exchanges or commodities and futures exchanges. Subject to certain conditions
and Central Bank oversight, Brazilian private sector entities may engage in hedging operations with
financial institutions or stock exchanges abroad to protect themselves against the risk of variations
in interest rates, exchange rates, and commodities prices.
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Brazilian firms may hold equity shares in foreign companies, subject to regulation by the Central
Bank. Companies or individuals may make investments through the purchase on Brazilian stock
exchanges of custody certificates representing issued shares. Brazilian firms may send up to US$5
million per year abroad to related companies to pay for offices, service centers, and representatives
without previous Central Bank approval. However, the transaction must be reported to the Central
Bank. Firms may also send more than US$1 million abroad provided that the bank carrying out the
transaction consults with a Central Bank regional office 30 days in advance and the Central Bank
has no objection. Upon closing down business activity abroad, a Brazilian firm is required to
repatriate capital and any receipts.

Foreign investors may make indirect portfolio investments in Brazilian equities by acquiring shares
in an Annex I Brazilian investment company (not quoted on exchanges) or an Annex III Brazilian
investment company (quoted on the New York Stock Exchange).

Since implementation of Annex IV, annual net foreign investment in the Brazilian market increased
from US$386 million in 1991 to US$5.5 billion in 1993 before dropping to US$1.6 billion in 1997
due to the Asian financial crisis. For the first quarter of 1998, net inflow was US$2.2 billion.
According to BOVESPA, foreign investors account for some 26 percent of trading volume. As of
December 1997, the CVM had registered two foreign investment companies, 15 open-end
investment funds, one closed-end fund, and 455 Annex IV foreign investors. The last category
included 217 banks, 87 brokers, seven pension funds and 144 other investors. By origin, Annex IV
investment was 31 percent North American, 36 percent Central American, 22 percent European, 9
percent South American, and 2 percent Asian as of December 1997. Of some US$32 billion in
Annex IV investment in December 1997, 96 percent was in stocks and the remainder in securities:
derivatives, debentures and privatization bonds.

Foreign investment other than portfolio investment in Brazil is classified for purposes of registration

as direct investment or a loan. If the foreign capital does not constitute part of the corporation's
capital directly subject to operational risk, it is considered a loan.
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Foreign Participation in Financial Markets

(USS$ millions)
1994 1995 1996 1997 1Q 1998
Investments 27,214 28,010 35,152 56,719 13,319
of which: Portfolio 21,600 22,559 24,684 37,190 8519
Direct 2,241 3,285 9,580 17,864 3,171
Mutual Funds 3,373 2,166 888 1,665 1,629
Loans 8,756 15,883 28,078 35,535 19,218
of which: Relending 1,254 4,054 8,504 14,403 10,951
Commercial Paper 182 381 633 451 508
Bonds and Notes 5961 9,650 18,046 20,448 7,615
Export Securities 261 494 297 58 144
Renewals 1,098 1,304 598 175 0
Financing 4,353 4,576 6,828 24,192 5,10
of which: Registered 630 1,074 1,422 12,131 4,488
Authorized 3,723 3,502 5,406 12,061 613
Leasing 842 1,143 1,868 4,002 365
Export Pre-pay 1,908 4,273 7,073 8,536 1,705
TOTAL 43,073 53,885 78,999 128,984 39,708

Source: Central Bank of Brazil

U.S. PRESENCE IN THE MARKET

Due to continuing high real interest rates domestically, Brazilian firms have sought increased access
to foreign capital markets and U.S. securities and brokerage firms have played a leading role in
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assisting and advising them.

Several U.S. securities firms have minority interests in joint ventures with Brazilian companies.
Salomon Brothers has been permitted by the Central Bank and CVM to gain a majority interest in
a Brazilian securities firm by buying the shares of its Brazilian partners.

With respect to accessing foreign capital, U.S. securities firms have been very active in underwriting
international issues by local firms. In an effort to lengthen maturities of private sector debt, the
government has provided a fiscal incentive for maturities longer than eight years. The government
has steadily increased its presence in the overseas debt market since 1994, mainly seeking to
establish tenor and rate benchmarks for Brazilian private sector debt.

U.S. and other foreign banks have also been active in Brazil's securities markets. Citibank has its
own brokerage operation and has a majority interest in the country's ninth largest brokerage house.
U.S. and other foreign banks are well represented among foreign investment stock funds in Brazil.

TREATMENT OF U.S. FINANCIAL INSTITUTIONS

Article 192 of the Constitution of 1988 effectively prohibited the entry or expansion of foreign banks
and securities firms. Only those foreign securities firms already established in Brazil may
underwrite, broker, and trade in domestic securities or hold seats on Brazilian exchanges. Despite
these restrictions, foreign securities firms have been entering Brazil in recent years as partners of
Brazilian firms.

Although no foreign or domestic firm had previously been permitted to deal in foreign securities,

in September 1994, the Central Bank authorized Brazilians, via foreign and domestic banks, to invest
in securities traded in international markets, with the proviso that 60 percent of the investment must
be in Brazilian external debt.

Foreign firms may engage in fund management activities, although they may not sell foreign mutual
funds to local investors. Foreign capital investment in Brazil remains subject to a number of
exchange controls and other limitations on access, although repatriation is not restricted.

In WTO Financial Services negotiations held in December 1997, Brazil offered to provide national
treatment in the financial services area, pending approval of the Complementary Law to Article 192.
This law is currently awaiting congressional action and will liberalize entry into both the banking
and securities sectors. In addition, further liberalization is subject to the provision that all members
of senior management of financial services suppliers must be permanent residents in Brazil.
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BANKING

SUMMARY

Canada has a large and highly-developed banking industry that included over 8,140 branches at the
end of 1997. However, the industry continues to be dominated by the six largest "Schedule I" banks
which are widely-held and Canadian-owned institutions with aggregate assets in excess of C$1.2
trillion. These six banks controlled over 90 percent of total banking assets at year-end 1997.

In December 1996, the government created a Task Force on the Future of the Canadian Financial
Services Sector to develop a framework for the sector in the 21 century. The Task Force, chaired
by Harold MacKay, reported its findings in September 1998. Early in 1998, two proposed mergers
of major Canadian banks were announced. If approved and completed, these mergers will increase
the level of concentration in the Canadian banking industry.

Atyear-end 1997, 10 U.S. bank subsidiaries were operating in Canada compared to 16 in 1990. The
decline was due to bank mergers in the United States and to strategic business decisions by some
institutions to withdraw from the Canadian market. Most U.S. banks in Canada concentrate on the
corporate sector, capital market transactions, and cross-border financial activities. They generally
have not attempted to compete with Canadian financial institutions in the retail market.

