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PROCEEDI NGS

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

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

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

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

PRESI DENT van den BERG  Thank you.

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

PRESI DENT van den BERG  Ckay.

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

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

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

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

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

MR. PRICE: Thank you very nuch.



09:37:03 1

10

11

12

13

14

15

16

17

18

19

20

21

267

PRESI DENT van den BERG M. Price, the 15
plus 45 mnutes rule still applies?

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

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

THE W TNESS:  Yes.

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

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

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

THE WTNESS: That's right.

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

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

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

THE WTNESS: Al right.

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

THE W TNESS: Ckay.

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

THE W TNESS: Yes, |'m aware.

PRESI DENT van den BERG  Thank you.

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

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

THE W TNESS: Ckay.

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

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

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

PRESI DENT van den BERG  Thank you,

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

BY MR PRI CE

Q Good norning, M. Borja.

A Good nor ni ng.

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

| would like to ask you to confirmthat

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

A Yes, it is.

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

A February 47?

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

A That's right.

Q Thank you.

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

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

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

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

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

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

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

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

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

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

Q Thank you, Senor Borj a.

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

A That's right.

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

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

charts?

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

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

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

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

In the case of the controladora as its

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

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

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

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

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

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

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

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

6 nature of control adoras which again were created in

7 1990.

8 BY MR ALEXANDROV:

9 Q Thank you, Senor Borja.

10 Senor Borja, when the financial services

11 chapter of NAFTA was negoti ated, how was this

12 structure reflected in Chapter 147

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

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

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

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

3 that's why the governnent was very careful about

4 the financial services opening. And | think that

5 nore attention should be drawn to what NAFTA says

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

7 does NAFTA understand by "financial institution"?

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

9 And in ny opinion, what NAFTA says is the

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

11 the right of establishnent of a nmajority

12 participation in a financial institution in Mexico

13 was reserved to financial institutions that were

14 engaged in the sane general type of financial

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

16 principal rule. W have here the United States,

17 and we have here Mexi co.

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

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

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

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

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

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

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

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

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

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

THE WTNESS: Wich one? Sorry.

ARBI TRATOR LOVENFELD: You have a big
circle--

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

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

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

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

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

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

PRESI DENT van den BERG It is only banks?

THE WTNESS: It is only financia
servi ces providers.

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

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

PRESI DENT van den BERG  Ckay.

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

BY MR ALEXANDROV:

Q Thank you, Senor Borja.

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

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

addressed to all of the financial |aws that
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permtted NAFTA's investnents to the securities
law, to the banking |aw.

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

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

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

PRESI DENT van den BERG Tab B is Annex 7.

ARBI TRATOR LOVENFELD: | have H

PRESI DENT van den BERG  27- A?

THE W TNESS: 27-A, Section 2.

MR. ALEXANDROV: Article 27-Ais Tab H

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

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

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

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

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

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

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

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

THE WTNESS: Yes, to the NAFTA

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

BY MR ALEXANDROV:

Q Are we tal king about Annex VII, chapter
147

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

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

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

4 Q We are | ooking at claimant's hearing

5 binder, and it's Tab B.

6 A It's the definition of "investor of

7 another party."

8 PRESI DENT van den BERG  That's subsection

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

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

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

16 THE WTNESS: The definition section of

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

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

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

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

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

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

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

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

THE W TNESS: Yes.

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

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

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

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

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

PRESI DENT van den BERG  Shel | conpany
has- -

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

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

THE W TNESS: Yes, | did.

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

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

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

THE WTNESS: Well, in ny opinion, yes.

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

THE W TNESS:  Yes.

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

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

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

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

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

2 they nust be engaged in the sanme general type of

3 activity.

4 So, that definition which is under

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

6 institution nust be sonething as it is described in

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

8 engaged in the business of providing financial

9 services in the territory of third party.

10 ARBI TRATOR LOVNENFELD: Excuse ne. Wi ch

11 cane first? The statute or the NAFTA--

12 THE W TNESS: NAFTA, of course.

13 ARBI TRATOR LOVENFELD: You say 1994 hel d,

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

15 negotiating in October 1992. It net ratification.

16 THE WTNESS: W had these bilatera

17 agreenents afterwards, and actually it was approved

18 in Mexico by the Senate in '93.

19 ARBI TRATOR LOVENFELD: | know. But, |

20 nean, the drafting was in line with your 1990

21 statute, was it not?
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10:04:13 1 THE W TNESS: No. W began negoti ati ng,
2 understand, in 1990. It finished the negotiations

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

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

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

8 inplenenting legislation issued and prepared to

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

11 ARBI TRATOR LONENFELD: |'m not sure

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

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

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

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

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

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

THE W TNESS: Yes.

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

THE W TNESS: Yes.

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

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

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

THE WTNESS: No, it was negoti at ed.

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

THE WTNESS: That's correct, yes.

BY MR ALEXANDROV:

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

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

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

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

Q Thank you for the clarification

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

Q Thank you, Senor Borja.

You nentioned that the control adoras are

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

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

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

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

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

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

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

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

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

THE WTNESS: Fi nancial service?

ARBI TRATOR CARRI LLO  And fi nanci al

intermediary. |Is financial internediary a
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financial service?

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

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

THE W TNESS:  Yes.

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

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

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

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

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

THE WTNESS: Yes, that is correct.

ARBI TRATOR CARRI LLO  Okay. Thank you.

BY MR ALEXANDROV:

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

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

A Vell, they formpart of the financi al

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

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

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

But if you have zero financial services or zero

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

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

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

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

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

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

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

Do you agree or disagree with that?

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

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

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

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

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

ARBI TRATOR CARRI LLO  One questi on,

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

THE WTNESS: Well, | think those terns

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

BY MR ALEXANDROV:

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

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

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

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

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

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

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

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

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

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

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

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

ARBI TRATOR LOVENFELD: | will pass the
bat on.

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

THE W TNESS: Financial internediary?

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

THE WTNESS: | don't know of any

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

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

THE WTNESS: Well, the thing is that the

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

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

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

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

THE WTNESS: Not as that, no.

ARBI TRATOR CARRI LLO  Thank you.

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

THE W TNESS: Um hmm

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

THE WTNESS: To have an authorization?

PRESI DENT van den BERG Wy is it

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

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

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

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

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

THE WTNESS: That's correct.

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

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

BY MR ALEXANDROV:



10: 26: 41 1

10

11

12

13

14

15

16

17

18

19

20

21

314

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

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

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

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

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

Q Thank you.

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

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