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Thanks to 50 years of domestic tranquility, they call
[Costa Rica] . . . the Switzerland of Central America. But
with lavish government benefits and a sprawling public
sector, Costa Rica is more like a Latin Sweden. It must
slip these statist shackles if it hopes to grow beyond its
status as a tourism and retirement Mecca.!

INTRODUCTION

In recent years, many developing countries have undergone significant
economic reform. This is mainly a consequence of the economic order in
place for the last two decades, one that has seen a consolidation after the
fall of the Berlin Wall. Central, state-run economies, slowly but surely,
have been replaced by market economies, where private sector
participation has been marked.2

In this context, the privatization of government enterprises has
occurred at a remarkable rate. For Russia and the Eastern European
nations, large-scale economic reform and mass privatization have been
fairly commonplace.3 The same can be said for other former Soviet
republics, now part of the Commonwealth of Independent States.4 These

1. Deroy Murdock, Editorial, 4 New Man for a New Costa Rica, WASH. TIMES (D.C.),
May 8, 1998, at A23, available at 1998 WL 3447344.
2. The ideal world economy is a competitive economy. But because a
system cannot be competitive without an adequate number of
participants, it is necessary to integrate developing countries into a
single world economy in order to achieve the desired level of
competition within the global economic system.
Currently, most developing countries are not fully integrated into the
world economy because most such countries lack the efficiency and
productivity required for full participation in the global market. Yet,
despite their relative lack of progress to date, many developing
countries are currently moving away from a centralized government and
toward a market economy in an effort to become more efficient and
productive.
Kim Reisman, The World Bank and the IMF: At the Forefront of World Transformation, 60
FORDHAM L. REV. §349, S349 (1992) (footnotes omitted).
3. Yuliya Mitrofanskaya, Privatization as an International Phenomenon: Kazakhstan,
14 AM. U. INT’L L. REV. 1399 (1999). The author describes the market reform and
privatization schemes employed in Russia, Poland, and the Czech Republic, in addition to
focusing on Kazakhstan’s economic reforms.
4. Id.
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processes have continued in recent years.’ Latin American has been no
exception to such economic reform.6 Although the reform process there
began as early as the 1970s in countries such as Chile, the most significant
developments have occurred in the 1990s.7

In terms of financial services and insurance reform, most developing
countries have underdeveloped insurance sectors, mainly for regulatory
and economic reasons.8 Specifically, low levels of income and wealth and
restrictive regulations inhibit the supply of insurance services.9 Thus,
many countries have begun processes to reform their insurance
industries.10

5. See, e.g., Janet Belkin & Jerry Warshaw, /ndia, Costa Rica and Brazil Move Toward
Privatization, BEST'S REV. — LIFE-HEALTH INS. ED., July 1, 1996, available at 1996 WL
8831424 (stating that “[e]very year we see new markets and new opportunities for
expanding insurance businesses. However, some economies still support a state insurance
monopoly. . . . The insurance industries in India . . . and Costa Rica are examples of such
monopolies. However, external pressure has begun to encourage them to move toward a
more open an genuinely competitive market.”).

6. See generally INTER-AMERICAN DEVELOPMENT BANK, PRIVATIZATION IN LATIN
AMERICA (Manuel Sianchez & Rossana Corona eds., 1993) (commenting and comparing the
privatization experiences of Argentina, Chile, Colombia, and Mexico); José Antonio
Ocampo & Roberto Steiner, Foreign Capital in Latin America: An Overview, FOREIGN
CAPITAL IN LATIN AMERICA 30 (José Antonio Qcampo & Roberto Steiner eds., 1994)
(noting, in regard to Argentina, Chile, Colombia, and Mexico, that countries “have moved
or are moving toward economic structures in which the dominant role is played by the
private sector.”); Miguel Urrutia, Conclusions, INTER-AMERICAN DEVELOPMENT BANK,
LONG-TERM TRENDS IN LATIN AMERICAN ECONOMIC DEVELOPMENT 164 (Miguel Urrutia ed.,
1991) (concluding, inter alia, that governments in Latin America “have discovered through
bitter experience the ineffectiveness of many types of intervention and are therefore
allowing markets to function more freely.”).

7. By the early 1990s it was clear that Latin American and Caribbean economic
reforms would create many opportunities for foreign investors, especially for investors from
the United States. See, e.g., Latin American and Caribbean Economic Reforms (Part 1),
LA-C Business Bulletin U.S. Dept. of Commerce, March 1, 1992, available at 1992 WL
2494294; Latin American and Caribbean Economic Reforms, Latin America Opportunity
Report Penny Hill Press, May 1, 1992, available at 1992 WL 2410096 (both stating that by
then many governments in the region had initiated liberalization measures designed to
generate economic growth, attract foreign investment, and reverse the economic difficulties
engendered by past protectionist policies).