The Bank Act and other financial services laws in Canada are mandated for review every five years.
Amendments to the Bank Act in 1992 and 1997 removed some obstacles to doing business in
Canada for U.S. and other foreign banks. Foreign banks can now “opt out” of the Canada Deposit
Insurance Corporation, and the federal government has agreed to allow direct foreign-bank
branching. Legislation to implement branching has been postponed, but Canada has committed to
modify its GATS offer in the WTO financial services negotiations by June 30, 1999, to incorporate
results of implementing a new direct branching regime for foreign banks.

The financial services chapter of the NAFTA, which entered into force on January 1, 1994,
established a comprehensive set of rules to govern trade and investment in financial services among
the three signatory countries (U.S., Canada, and Mexico). Asaresult, U.S. banks now enjoy aright
of establishment and a guarantee of national treatment in Canada.

DESCRIPTION OF THE MARKET

Commercial Banking Market Structure

At the end of 1997, the Canadian banking industry included 54 commercial banks employing more

155



CANADA - BANKING

than 221,400 people and managing over C$1.3 trillion in assets. However, the industry is highly
concentrated and is dominated by the six largest “Schedule I” banks. In descending order of asset
size, these banks are the Royal Bank of Canada, Canadian Imperial Bank of Commerce (CIBC),
Bank of Montreal, Bank of Nova Scotia (Scotiabank), Toronto-Dominion Bank, and National Bank
of Canada. These institutions accounted for over 90 percent of total banking system assets at the end
of 1997. The remaining 48 banks are “Schedule II” banks which are closely-held institutions with
capital not exceeding C$750 million. The Schedule II banks include five Canadian institutions and
43 foreign-bank subsidiaries, of which 10 are U.S. bank subsidiaries.'

Total bank assets increased 62 percent between 1993 and 1997. Strong business investment,
recovery in the housing market, and growing consumption fueled loan demand. The assets of
Canada's domestic banks increased 63 percent, while asset growth of foreign-bank subsidiaries was
51 percent. U.S. bank subsidiaries achieved an 81 percent increase in assets between 1993 and 1997.

Balance Sheet Data for the Canadian Banking Industry
(C$ billions, year-end)

1993
Shareholders’ Equity Liabilities Assets
All Banks 39.2 716.8 756.0
Domestic Banks 354 659.7 695.2
Foreign Banks 3.8 57.0 60.8
U.S. Banks 1.1 11.1 122

Balance Sheet Data for the Canadian Banking Industry
(CS$ billions, year-end)

1997
Shareholders’ Equity Liabilities Assets
All Banks 54.7 1169.6 1224.3
Domestic Banks 49.8 1082.7 11324
Foreign Banks 4.9 86.9 91.9
U.S. Banks 16 22.1 237

Source: Chartered Bank Assets & Liabilities, Canada Gazette, Part I. www.canada.gc.ca

'Schedule I banks are publicly-traded, majority-owned Canadian institutions with capital in excess of C$750
million. Schedule II banks are closely-held institutions with capital not exceeding C$750 million.
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In the first half of the period 1993-1997, interest rates were volatile due in part to the Mexican
financial crisis. Short-term rates declined from over 8 percent in early 1995 to a little over 3 percent
by mid-1997 and climbed back to near 5 percent by the end of 1997. Given this interest-rate
environment and the overall growth of the Canadian economy, the period of 1993-1997 was very
good for the financial services sector and the banking industry in Canada. The six largest Canadian
banks recorded net income of C$7.5 billion in FY97 (ending October 31, 1997), compared with
C$2.9 billion in FY93. Return on common shareholders' equity increased to 15.3 percent in FY97
from 9 percent in FY93. Income from the securities subsidiaries of Schedule I banks played a major
role in this rise in earnings. Non-interest income of the top six banks contributed 47.5 percent of the
total net interest and non-interest income in FY97, up from 38 percent two years earlier.

Canadian banks are federally-chartered and regulated. They may operate in all ten Canadian
provinces and two territories, as well as overseas. At the end of 1997, about 8,140 branches were
located throughout Canada. The Schedule I banks operated the majority of the branches and
employed the majority of the 221,400 employees working in the banking sector at year-end 1997.
Schedule I1 banks had 157 branches at year-end 1997, of which 99 belonged to the Hongkong Bank
of Canada, a subsidiary of Hongkong Shanghai Bank Corporation. NAFTA-country Schedule II
bank subsidiaries can establish inter-provincial branches under the same terms as Schedule I banks.
However, non-NAFTA country Schedule II bank subsidiaries must secure approval from the
Minister of Finance to open more than one branch. As part of its WTO financial services offer,
Canada has committed to removing this requirement by June 30, 1999.

Canadian banks, both Schedule I and Schedule II, can engage in a wide range of financial activities
in addition to traditional banking services. A bank may provide financial services (including
financial planning), investment counseling and portfolio management services, and merchandise
promotion and payment services to credit and charge-card holders. In addition, a bank may create
subsidiaries to undertake other financial activities, including securities dealing, mortgage lending,
trust services, insurance, mutual fund sales and management, merchant banking, venture capital, real
estate brokerage and investment, leasing (except automobile leasing), and factoring.

A number of "near-banks" in Canada compete for the deposit and lending business of the
commercial banks. These include trust and loan companies (similar to U.S. savings and loans),
credit unions, consumer loan and finance companies, and several public-sector housing and financial
agencies (i.e., Canada Mortgage and Housing Corporation, Export Development Corporation,
various provincial savings banks, and the federal Farm Credit Corporation). Other types of financial
institutions include life and health insurance companies, property and casualty insurance companies,
investment dealers, and merchant banks.

Foreign banks were not permitted to operate in Canada until 1980. After that, foreign-bank
operations were authorized as separately-capitalized subsidiaries. Generally, foreign banks have
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concentrated on wholesale banking and capital markets activities; this approach reflects the
significant investment in facilities and marketing needed to compete in the retail sector. However,
Hongkong Bank of Canada is an exception. It is the largest Schedule II bank and the seventh-largest
bank in Canada in terms of assets, and it is the only Schedule II bank with an extensive retail branch
network. Hongkong Bank’s growth results from its acquisition of several other institutions and its
cultivation of Canada’s rapidly-growing Chinese community. (Foreign Schedule II banks can
undertake the same banking activities as domestic banks.)