8. See, e.g., DIMITRI VITTAS, THE WORLD BANK GROUP, SEQUENCING SOCIAL SECURITY,
PENSION, AND INSURANCE REFORM 1 (1995). .

9. See, e.g., MARTIN F. GRACE & MICHAEL M. BARTH, THE WORLD BANK GROUP, THE
REGULATION AND STRUCTURE OF NONLIFE INSURANCE IN THE UNITED STATES (1993).

10. /d.
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This Article comments on Costa Rica as an example of one such
country undergoing insurance reform. In Part I, this Article explores the
issue of privatization in a general context. The first section refers to the
privatization question from a conceptual approach and attempts to explore
its goals and objectives. Part 1 also discusses privatization’s prerequisites
and preferred techniques, comments on the special problems posed by
state-owned enterprises (SOEs) that operate a monopoly, and outlines
general lessons of privatization. Emphasis is also placed the pros and cons
of privatization in assessing its success. Section II of Part 1 discusses
generally the privatization experiences of Argentina, Brazil, Chile and
Mexico, and comments on selected issues from each of those countries’
processes. The third and final section of Part I refers specifically to
Uruguay’s experience in privatizing its insurance sector in the early- and
mid-1990s.

Part II of this Article focuses on the privatization of insurance in Costa
Rica. The first section lays out a brief history of insurance in Costa Rica,
including commentary on that country’s legal framework for insurance.
The second section of Part II describes the basic aspects of the insurance
reforms proposed in Costa Rica, including specific reference to the
proposed legislation being discussed in Costa Rica’s Legislative Assembly
and the problems it is meant to remedy, according to the Costa Rican
government. The third and final section of Part II contains conclusions as
to how the privatization experiences of Latin America generally, and
Uruguay in particular, may aid Costa Rica in structuring its impending
insurance reform.

1. THE PRIVATIZATION OF INSURANCE AND THE LATIN AMERICAN
EXPERIENCE

A. Privatization: General Notions

In order to place the discussion of Costa Rican insurance privatization
in the appropriate context, this section includes: (1) a general background
on privatization, and (2) a description of the benefits and costs of
privatization.

1. A General Background on Privatization

The term “privatization” is one that is used quite frequently. A truly
in-depth analysis of all things that sound in privatization would consume
(and, in fact, does consume) many books. In order to place the Costa Rican
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dilemma of insurance privatization in the appropriate context, this
subsection briefly comments on: (a) defining privatization and its goals;
(b) the prerequisites and preferred techniques or methods of privatization
employed; (c) the specific issue of SOEs that operate monopolies; and (d)
the lessons that have been learned so far.

a. Defining Privatization and Its Goals

“Like so many concepts that elicit unquestioning adherence by the
millions and equally uncritical rejection by a like number of others,
‘privatization’ lacks an easily rendered definition . . . .’lI1 In effect,
because privatization is such a broad concept, it stands for many different
things in many different contexts. The most important common thread of
the privatization boom is simply a change in the philosophy about the
proper role of the State.12 1Tt is also said that, historically, countries have
had a sort of pendulum oscillation between nationalization and
privatization, and that this corresponds to a society’s pursuit of balance
between its “outward-looking” and “inward-looking” natures.!3

11. Maxwell O. Chibundu, Law and the Political Economy of Privatization in Sub-
Saharan Africa, 21 MD. J. INT'LL. & TRADE 1, 5 (1997).

12. See, e.g., Latin American Financing, 18 N.Y.L. ScH. J. INT'L & Comp. L. 41, 46
(1998); see also RUMU SARKAR, DEVELOPMENT LAW AND INTERNATIONAL FINANCE 145
(1999) (commenting that “[m]ost importantly, perhaps, the privatization process can be
instrumental in transforming the role of the state from that of being a provider of goods and
services to being a regulator of commerce and private enterprise.”).