In December 1996, the government created a Task Force on the Future of the Canadian Financial
Services Sector to develop a framework for the sector in the 21* century. The Task Force, chaired
by Harold Mac Kay, issued its report on September 15, 1998. The report addressed banking, leasing,
and insurance financial services in the context of increasing globalization and mergers. Overall, the
report concluded that the government has a role to play in supervising the financial services sector,
but recognizes that the sector must be shaped by market forces. Priority was given to consumer
interest as the criteria by which to judge government policy in the sector. To this end, the Task
Force Report recommended passing legislation to permit foreign bank branching (not ruling out
mergers among Canada’s largest banks) and liberalizing the insurance and leasing markets. As of
November 1, 1998, the government of Canada is undertaking hearings in further consideration of
these recommendations.

Early in 1998, two proposed mergers of major Canadian banks were announced. In January the
Royal Bank of Canada and the Bank of Montreal announced that they planned to merge and, a few
months later, the Canadian Imperial Bank of Commerce and Toronto-Dominion Bank announced
that they intended to merge. Both of these mergers require approval from shareholders, regulators,
and the Minister of Finance. If approved and completed, these mergers will increase the high level
of concentration in the Canadian banking industry.

Bank Supervision and Regulation

Banks are regulated by the Office of the Superintendent of Financial Institutions (OSFI), which also
regulates federally-chartered trust and loan companies and insurance companies. OSFI is an
independent regulatory agency of the Canadian federal government. The Superintendent is
appointed by the Finance Minister and confirmed by the Cabinet for a seven-year term. On matters
requiring the attention of the Cabinet, the Finance Minister represents OSFI. Federal government
policy regarding financial institutions is established by the Department of Finance.

Banks are required to join the Canada Deposit Insurance Corporation (CDIC), a federal entity (a
Crown corporation) that insures depositors up to C$60,000. Banks and trust and loan companies
currently pay a CDIC insurance premium set at 0.167 percent of assets. Due to failures of insured
institutions since the mid-1980s, the CDIC had a cumulative deficit of C$1.5 billion at the end of
1993. These failures prompted new legislation in 1996 to strengthen the regulatory regime for
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financial institutions. Since 1993, the CDIC has steadily reduced its deficit and plans to eliminate
it entirely by March 1999. A 1997 revision of the Bank Act includes an “opt out” clause for foreign
banks with respect to membership in CDIC, since it is oriented toward the protection of retail
depositors and most foreign-bank subsidiaries do not accept retail deposits. Those banks opting out
are effectively limited to taking deposits over C$150,000 (the level below which the retail banking
regulations apply).

Since 1987, banks have been allowed to own securities firms in Canada. Each of the six largest
Schedule I banks has either acquired a securities firm or started one de novo since then.
Consequently, bank-owned securities firms dominate the Canadian securities market. Banks may
also own trust and loan companies and insurance companies. They may set up “networking”
arrangements with other financial institutions and distribute those institutions’ products and services
in their branches to their customers. Banks also have the right to own “specialized financing
corporations,” which allow them to undertake broad venture capital and merchant banking activities.

Banks may offer investment counseling and portfolio management services directly or through

securities subsidiaries, and financial planning services are also permitted as part of the business of
banking. Banks may offer real estate services (property development, management and brokerage),

and they are also allowed to offer some non-financial services such as information management.

Over the past few years, banks’ movement into the trust area has been significant; however, banks’

movement into the insurance area has been cautious largely because of a restriction on their ability

to network most traditional insurance products within their branches to their customers.

Payments and Electronic Banking

Payments in the Canadian banking system are transacted through the Canadian Payments
Association (CPA), created by the Canadian Payments Association Act. The CPA is chaired by the
Bank of Canada, the central bank, and representatives of banks and other deposit-taking financial
institutions sit on its board of directors. The CPA had 145 members at year-end 1997. Clearing is
handled through regional settlement points of the CPA located in seven major cities across Canada.
The Bank of Canada, unlike the U.S. Federal Reserve System, does not have a direct role in the
clearing process. Although the CPA cleared 3.2 billion items worth C$16 trillion by year-end 1997,
the smaller number of financial institutions in Canada reduces the complexity of the clearing process
as compared to the United States.

Canada has an extensive network of automated teller machines (ATMs), with 14,484 bank-owned
ATMs at year-end 1997, compared to 12,000 in 1994 and 6,000 in 1990. Additional ATMs owned
by other financial institutions are connected through the electronic banking network run by the
"Interac” association, a consortium of Canada's "big six" banks, Canada Trustco, and credit unions.
This network brings total ATMs to about 19,200. Most Canadian ATMs allow access to the U.S.-
based Cirrus and Plus ATM networks. The CPA requires that transactions between member
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institutions in Canada on any ATM network be routed and settled entirely within Canada. All the
major deposit-taking institutions now provide telephone banking services, as well as some type of
computer-based banking. Citizens Bank, owned by the Canadian VanCity Savings Credit Union,

and ING Direct, a subsidiary of the Dutch financial group ING, began operating in 1997 as

branchless “virtual banks” in the retail sector.

U.S. PRESENCE IN THE MARKET

Atyear-end 1997, 10 U.S. bank subsidiaries were operating in Canada, two fewer than at the end of
1993. The decline in the number of U.S. bank subsidiaries in Canada is due both to the mergers of
U.S. parent banks and to strategic business decisions by U.S. organizations to withdraw from the
Canadian market. U.S. banks had C$23.7 billion in total assets at year-end 1997, up from C$12.2
billion at the end 0of 1993. They accounted for 1.9 percent of banking assets and 1.0 percent of loans
at the end of 1997, compared with 1.6 and 1.3 percent respectively in 1993, and 2.2 and 2.1 percent
respectively at the end of 1990.

U.S. banks in Canada focus on the corporate sector and capital market activities. Generally, they
have not attempted to compete with Canadian financial institutions in the retail market. (Only two
U.S. banks have retail branches in more than one Canadian city.) Given their small capital base
relative to their much larger Canadian competitors, U.S. banks have been successful in Canada by
emphasizing their expertise in capital markets activity. They offer specific off-balance sheet
products, foreign exchange swaps, and other financial services through which the U.S. bank can
serve clients on both sides of the border.

Among the non-lending activities currently conducted by U.S. banks in Canada are cash
management, investment banking, government bond sales and trading, and dealing in derivative
products. Since 1989, three U.S. banks have been authorized by the Department of Finance to
function as primary distributors of Canadian government securities. One of the U.S. banks is the
second largest dealer in the government bond market in Canada. Although it is permitted, only one
U.S. bank has entered into a joint venture with a Canadian trust company to form a limited-purpose
trust company that engages in stock transfer and corporate trust services.