13. SARKAR, supra note 12, at 146, 148, 149. Sarkar points out that privatization
usually follows periods of social disillusionment with ideals of collective development
goals sought through nationalization, and that it leads to a “‘retreat to the private pursuit of
material gain.” /d. However, Sarkar emphasizes that privatization and nationalization
cannot be equated, respectively, with idealism and self-interest. /d. (quoting Amy Chua,
The Privatization-Nationalization Cvcle: The Link Between Markets and Ethnicity in
Developing Countries, 95 COLUM. L. REvV. 226, 227 (1995)). Sarkar further notes that:

(a]lthough for many Western policy-makers nationalization is

inextricably intertwined with the idea of socialism, this association

can be very misleading. . . . [Flor most developing countries,

nationalization was not directed at bringing about a Marxist

revolution, but rather was aimed at two completely different goals: to

end foreign economic domination and control of economic assets and

to achieve economic self-sufficiency.
id at 148 (footnotes omitted). Other authors indicate that “nationalization is an obvious
sign of socialist development.” Andrei A. Baev, Civil Law and the Transformation of State
Property in Post-Socialist Economies: Alternatives to Privatization, 12 UCLA PAC. BASIN
L.J. 131, 134 (1993).
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As noted above,!4 in recent years privatization has swept across the
globe.15  Despite that trend, some commentators believe that little
attention has been devoted to asking fundamental questions about
privatization.1¢ There are, however, clear indications of the policies that
have made the pendulum oscillate once again towards privatization.

Some argue that privatization is a reaction to the failure of
development models based on import substitution and state control of the
productive sectors.!7 In addition, it refers to the increase in the integration
of national economies in a worldwide -trade setting when increased

14. See supra Introduction.

15. Mitrofanskaya, supra note 3, at 1401 (commenting that “[t]he world is currently
experiencing a ‘privatization revolution’ - State enterprises in Europe, Asia, Africa, and
Latin America are in various stages of privatization.”); Reisman, supra note 2, at $S372-73
(explaining that the World Bank 1991 Annual Report stated “‘many nations initiated reforms
that were markedly different from those instituted in the past. As the World Bank [had]
reported, the new pattern of economic policy [in Latin America and the Caribbean]
emphasizes smaller and more efficient governments, privatization of govermment
enterprises, more open foreign-trading regimes, deregulation of financial and commodity
markets, and reductions in public-sector expenditure imbalances.”) (footnotes and internal
quotation marks omitted.}; Mark R. Yzaguirre, Project Finance and Privatization: The
Bolivian Example, 20 Hous. ). INT’L L. 597, 597 (1998} (stating that “[ijn recent years,
many countries in the Third World and the former Eastern Bloc have moved from state
ownership of various industries and natural rescurces to private ownership. This move
towards privatization, with the encouragement of foreign investment capital, is a dominant
trend in the global economy.”).

16. Chibundu, supra note |1, at 3-4. Chibundu has termed privatization as a “self-
validating orthodox creed, and while there remain some doubters, privatization looks less
and less like a ‘fad.” [d. Chibundu stresses that:

[a]bove all, the process has become sufficiently routine and
seemingly sufficiently understood so that it is no longer arcane, and
as such it can be marketed at minimal intellectual cost across the
globe. In other words, we have stopped asking foundational
questions about privatization, and to the extent we ask any questions
at all, they focus on how particular transactions can be more
efficiently accomplished.
Id.

17. Robert Pritchard & Douglas Webb, Privatization and Private Provision of
Infrastructure, ECONOMIC DEVELOPMENT, FOREIGN INVESTMENT, AND THE LAw 67, 67
(Robert Pritchard ed., 1996); see also SARKAR, supra note 12, at 149 (“Inefficient [SOEs],
mounting external debt, capital flight, the failure to develop robust export-oriented
industries are but a few reasons which all account for a gradual economic decline.
Corruption from within, and the failure of the state to deliver on the ideals of
nationalization, has often led to wide-scale disillusionment.”).
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deregulation and harmonization combine with a concomitant increase in
the international flow of private capital.18 In other words, “globalization,”
another often-used term with uncertain definitional scope, has contributed
to the surge in privatization. Moreover, the role of international financial
institutions such as the World Bank and the Intemational Monetary Fund
(IMF) cannot be understated.19

In this context, many have set out to attempt to define “privatization,”
however difficult that may be. “What molds this broad idea of
‘privatization’ into anything approaching coherence appears to be that it
relates to mechanisms and arrangements (however loosely structured) that
share the goal of reducing or eliminating state or governmental ownership
or control over entities whose primary raison d’étre lies in the socio-
economic realm.”20 In effect, “[t]he term privatization encompasses many
different policies with a common objective to reduce the influence of the
state in the economy and strengthen the role of market forces.”2!