TREATMENT OF U.S. FINANCIAL INSTITUTIONS

Until 1980, foreign banks were permitted to operate in Canada only as representative offices. An
amendment to the Bank Act in that year authorized the establishment of foreign-bank subsidiaries,
but foreign-bank operations were subjected to administrative controls on their growth in the form
of rules regarding “deemed authorized capital” and market share limits. The U.S.-Canada Free
Trade Agreement (FTA), which entered into force on January 1, 1989, exempted U.S. banks from
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the system of deemed authorized capital and market share limits. In addition, U.S. bank subsidiaries
were exempted from the requirement to obtain approval from the Finance Minister prior to opening
branches and from the regulatory constraints on loan transfers to their parent banks. All U.S.
investors were exempted from the 25 percent limit on aggregate foreign ownership of widely-held
(Schedule I) Canadian banks.

The financial services chapter of the NAFTA, which entered into force on January 1, 1994,
established a comprehensive set of rules to govern trade and investment in financial services among
the three signatory countries (U.S., Canada, and Mexico). As aresult, U.S. banks now enjoy aright
of establishment and a guarantee of national treatment in Canada. NAFTA also established a
Financial Services Committee to supervise implementation of the chapter and to address financial
services issues that are referred to it by any of the three countries. If differences of interpretation

cannot be resolved by this committee, formal dispute settlement mechanisms are available.

In early 1997 the government announced that it would "make public" legislation to allow direct
foreign-bank branching in Canada by the end of 1997. This legislation has been delayed both by the
discussion of two proposed mergers among the largest Canadian banks and by the government’s
desire to review the Task Force Report on the Financial Services Sector. Until a law is enacted to
amend the Bank Act, foreign banks in Canada will continue to be prohibited from operating as direct
branches of their parent institutions. Therefore, these banks remain at a competitive disadvantage
with respect to Canadian banks. Due to their relatively small capitalization and legal lending limits,
U.S. and foreign-bank subsidiaries are precluded from competing for large corporate loans. (They
are prohibited from extending loans to a single borrower in excess of 100 percent of the subsidiary’s
capital. Furthermore, bank subsidiaries may only reach the 100 percent limit in exceptional cases,
and they must notify OSFI when they exceed the 50 percent level.) Foreign-bank subsidiaries also
face the added expense of maintaining a separate board of directors, half of whom must be Canadian
residents.

U.S. and other foreign banks are also disadvantaged by Canada’s Income Tax Act, which imposes
anonresident withholding tax on funds borrowed by the foreign-bank subsidiary from its nonresident
parent bank and nonresident related companies. Although 1995 amendments to the U.S.-Canada tax
treaty reduced the rate of withholding from 15 percent to 10 percent, this tax provision makes it
uneconomical for foreign-bank subsidiaries in Canada to lower their funding costs by borrowing
from their parent banks.

The conditions for foreign-bank branching that the Canadian government has proposed thus far (and
which may be part of the final legislation) would remove some disadvantages that foreign
institutions face due to the subsidiary requirement, but other restrictions would continue. For
example, the ability to operate branches in Canada would generally apply to foreign banks with at
least C$25 billion in assets on a worldwide basis; however, the branches of foreign banks would not
be allowed to take retail deposits (defined as under C$150,000). According to the Department of
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Finance, most foreign banks operating subsidiaries in Canada at present would be able to operate
branches in the future. However, the ability of regional and/or special-purpose U.S. banks to set up
branches would be limited.

Bank Act revisions in 1992 loosened the previous requirement that banks operating in Canada must
maintain and process all their customer data in Canada. Banks must request approval from OSFI
for offshore data processing, but reportedly all such requests by U.S. banks have been approved. A
prohibition precluding banks from offering data processing services to outside parties is still in
effect. However, exemptions from the prohibition can be requested and all banks (both Schedule
I and Schedule II) may apply to OSFI for an exemption. To date, no U.S. bank that has applied for
an exemption has been turned down.

In addition to the CDIC opt-out provision for foreign banks noted above, a few other changes to the
Bank Act in 1997 improved the treatment of U.S. financial services companies in Canada.
Regulated foreign banks that own a Schedule II bank will no longer be required to own other
financial services subsidiaries through the Schedule I bank. This change means that a U.S. bank
with a Schedule II bank in Canada could operate its other Canadian subsidiaries, performing
nonbank operations such as securities brokerage and investment banking, directly under the U.S.
parent.

In addition to wholesale banking operations, U.S. banks and financial services companies engage

in a range of activities in Canada, including consumer finance, leasing, credit-card issuance, and

mortgage insurance. The government has distinguished between two types of foreign companies that
offer limited financial services in Canada, or "near banks,” depending on how they are regulated in
their home jurisdiction. In general, both types are defined as entities that do not take deposits, that
provide one or more banking-type services, and that have received approval under the Bank Act to
enter the Canadian market.

The 1997 banking legislation specifies regulations for near banks that are not regulated as banks in
their home jurisdiction, such as GE Capital, the "big three" auto company finance subsidiaries, and
key U.S. consumer finance companies. However, the government places in a separate category, and
treats differently, those foreign providers of limited financial services that are regulated as banks in
their home jurisdiction. The government proposed in 1996 that these companies be required to
become bank subsidiaries to operate in Canada. This requirement would have created a significant
burden for U.S. companies already in operation, and it met with opposition in Parliament. The
government, thercfore, decided to address these foreign companies when it issues the foreign
branching legislation. Until then, those foreign companies offering a limited range of financial
services and now operating unregulated in Canada, as well as new entrants that meet certain criteria,
will be allowed to conduct their activities without being regulated as financial institutions.
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1994 period average
1995 period average
1996 period average
1997 period average
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1.38 C$/USS

CANADA - BANKING

163






CHILE

BANKING

SUMMARY

As of year-end 1997, 29 banks and three consumer finance companies were operating in Chile. The
Banco Santiago (the result of the merger of two banks in 1997) is Chile's largest bank, accounting
for 17 percent of loans and almost 14 percent of deposits. However, Chile's one state-owned bank,
the Banco del Estado, continued to hold the largest share of deposits, almost 16 percent of the total.
Private banks handle nearly all corporate business within the banking sector. Three "financieras,"
roughly equivalent to consumer finance companies, concentrate on consumer business and are not
permitted to offer checking accounts or handle international business.

Continued vigorous economic growth in recent years has strengthened bank profits. Loans and
deposits both doubled in the four years through December 1997, and banking system assets grew in
nominal terms by 25 percent in 1997.

A new banking law, passed in November 1997, stipulates objective parameters for allowing new
banks to enter the Chilean market. The law also substantially expands the types of activities in
which banks may engage: Chilean and foreign banks may establish subsidiaries for securities and
insurance brokerage, leasing, and factoring. With the exception of the regulation regarding the
maximum conventional interest rate, all of the regulations for effecting the changes embodied in the
new law have been promulgated

The banking sector is regulated by the Superintendency of Banks and Financial Institutions, an
agency that reports to the Finance Minister. The Central Bank, in conducting monetary and
exchange rate policy, also regulates bank operations.