With this broad definition of privatization in mind, one must turn to
the question of what goals underlie privatization. Of course, before
initiating any sort of privatization program, governments must define their
goals as clearly as possible.22 But what are the goals and objectives of
privatization? Generally, privatization has been seen as a way to achieve

18. /Jd See also Alfred C. Aman, Jr., The Globalizing State: A Future-Oriented
Perspective on the Public/Private Distinction, Federalism, and Democracy, 31 VAND. J.
TRANSNAT’L L. 769, 774 (1998). Professor Aman argues that the end result of many of
these processes is to place traditionally public decisions into the hands of the private sector,
in effect lessening the public’s direct involvement in these matters. Professor Aman further
explains why he believes that the processes of globalization, of which privatization is only a
component, have changed the state’s siructure and role fundamentally.

19. Luigi Manzetti, Second Conference on “The Economic and Political Challenges of
Market Reform in Latin America,” Southern Methodist University Tower Center, Dallas,
Texas, 4 October 1997, 4-SPG NAFTA: L. & Bus. REV. AM. 5 (1998).

20. Chibundu, supra note 11, at 6 (footnotes omitted).

21. Werner Baer & Melissa Birch, Privatization and the Changing Role of the State in
Latin America, 25 N.Y.U. J. INT’L L. & PoL. 1, 15 (1992). See also Leslie Elliot Armijo,
Menem’s Mania?: The Timing of Privatization in Argentina, | SW. J.L. & TRADE AM. 1, 6
(1994) (“Privatization refers to opening up new arenas of economic production, of both
goods and services, to private, profit-seeking entrepreneurs, managers, and investors.
Usually, privatization means sales of majority ownership in historically state-owned
enterprises . . . .”).

22. SARKAR, supranote 12, at 167,
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greater efficiency in economic performance.23 Directly related to that goal
is the increase in the quality of the goods and services provided by these
enterprises.24

There are other goals and objectives of privatization, however, that do
not deal with improving the actual provision of goods and services in an
economy, but rather concern other, broader macro-economic issues.
Generally, these include seeking budgetary relief from unprofitable SOEs,
fostering competition (and thereby production) among national and foreign
economic actors,25 and breaking up public monopolies.26

Another government objective often sought in the privatization process
is to encourage the development of capital markets.27 As is often noted,

23. Pntchard & Webb, supra note 17, at 68 (“Privatization has been seen as offering a
means of increasing the efficiency with which scarce public resources are used, and of
improving the delivery of services to the public. . . . [Tlhe state [is left] with the role of
providing appropriate economic conditions, an enabling legal and regulatory framework
and the core infrastructure to support the emerging private sector.”); see also DENNIS 1.
GAYLE & JONATHAN N. GOODRICH, PRIVATIZATION AND DEREGULATION IN GLOBAL
PERSPECTIVE 78 (1990} (stating that one of the tenets on which privatization should be
based is increasing industry efficiency and competitiveness); SARKAR, supra note 12, at 154
(suggesting that increasing a state-owned enterprise’s efficiency can be one of the political
objectives of the state in privatizing); Mary M. Shirley, The What, Why, and How of
Privatization: A World Bank Perspective, 60 FORDHAM L. REv. S23, §25-7 (1992) (stating
that the three main economic reasons why a government should privatize are improving the
use of public resources, improving operating efficiency, and improving dynamic
efficiency); Yzaguirre, supra note 15, at S603 (commenting that privatization through the
outright sale of state-owned industries is done, inter alia, “to increase efficiency by
exposing the industry to market discipline™).

24. Pritchard & Webb, supra note 17, at 68; see also SARKAR, supra note 12, at 133
(stating that “privatization should result in better quality, lower-priced goods and services
with export potential which will generate foreign exchange revenues.”).

25. SARKAR, supranote 12, at 154; Yzaguirre, supra note 15, at S603.

26. SARKAR, supranote 12, at 154.

27. Id. at 174-75. Specifically, Sarkar states that:

[a]nother important government objective in the privatization process
is encouraging the growth of capital markets and ensuring broad-
based ownership of the equity in the productive enterprises of a
developing country. . . .

Moreover, the role of institutional investors . . . also adds to the
depth and liquidity of capital markets. These financial intermediaries
provide the retail investor with the means of diversifying his/her
portfolio, and of benefiting from investment advice from experienced
fund managers.

ld
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countries pursue privatization with the ultimate objective of complying
with the demands of the international financial institutions,28 who make
privatization a condition of any assistance.29 Still, other goals are the
mobilization of domestic savings, the attraction of foreign investment, and
the creation of jobs.30 Finally, it is of particular interest to note that some
forms of privatization allow the government simply to raise large sums of
money that, in turn, enable it to reduce its own budget deficits.3!