As of year-end 1997, six U.S. banks had 35 branches in Chile. The six banks with branches
accounted for around 4 percent of deposits and slightly less than 5 percent of loans in the banking
system. U.S. banks generally focus on corporate rather than retail business.

Foreign banks are allowed to establish either as branches or subsidiaries, although the Bank
Superintendency appears to prefer that foreign banks set up branches. Foreign banks operating in
Chile are guaranteed nondiscriminatory treatment by a 1960 law and Chile's foreign investment law
(Decree Law 600). Foreign banks can engage in the same range of activities permitted domestic
banks. Lending limits are based on a foreign branch's local capitalization, rather than the worldwide
capital of its parent.

As of year-end 1997, one private Chilean bank, the Banco de Chile, had a branch office in New
York, a state agency in Miami, and a representative office in Frankfurt. Banco de Santiago has
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applied to establish a federal branch and a state agency in the United States. Other private Chilean
banks had representative offices in Buenos Aires, Sao Paulo, Caracas, Mexico City, and Hong Kong.

DESCRIPTION OF THE MARKET
Structure of the Market

As of year-end 1997, 29 banks and three finance companies were operating in Chile; total banking
system assets were US$105.2 billion.! Domestic Chilean banks have varying patterns of ownership.
The one state-owned bank, the Banco del Estado, accounted for 12 percent of loans and 15.6 percent
of deposits. Some of the 11 private Chilean banks are controlled by Chilean families with other
commercial and industrial interests. Others are owned in part by banks or firms from the United
Kingdom, France, Italy, the Netherlands, Canada, and Spain. Shares of most private Chilean banks
are traded on Chilean stock exchanges, and four are traded on the New York Stock Exchange. The
17 foreign banks operating in Chile include six U.S. banks (35 branches) and branches or
subsidiaries of banks from Spain, Brazil, Argentina, the Netherlands, France, Japan, and Hong Kong.

The Banco del Estado concentrates on providing services to the public sector and savings accounts
to small individual savers. It is not seen as a major direct competitor to the commercial banking
system. Private banks handle nearly all corporate business within the banking sector. Three
"financieras," roughly equivalent to consumer finance companies, concentrate on consumer business
and are not allowed to offer checking accounts or handle international business.

Corporate lending is focused on medium-sized businesses. Until early 1994, banks were prohibited
from lending more than 5 percent of their assets on an unsecured basis to a single customer, so firms
wanting to borrow larger amounts resorted to international sources of finance. A new banking law
passed in late-1997 established a variety of specific collateral criteria for lending in excess of this
general limit, such as for export and public works projects.

Chile's rapid economic growth throughout this decade has permitted increased financial activity and
healthy bank profits — the volume of loans and deposits both doubled in the four years through
December 1997, and banking system assets grew in nominal terms by 25 percent in 1997. Loan
quality has improved as a result and at the end of 1997, delinquent loans were near the historic low
point and stood at 1.0 percent of total loans. However, higher interest rates may increase the amount
of non-performing loans.

! Asset figure not adjusted for futures operations, checks in clearance, and adjustment/control accounts.
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A new banking law, passed in November 1997, substantially enhanced the prospects for new
banking activity in Chile. Since the financial crisis of the early 1980s, Chilean authorities had

considered Chile "overbanked" and allowed no new banks, foreign or domestic, to enter the market
except through the purchase of existing banks; several foreign banks entered the Chilean market in
this manner. In addition to stipulating objective parameters for allowing new banks to enter the
Chilean market, the new law also substantially expands the types of activities in which banks may
engage. Under this law, Chilean and foreign banks may establish subsidiaries for securities and
insurance brokerage, leasing, and factoring. (Branches may also engage in leasing and factoring.)
Chilean banks also are now permitted to engage in banking business overseas, through cross-border
lending, the establishment of branches and by directly investing in foreign affiliates. Many of the
regulations for effecting the changes embodied in the new law were still pending as of mid-1998.

Automatic teller machines are provided by a network of 17 private banks. AsU.S. banks concentrate
on corporate lending, there are only two U.S. banks that participate in the network. However,
foreign banks are afforded the same treatment for offering ATM services as domestic institutions.
As of mid-1998, the number of ATM cards in use was estimated at almost 2.8 million and there were
almost 1,600 machines operating in the country; in 1997, the number of transactions recorded on the
system totaled 101.4 million.

Bank credit cards are managed by a separate network of 13 private banks. At the end of 1997, over
2.2 million credit cards were being used in Chile; the number of cards in use had almost doubled in
a period of four years. In the final quarter of 1997, spending using bank credit cards totaled almost
US$450 million. Retail stores make up a significant part of the credit card business, and a
department store is actually Chile's largest issuer of credit cards (by number of cards). Debit cards
were introduced into the Chilean market in 1995; in 1997, transactions using this type of instrument
amounted to US$11 million.

Banks trade foreign exchange in the official foreign exchange market. Since mid-1992, banks and
other local firms have been allowed to trade currency and interest rate futures. The volume of these
transactions on the Santiago Stock Exchange is small; the off-exchange trading volume is not
known.

Regulatory Structure

The banking sector is regulated by the Superintendency of Banks and Financial Institutions, an
agency that reports to the Finance Minister. The Central Bank, in conducting monetary and
exchange rate policy, also regulates bank operations. The new banking legislation passed in 1997
implemented Basle capital adequacy standards in Chile. The Superintendency establishes a
differentiated maximum lending rate, the “tasa maxima convencional,” for various categories of
loans made by financial institutions. The Central Bank and the Superintendency both regulate
derivatives trading.
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Under the new banking law, 100 percent of sight deposits and long-term savings accounts for both
domestic and foreign banks are guaranteed. Ninety percent of the value of bank time deposits are
also guaranteed, for both domestic and foreign banks, up to a limit of approximately US$3,400 per
individual depositor.

In April 1998, the Federal Reserve Board of the United States, the U.S. Comptroller of the Currency,
and the Chilean Superintendency of Banks and Financial Institutions entered into a cooperation
arrangement. The regulatory authorities agreed to exchange information concerning applications
filed for establishing banking business in Chile and the United States, as well as material information
relevant to banking supervision, subject to each country’s disclosure restrictions.