In effect, the goals and objectives of privatization are many and varied.
Inevitably though, they tend to focus on the benefits that the market
economy will purportedly generate.

b. Prerequisites and Preferred Techniques of Privatization

Before engaging in any particular privatization effort, a government
must undertake several steps and exhibit certain prerequisites. First it must
have in place a legal framework within which privatization is to operate.
Generally, this framework involves guaranteeing the rule of law.32 It also
involves enactment of a content-specific body of business laws that
support the dynamics of a market economy.33 Further, special legislation
should be in place, which authorizes and describes the entire privatization

28. Reisman, supra note 2, at S373 (“[S]ome governments in Latin America seem to be
implementing privatization programs in order to acquire funds from international monetary
groups and participate in intemnational reform programs.”) (citing Central American
Governments Move to Privatize Inefficient Industries, INT'L TRADE DAILY (BNA), Aug. 23,
1991).

29. Id. at S350 (“Of the many programs imposed on developing countries by the World
Bank and the IMF, one of the most controversial is that of privatization.”) (emphasis
added). Reisman also notes that “[tjhe principai goal of the [Bretton Woods] [CJonference
was to promote international trade. Specifically, the World Bank was created to ‘help
finance the rebuilding of Europe’s economies,’ and the IMF was created to supervise and
foster an ‘open and stable monetary system’” and thereby promote a more efficient allocation
of resources.”” Id. at S351 (footnotes omitted).

30. /d at S357.

31. Id (“Privatization is also an effective way to raise considerable sums of money for
a country’s treasury, which, in tum, enables the government to finance expenditures, repay
loans, or defer tax increases.”); see also Pritchard & Webb, supra note 17, at 68; SARKAR,
supranote 12, at 154,

32. Pritchard & Webb, supra note 17, at 68. The authors suggest that the rule of law
will be “exemplified through a stable body of laws, readily interpretable, widely published
and supported by effective administrative bodies and judicial recourse.”

33. ld
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process.34  Particularly in regard to this latter element, it has been
suggested that a general privatization law is not indispensable, but the lack
thereof has perceptible disadvantages.35

Countries with poorly developed capital markets must take additional
steps towards privatization including corporatizing SOEs in order to allow
for privatization, restructuring the enterprises by liquidating or selling
certain non-performing assets, fragmenting the SOEs into smaller units
that are more conducive to public sales (which is especially important in
large, monopolistic concerns), or writing off or transferring bad debts to
other SOEs or government-owned holding or trust companies.36 Indeed,
commercialization is also seen by some as part of the preparatory stage for
an outright divestiture of an SOE.37

For the purpose of this Article, it is also important to stress the need
for preparatory work at the regulatory level in dealing with heavily
regulated industries such as insurance. Some of the more important
characteristics of the regulatory scheme that must precede any successful
privatization program include: making the regulator legally and
organizationally separate from the government; specifying the regulatory
agency’s objectives as clearly as possible; limiting the scope of the
regulator’s personal discretion; making regulatory procedures transparent
and easy to administer; requiring promptness in regulatory action;

34. Id. at 68-69.
35. Ild. at 69-70.
{L]aws and structures can often be adapted to support privatization
without the need for a special purpose-built set of laws. There is
downside though. It lies in predictability: the capacity of the laws
and institutions to resolve the inevitable conflict as to authority to
privatize, and to provide a high degree of certainty to investors as to
the principles governing privatization. Govemments can and do
privatize without specific privatization laws. But they often face
delays and other problems as a result.
As an example, the authors point to Turkey’s experience with a general, vague privatization
law that did not cover all state enterprises. Thus, it sought ad-hoc, case-by-case solutions
that were usually ineffective because the opponents kept challenging them successfully.

36. SARKAR, supranote 12, at 167.

37. Pritchard & Webb, supra note 17, at 75. “In preparing for privatization, it has
become increasingly common for governments to experiment with private sector processes
and disciplines. . . . Commercialization . . . which falls short of privatization nevertheless
involves a far-reaching shift in the way a government conducts its activities.” In this
excerpt, the authors are referring to privatization as the equivalent of divestiture.
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providing for price regulations (if necessary) that allow producers to
benefit from efficiency improvements; allowing regulators to easily assess
service quality and consumer satisfaction; and specifying that the
regulatory system is to operate free of political intrusions.38

Most important, a government must have the necessary level of
commitment in order to successfully undertake privatization. In effect,
“high-level government commitment is crucial for public enterprise reform
and privatization, given the needed changes in laws and the need to deal
with powerful stakeholders, including the entrenched bureaucracy, labor
unions, and opposition parties.”39

Assuming a government has assessed whether it is prepared to
undertake privatization, one would then tumn to the issue of the techniques
and methods available to it. Accompanying the broad definition of
privatization is an equally broad range of techniques or methods that can
comfortably fit into the designation of privatization. Accordingly, the
most appropriate way to examine these different techniques may well be to
situate them along a privatization continuum.40 Thus, on one extreme of
the continuum, one would find those government measures that simply aim
at introducing market economy efficiencies into governmental functions.
This may involve, for example, the outsourcing of services to the private
sector, even though the outsourcing entity is still nominally a
governmental body.4! The government may also opt to enter into a
management agreement with a private party to attempt to improve an
enterprise’s economic performance.42 Under this broad view, deregulation
is also considered to be privatization in that it allows a higher degree of
private sector participation in the economic process.43

38. Id at 80-81.

39. The World Bank, THE WORLD BANK ANNUAL REPORT 81 (1999)
<http://www.worldbank.org/html/exptb/annrep99/box2_15.htm> (visited Feb. 20, 2000)
[hereinafter WORLD BANK].

40. Pritchard & Webb, supra note 17, at 69 (“The possible methods of privatization
range through a variety of forms of sale of assets or shares, to the introduction of private
sector management skills without ownership change. There is no single method of
choice.”); Yzaguirre, supra note 15, at 604 (“There are many different types of
privatization, which lie on a continuum from outright sale and divestiture of nationalized
industries to simple deregulation and outsourcing of certain tasks to the private sector.”).

4]1. Pritchard & Webb, supra note 17, at 69.

42. SARKAR, supra note 12, at 167.

43. Yzaguirre, supra note 15, at 604.
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More intermediate pursuits that could well be termed privatization
involve activities such as commercialization, whereby an SOE will adopt a
general policy effectuated by a series of measures that will make it operate
much like a private company.44 Of course, under a commercialization
approach, the entity still remains an SOE.

On the other extreme of the privatization continuum one would find
the outright sale or divestiture of government assets and SOEs.4> For
some, “[p]rivatization simply means the transfer of ownership or control of
enterprises or assets from the government to private individuals or
entities.”46 In effect,

[w]here a government privatizes an SOE by sale, it can
either negotiate on an exclusive basis with a candidate
selected for the capital, technology and skills it can bring
to the SOE or, more commonly and preferably, it can
institute an open and competitive bidding process where it
seeks to maximize the sale price.47

Overall, it must be stressed that the wvarious techniques for
privatization often overlap and become indistinguishable. Any distinctions
or classifications that are drawn serve simply to note, precisely, that under
the broad umbrella of privatization a government may undertake many

44, Pritchard & Webb, supra nete 17, at 75-76. While of the opinion that
commercialization does not fit into a narrower definition of privatization, the authors define
commercialization as a process that entails:

adopting a separate legal structure for the SOE and appointing an
independent board of directors; . . . making the SOE solely legally
accountable for its functions without government support;
withdrawing further government funding from the SOE; freeing the
SOE from political and bureaucratic interference; laying down
commercial objectives and performance targets for the SOE;
requiring the SOE to function under conditions of competitive
neutrality by paying taxes (or tax-equivalent charges) to the
government; changing the SOE’s management system from
bureaucratic and hierarchical to a system which emphasizes
delegation of authority and accountability; and retraining the SOE’s
managers and other employees in how to work and how to think in
an environment where the incentives and accountabilities match
closely those of comparable private entities.
Id

45. Yzaguirre, supra note 15, at 603, 604.

46. SARKAR, supranote 12, at 145.

47. Pritchard & Webb, supra note 17, at 73.
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measures that will ultimately reduce its presence in a given economic
activity. Thus, for this Article’s purposes, there may be privatization when
there is an outright divestiture, but one may also speak of privatization
where there is simply the introduction of private sector competitors in an
industry formerly operated solely by an SOE.48

For this analysis, it will be useful to focus attention on the extreme of
the privatization continuum involving divestiture of SOEs. In addition to
the general preparatory steps and prerequisites already mentioned above,49
a government that is divesting itself of an SOE must deal with the issue of
valuing the company in order to determine a suitable sale price. This is, of
course, a delicate issue and there are several techniques employed for such
purposes.50 The valuation of the SOE is closely related to the preparatory
process of making the SOE more attractive to potential buyers.5!
Consideration should also be paid to the size of the enterprise being
divested, under the obvious assumption that larger SOEs will involve
transactions significantly more complex than smaller SOEs, which may be
sold through public auctions or direct sales.32