U.S. PRESENCE IN THE MARKET

Six U.S. banks operate in Chile through 35 branches. Most U.S. banks have concentrated on
corporate lending, although a few U.S. banks have significant retail banking businesses. Several
have established securities subsidiaries that have no formal connection to their Chilean banking
branches.

Chilean branches of U.S. banks in general have not been highly profitable compared to private
Chilean banks. U.S. banks generally show more dollar assets than obligations and more peso
obligations than assets which, due to the real peso appreciation that has taken place over the past
several years, led to losses as most head offices require that local capital be hedged in dollars. These
losses of Chilean branches are balanced by corresponding gains of U.S. parent firms, which have
balancing surpluses of dollar obligations and peso assets. This phenomenon appeared to reverse in
early 1998 as U.S. banks substantially outperformed Chilean banks due largely to a lack of market
liquidity and subsequent dollar appreciation.

TREATMENT OF U.S. FINANCIAL INSTITUTIONS

Foreign banks are allowed to establish either as branches or subsidiaries, but the Bank
Superintendency appears to prefer branches because the legal liability of a foreign branch extends
to the parent institution. All U.S. banks in Chile are considered branches by their home offices and
Chilean law. However, they have the subsidiary-like characteristic of being subject to lending limits
based on local capital.

Foreign banks are permitted the same range of activities as domestic banks, including issuance of
credit cards and the offering of ATM services, and may fund themselves through deposits as do
domestic banks. Foreign banks also can establish securities subsidiaries that have no formal
connection to their Chilean banking operations to carry out these activities.
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Foreign banks can trade foreign exchange through the official exchange market. However, Chile
retains some controls on international movement of capital. One measure discouraging inward
flows, particularly of short-term capital, is a reserve requirement on all credit inflows except direct
supplier credits. Under this measure, firms are required to deposit an established percentage of the
inflow in a non-interest-bearing reserve account for one year, or pay the Central Bank a tax
equivalent to the interest that would be foregone. (However, the percentage rate was lowered from
10 percent to zero in September 1998.) These capital restrictions apply to domestic and foreign
firms equally under the law, but their removal probably would benefit foreign, including U.S., banks
disproportionately because foreign banks' international networks are stronger than those of Chilean
banks. Foreign banks can fund themselves through deposits.

Chilean regulatory practices are generally transparent. U.S. bankers contacted for this report did not
express any complaints about regulatory transparency.

Chilean Banking System
(Shares of Deposits and Loans by Type of Institution)

Type of Institution Number of Firms Number of Percent of Percent of
Branches Deposits Assets
Domestic Private Banks 11 742 62.1 54.8
Banco del Estado 1 204 15.6 10.9
Foreign Banks* 17 220 18.3 325
of which: U.S. Banks 6 35 4.2 16.2
Consumer Finance 3 159 4.0 1.8
TOTAL 32 1325 100.0 100.0

*At least 51 percent foreign ownership. Figures are as of December 1997.
Source: Superintendency of Banks and Financial Institutions.
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U.S. Commercial Banks’ Share of the Chilean Market

: as of December 31, 1997

Bank Percent of Deposits Percent of Assets
Citibank 26 3.8
v Bank Boston 0.7 5.0
Republic National Bank 0.5 0.6
Chase Manhattan 0.3 3.5
American Express 0.2 0.8
Bank of America 0.0 2.4
TOTAL 43 16.1
[ Source: Superintendency of Banks and Financial Institutions
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CHILE

SECURITIES

SUMMARY

Chile has three securities exchanges, with the Santiago-based Electronic Exchange (Bolsa
Electrénica) and the Santiago Trading Exchange (Bolsa de Comercio) accounting for nearly all of
the transactions. The exchanges trade equities, corporate debt, government debt, and Central Bank
debt. Despite rapid growth in equity prices and an associated rise in new stock issues through the
mid-1990s, the market remains relatively concentrated and illiquid. The bulk of trading is focused
on the shares of only a few companies and daily trading volumes tend to be small. The number of
Chilean companies offering shares on the New York Stock Exchange (NYSE) through American
Depositary Receipts (ADRs) now totals 25, and much of the trading of shares of Chilean companies
now takes place in New York.

There is no legal discrimination or restrictions against foreign securities firms wishing to operate in
Chile's securities markets. However, foreign brokerage firms must establish Chilean subsidiaries.
At the end of 1997, eight foreign firms, including several from the United States, participated as
brokers through their Chilean subsidiaries. U.S. firms can manage pension funds and mutual funds
as well as operate insurance companies in Chile.

The most important institutional investors in both the stock and the bond markets are Chile's rapidly
growing private pension funds, which at the end of 1997 had US$31 billion in assets (39 percent of
GDP).

Direct purchases of Chilean equities by U.S. investors are permitted, but economically discouraged
by requirements that foreign investors maintain their Chilean investments for at least one year and
deposit some percentage of their capital in a non-interest-bearing account with the Central Bank.
(The reserve requirement rate was reduced to zero in September 1998.) Foreign investors are also
liable for Chilean capital gains taxes. Chilean institutions and individuals face a variety of
limitations in undertaking investments in foreign securities.

U.S. firms have participated in underwriting Chilean offshore securities issues (bonds and ADR
issues).

DESCRIPTION OF THE MARKET

Chile has three stock exchanges. The Bolsa de Comercio accounts for almost three-quarters of
equities trading in the country and slightly more than 48 percent of total value of transactions. At
the end of 1997, it was owned by 40 brokerage houses, including five subsidiaries of foreign firms.
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The Bolsa Electronica, founded in 1989, is the largest exchange in terms of total value of
transactions. At the end of 1997, this exchange had 18 brokers and traded the shares of some 324
companies with a total market share of 51 percent. The nation's oldest exchange, the Bolsa de
Corredores, based in the port city of Valparaiso, handles less than one percent of total value of
transactions.

Market Capitalization
Bolsa de Comercio, Bolsa Electrénica, and Valparaiso

Year Chilean pesos USS billions

1993 19,233,969 452
1994 27,349,445 69.0
1995 28,978,489 70.9
1996 27,981,726 66.2
1997 31,592,248 72.1

Source: Superintendency of Securities and Insurance

At the end of 1997, there were 53 full service brokerage houses. An additional nine securities
dealers traded fixed-income debt instruments only. Affiliates of Chilean banks had a market share
of almost 40 percent through nine securities brokers. About 34 percent of the market was being
conducted by seven foreign securities firms; the largest single broker was an affiliate of a U.S. bank.

Securities houses can be either "corredores de bolsa" or "agentes de bolsa." The former must belong
to a stock exchange, while the latter cannot trade on the exchanges.