The divestiture process includes a wide variety of altematives from
which to choose, including selling the SOE to a buyer in the private sector
(either already engaged in the business being divested, or seeking to
diversify its business), selling to management and/or employees of the
company, or selling to the general public.533 If a country has relatively
well-developed capital markets, then an SOE may be sold by means of an
initial public offering (IPO) of its stock (once the company is

48. Id. at 73-74,

49. Seesuprap.9, § LA2.

50. Anthony M. Vemava, Latin American Finance: A Financial, Economic and Legal
Synopsis of Debt Swaps, Privatizations, Foreign Direct Investment Law Revisions and
International Securities Issues, 15 Wis. INT’L L. J. 89, 119 (1996) (“The value of the SOE
may be established by considering a variety of financial factors such as discounted
projected cash flow, capitalized earnings, adjusted book value, or a combination and
weighting of values achieved under alternative valuation methods.”).

51. Shirley, supra note 23, at S30 (“To attract buyers who are willing both to pay a
reasonable price for an entity and to invest in improving the efficiency of the entity,
govemments must make the public enterprises more attractive.”) Commenting on whether
restructuring should be done in order to advance a proper valuation, Reisman, supra note 2,
at S357 points out that the valuation process may significantly delay the actual divestiture.

52, Reisman, supra note 2, at S357.

53. M.
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incorporated).54 On the other hand, if the country has poorly developed
capital markets, the sequencing of the entire process becomes a relevant
concern.55 Other countries may be in a position to seek to list the SOE’s
stock in the international markets, with a view toward attracting more
significant amounts of capital.56

If one of the particular goals of the government in privatizing a given
SOE is to obtain specific managerial expertise and access to technology or
international capital markets, one possibility is that the divestiture of the
SOE will occur through a private placement with a limited group of
investors, provided that these investors effectively demonstrate the sought-
after characteristics.57 On the other hand, “[c]ompetitive bidding may take
place through a government-issued tender for private bids, or through
public auctions. Public auctions, of course, ensure transparency in the
privatization process, and deflect criticisms that the ‘family jewels’ are
being sold to foreign interests in secret deals.”58

As with any business activity, the party or parties who decide to
acquire a full or partial interest in the SOE that is to be divested will have
to procure financing for the investment in the form of either debt or
equity.39 In these cases, governments should be particularly wary of the
eventuality of default and the possibility that the purchaser of the SOE will

54. SARKAR, supra note |2, at 166.

55. Id. Sarkar notes nonetheless that “[pJublic flotations of stock are usually only
appropriate for companies that are large, well-managed and profitable. Since IPOs -- from
legal, investment banking, and accounting standpoints -- are technically complex
transactions, the transaction costs and the time involved generally need to be carefuily
justified before initiating an IPO.” /d. at 174. Sarkar refers to the success story of an IPO
in the context of an underdeveloped capital market. In 1986, the Jamaican government
offered 51% of the shares of the National Commercial Bank. This offering was
oversubscribed by 170%, and the government collected $16.5 million in revenues from this
IPO. Sarkar stresses that key to the success of any such IPO is the existence of accumulated
domestic savings, even if a well-functioning stock market is not present. /d.

56. Id

57. Id at 168.

58. SARKAR, supra note 12, at 168; see also Vernava, supra note 50, at 120 (“[A]fter
the non-public phase of the privatization, a public offering of stock in the Latin American
privatized firm may be made. If offered internationally, the offering will usually follow one
in the domestic stock market.™).

59. SARKAR, supra note 12, at 168-69. Sarkar points out that financing through equity
is particularly useful when it is determined that it is necessary to recapitalize the SOE, and
that it is also possible that there be sensitive issues regarding the nationality of the party
who would now hold an ownership interest.
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have given its interest in the SOE as collateral for the financing.60 The
sale may also be financed through the issuing of bonds, in which case the
bonds may be placed internationally. If possible, the bonds may be
purchased domestically by the general public or by local institutional
investors (e.g., local pension plans or mutual funds).6!