The three exchanges trade primarily equities, corporate bonds, government debt, nominal and
inflation-adjusted Central Bank debt, and mortgage debt issued by banks. Interest rates on Central
Bank and corporate bonds with maturities of over 30 days are adjusted for consumer price inflation,
but 30-day Central Bank paper is expressed in nominal interest rates. Despite past market
specialization, both the Bolsa de Comercio and the Bolsa Electronica handle stock activity, fixed-
real-rate bonds, and short-term Central Bank paper. The Bolsa de Comercio runs a small futures
market where futures on dollars and the blue-chip stock index are traded. New financial products
must be approved by the Central Bank and/or the appropriate superintendency (of banks and
financial institutions, or of securities and insurance). In addition, new products to be traded on
securities exchanges must be approved by those exchanges.
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Rapid economic growth over the past decade and rising investor confidence led to a dramatic
increase in stock market activity in terms of volume, market capitalization, share value, and listed
companies through the middle of the decade. Share prices increased substantially and new equity
offerings far outpaced new issues of corporate bonds. Chile's return to international creditworthiness
led several firms to sell bonds on international markets.

In 1996 and 1997, however, local stock exchange trading volume in equities was adversely affected
by a general weakening of the Chilean peso vis-a-vis the U.S. dollar and a transfer of market activity
to the NYSE. The fact that the most heavily traded Chilean shares are now offered as ADRs on the
NYSE is a contributing factor to this development.

Chile's stock market still remains relatively concentrated and illiquid. Shares of the 10 most heavily
traded companies on the Bolsa de Comercio, four of which were utility firms, accounted for some
35 percent of the market's capitalization at the end of 1997. Trading in those shares accounted for
60 percent of total 1997 trading volume. In December 1997, average daily trading activity on the
Bolsa de Comercio was US$28 million. The low rate of turnover makes prices highly volatile,
especially when outside factors suddenly change a company's earnings prospects.

Foreign investment in Chilean shares contributed to the increase in share prices and to the increase
in blue-chip stock price/earnings ratios through the mid-1990s. Most of the foreign share purchases
have been targeted at the 25 Chilean firms whose shares are traded in the United States via ADRs.
(The total number of ADRSs traded on the NYSE is 26 as one Chilean firm, Andina, has issued two
ADRs.) The shares traded via ADRs include many of the market's most important companies.
There are also 26 foreign investment funds that purchase shares in a variety of Chilean companies.

Institutional Investors

By far the largest institutional investors in Chile are Chile's private pension funds managed by
Administradores de Fondos de Pension (also known as AFPs). The AFPs were created in 1981 when
the government-run pension system was privatized. Most working adults switched to the private
system, and all of those entering the labor force since that time have been required to contribute a
fixed percentage of their wages to an AFP of their choice. As the economy has grown, and as new
workers have entered the labor force, AFP assets have risen rapidly. At the end of 1997, AFP assets
totaled about US$31 billion. These funds are invested primarily in long-term bonds and the stock
market.

Other institutional investors include insurance companies, mutual funds, and foreign investment
capital funds. Insurance companies had assets of some US$8.3 billion as of April 1998, invested
primarily in long-term Central Bank bonds. At the end of 1997, mutual fund assets totaled US$4.2
billion. Of the 92 mutual funds, 33 invest exclusively in securities and 59 in bonds. The number

173



CHILE - SECURITIES

of investors participating in mutual funds virtually tripled from 1993 and stood at roughly 210,000
at the end of 1997.

The 26 foreign investment funds allow foreign buyers to invest in Chilean stocks other than through
ADRs. (U.S. investors are not prohibited from purchasing Chilean stocks directly, but foreign
capital invested in Chile must be kept in the country for a minimum of one year.) The funds are
registered under Chile's foreign investment law, Decree Law 600. The foreign investment funds
allow U.S. investors to purchase shares in the United States in funds that trade Chilean stocks in the
Chilean market. The funds are not limited to U.S. investors. At the end of 1997, assets of foreign
investment funds totaled just US$1.4 billion; at the end of 1994, such assets stood at roughly US$2.4
billion (indexed to December 1997).

Regulation

Chile's securities markets are regulated by the Superintendency of Securities and Insurance (SVS).
The SVS supervises corporations and other entities offering securities publicly, the stock exchanges,
brokers, over-the-counter dealers, insurance companies, and mutual and investment funds. It
requires quarterly reports and notification of any material facts by all entities offering securities. The
Superintendency of Banks and Financial Institutions supervises domestic banks, including trading
in their stock. AFPs are regulated by the Superintendency of Pension Fund Administrators. The
legal basis for formation and administration of joint stock corporations is Law 18,046 of 1981.
Capital markets reforms passed in early 1994 increased the variety of investment options available
to the AFPs and tightened conflict-of-interest restrictions.

U.S. PRESENCE IN THE MARKET

U.S. firms, particularly affiliates of U.S. commercial banks, have a growing presence as stock and
bond traders. As of December 1997, four U.S.-owned securities firms had nearly 38 percent of all
stock broker assets in the combined market and several other U.S. firms owned partial stakes in, or
were affiliated with, other brokers. Most of the U.S.-owned brokers are on the Bolsa Electroénica,
and only two are on the Bolsa de Comercio. None are on the smaller Valparaiso-based Bolsa de
Corredores.

Among the institutional investors, a number of pension fund management companies, insurance

companies, and foreign investment fund management companies are owned by U.S. firms. Seven
of the 92 mutual funds, representing some nine percent of the total value, are operated by Citicorp.
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TREATMENT OF U.S. FINANCIAL INSTITUTIONS

U.S. brokerage firms can establish and operate in Chile according to the procedures of the foreign
investment law, Decree Law 600, which is based on the principle of nondiscrimination.
Nondiscriminatory treatment is also guaranteed in the Chilean constitution's Article 19. U.S.
securities firms may be present in Chile, but only as subsidiaries.

There are no requirements concerning the employment of Chilean nationals or limits on the
employment of foreign nationals. However, U.S. and other foreign securities firms wanting to trade
stock on an exchange must purchase a seat.

There is no obstacle to a U.S. firm establishing an AFP, as long as the AFP is a Chilean corporation
(100 percent foreign ownership is allowed) and is registered with the Chilean AFP superintendency.

Purchases of foreign securities by Chilean residents (banks, pension funds, mutual funds, and
insurance firms) are limited according to regulations for each type of institution. The share of assets
of pension funds that can be invested abroad in foreign securities was increased to 12 percent in
1997; most new equity purchases by the pension funds in fact have been in overseas markets.
Individuals may buy foreign securities, but they are not guaranteed authorization to buy dollars at
the official interbank exchange rate (Central Bank authorization is required for foreign currency
purchases on the interbank market for operations abroad, although a blanket authorization for certain
types of operations is possible). Chilean individuals and firms wishing to make equity investments
abroad must register their investments with the Central Bank. Also, the Central Bank has placed
limits that allow only relatively large and credit-worthy companies to issue stock in the United States
via ADRs. Banks must have a minimum BBB- rating, and other companies a minimum BB rating,
to be able to issue ADRs.

As for inward portfolio investment, government policies tend to discourage short-term portfolio
investments in two ways. First, investors must keep their capital in Chile for a minimum of one
year. Second, a set percentage of all foreign capital inflows (except supplier credits) must be placed
in a non-interest-bearing reserve account with the Central Bank for one year. (This requirement may
be waived when the capital finances capacity expansion or technological improvement.) In June
1998, the Central Bank lowered the reserve requirement rate from 30 to 10 percent. In September
1998, the rate was reduced to zero. As a general result of these policies, most U.S. investment in
Chilean stocks is made either through ADRs traded on Wall Street or through U.S.-based foreign
investment funds.

U.S. firms operating in the domestic market have not expressed concern over discriminatory
treatment, although some have described the information requirements for beginning operations in
Chile as onerous. Neither U.S. nor Chilean firms are typically invited to comment on proposed rule
changes. While many foreign firms are satisfied that Chilean regulators take their viewpoints into
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account when considering rule changes, the degree to which this is true appears to be a function of
how actively the particular industry association pursues its interests with the authorities.

One area in which current Chilean practice is more favorable than that bound in its GATS schedule
concerns the two-year limit on repatriating capital. Current practice is to require that foreign-sourced
capital remain in the country one year before repatriation.

In addition, Chile made no commitments in asset management in its GATS schedule. While foreign
firms have been permitted to own AFPs and Chilean mutual fund management companies, Chile has
made no GATS commitments to continue to permit them to do so.

Trading Volume in Chilean Markets
(billions of pesos indexed to December 1997)

1996 1997
Equities 3,822 3,221
Fixed Real Rate Instruments 35,687 38,409
Short-Term Nominal Instruments 50,227 61,350
Currency 5,629 9,110
Futures/Other 35 33
Total 95,401 112,125
(USS billions) 231 (267)

Source: Superintendency of Securities and Insurance

Combined Exchange Activity
Bolsa de Comercio and Bolsa Electrénica
(billions of pesos, indexed to December 1997)

1994 1995 1996 1997
Yearly Trading Volume 47,569 76,055 95,401 112,125
Market Capitalization 33,458 33,627 29,672 31,592
General Stock Index Increase 272 2.2 -19.9 -7.8
Number of Firms Listed 335 323 326 330
Number of Brokerage Houses 75 67 62 53

Source: Superintendency of Securities and Insurance, Bolsa de Comercio, and Bolsa Electrénica
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BANKING

SUMMARY

China has made impressive strides over the past 20 years toward establishing a more market-based
economy, but its domestic banking system is still heavily influenced by the legacy of the old planned
economy. The banking system continues to channel the bulk of private savings to the state-owned
sector through loans that are often politically directed. In 1994, the Chinese government converted
four "specialized" banks that had dominated the domestic banking system into "commercial” banks
by transferring their responsibilities for making noncommercial loans to three newly established
"policy" banks. The Chinese government also passed the People’s Republic of China’s (PRC’s) first
central and commercial banking laws and has allowed new, non-state-owned banks to set up
business. Creating a modern commercial banking system in China, however, will require a number
of years to complete. A number of banking sector reforms have yet to be fully implemented.

All aspects of the Chinese banking system are heavily regulated. The People's Bank of China
(PBOC), the central bank, sets interest rates and deposit rates, and, until January 1998, overall bank
lending was controlled administratively through the credit plan. Because a large share of lending
by Chinese banks has traditionally been based on noncommercial criteria, these banks have little
experience with credit analysis, and their balance sheets contain many large problem loans,
especially to unprofitable state-owned enterprises. Even with the abolition of the credit plan,
state-owned banks will still be under considerable political pressure to extend loans to favored
enterprises or industries.

China's treatment of foreign financial institutions is highly restrictive. Foreign banks are not
permitted to conduct local currency (renminbi, or RMB) business except at tightly controlled levels
in limited geographical areas in Shanghai and Shenzhen. They otherwise may only participate in

wholesale banking in such areas as letters of credit, export credits, and commercial loan syndicates.
Foreign banks may open branches and subsidiaries (joint ventures and wholly-foreign-owned), but
only in 24 selected cities and special economic zones. Foreign banks are subject to several licensing
restrictions. For example, the parent foreign bank applicant is required to have a minimum of US$20
billion in total assets to open a branch. The foreign branch is required to have RMB 100 million
(US$12.1 million) in capital, of which 30 percent must be deposited at the PBOC. U.S. bankers

complain that this substantially restricts the branch’s liquidity. Banks must have had a representative
office in China for at least two years to be eligible to open a branch. To open a bank subsidiary, the
parent must have US$10 billion in assets. The necessary registered capital is RMB 300 million
(US$36 million). U.S. bankers also note that other de facto conditions for issuing a license, such as
a track record of "contributions to China," lack transparency and are politically motivated. The
regulations of the State Administration of Foreign Exchange (SAFE) impose further burdens on U.S.
banks.
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DESCRIPTION OF THE MARKET

The Chinese financial system consists of policy banks, state-owned commercial banks, shareholding
commercial banks, cooperative banks, finance companies, and financial trust and investment
companies. The four largest state-owned banks dominate the banking sector, with about 70 percent
of the assets of the banking system as of year-end 1997. A major problem in the banking sector is
the large amount of nonperforming loans resulting from a legacy of directed lending to inefficient
state-owned companies. Estimates by industry analysts place nonperforming loans at about 30
percent of total loans in the banking system, rendering the banking sector technically insolvent. To
address this issue, three policy banks were established in 1994 to assume policy lending from the
state-owned banks. The shareholding commercial banks and cooperative banks account for 7 percent
and 15 percent of banking sector assets, respectively.

State-owned Commercial Banks

Each of the four major state-owned commercial banks originally concentrated on providing financial
services to a specific economic sector, but in recent years these distinctions have diminished as they
have broadened the scope of their business activities. Nevertheless, the Industrial and Commercial
Bank of China (ICBC), the largest of these banks, still extends working capital loans primarily to

state enterprises and loans to the state sector for fixed asset investment. The Agricultural Bank of
China (ABC) provides financial services in rural areas. The China Construction Bank (CCB) offers
medium- and long-term financing to capital construction projects, and the Bank of China (BOC)

remains the PRC's main international and foreign exch