If the SOE is burdened with heavy indebtedness, the government will,
of course, make debt workouts a priority. “Debt-equity swaps permit an
investor to purchase the sovereign debt at a discount and exchange it for an
equity position in the newly privatized SOE. . . . Thus, a debt-equity swap
enables the government to reduce its external debt overhang while
privatizing an SOE.”62

If independent buyers are not available, but a speedy privatization is
desired, the govermment may consider management and/or employee
buyouts. While such buyouts are sometimes criticized for lacking
transparency (that is, “insiders” are acquiring the privatized SOE), the
government may actually benefit by reducing or eliminating labor
opposition to the privatization. The drawback, of course, is that such
transactions generally entail preferential or discounted terms for SOE
employees thereby distorting the potential sale value of the SOE.63

There are still other techniques that have been employed. For
example, a country may implement voucher programs. These programs
were used widely in the transition economies of Eastern Europe and
Central Asian countries.64  Of course, the challenges posed by
privatization in the post-socialist economies of the former Soviet Union

60. ld

61. Id at 169.

62. Id. at 170; see also Vernava, supra note 50, at 116-17.
The equity portion of a debt swap which is correlated with a program
of privatization can be structured to provide the seed money or initial
investment capital for the privatized enterprise. . . . The equity
investment in the privatized enterprise is long-term. Investors may
be committed to several years of additional investment in capital
improvements.

id.
63. SARKAR, supranote 12, at 170.
64. Id at 172.
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and Eastern Europe cannot be understated, and they can make comparison
between such countries and Latin American countries futile.65

c. State-Owned Enterprises that Operate a Monopoly

In dealing with privatization, certain specific issues are raised in the
case of an SOE that operates a monopoly. Prior to privatization, the
government that operates a monopoly is nevertheless still interested in
doing so with optimal efficiency so that the SOE is not a financial drain on
government funds.66 In effect, certain government monopolies, for
example, oil and gas monopolies such as Pemex in Mexico and PDVSA in
Venezuela, and the National Insurance Institute in Costa Rica, actually
operate without causing a drain on government resources.67

Even so, governments have become and are still becoming concerned
with the efficiency of their state-run monopolies.68 It has been noted that:

the import-substitution policies adopted by many Latin
American, Caribbean, African and Asian countries, began
to unravel in the early 1970s. The creation of state
monopolies in those countries led to many inefficient
practices. The monopolistic status of [SOEs] was
reinforced by establishing market entry barriers, thereby

65. Baev, supra note 13, at 131, 139; see also Georgi G. Angelov, Legal Framework of
Privatization in Russia, 2 MINN. J. GLOBAL TRADE 207 (1993) (discussing the daunting
process of Russia’s privatization efforts after the 1992 adoption of the Program for
Deepening the Economic Reform in the Russian Federation); Matthew J. Hagopian, The
Engines of Privatization: Investment Funds and Fund Legislation in Privatizing Economies,
15 J. INTL. L. BUS. 75 (1994) (commenting on the legislative options available to post-
socialist, privatizing economies in Eastern Europe and the former Soviet Union with regard
to the establishment and operation of investment funds); Janine S. Hiller & Snjezana Puselj
Drezga, Progress and Challenges of Privatization: The Croatian Experience, 17 U. PA. ).
INT’L Econ. L. 383 (1996) (commenting on the difficulties that Croatia faced in
undertaking privatization after its turbulent separation from the former Yugoslavia and its
transition to a market economy).

66. Pritchard & Webb, supranote 17, at 76.

67. In particular, the National Insurance Institute in Costa Rica has operated for many
years “at a profit” to the government. Naturally, the net income is not distributed to anyone
but simply accounted for as accumulated reserves. In practice, though, the National
Insurance Institute is forced to buy a significant amount of government bonds, in effect
serving as a “‘cash cow” for the central govemment.

68. Pritchard & Webb, supra note 17, at 76.
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discouraging private sector competition for the production
of the same goods and services.6°

One particular concern that may be especially significant in the context
of insurance is the issue of cross-subsidization between consumers.70 This
issue involves the contrast between insurance coverage that is priced based
on community rating practices (i.e., where all policyholders are charged
identical premiums without regard to the particular level of risk exposure
that a particular insured represents), and coverage that is priced based on
risk classifications.!

Another issue is whether the monopoly in question is a natural
monopoly. “The existence of a natural monopoly may have the effect of
preventing competition either in the upstream (production) activities or in
the downstream (distribution) activities.”’2 A clear example of where you
may have a natural monopoly is that of a vertically-integrated state-owned
electricity utility such as Costa Rica’s Instituto Costarricense de
Electricidad, where the lack of access to the transmission grid prevents or
diminishes competition both in the upstream generation of power and in its
downstream distribution to consumers. Evidently, in the case of an
insurance monopoly, there would be no such natural monopoly questions.

Particularly in the insurance context, it should be emphasized that,

[ilnsurance sectors in developing countries are often
dominated by state-owned entities with limited
participation by private or foreign companies and are
characterized by inadequate capital, high operating costs,
limited product innovation, low investment returns, lax
control over brokers, high levels of recetvables, extensive
fraud, unduly large claims by some insureds but otherwise
low claims and settlements for the majority of customers,
protracted disputes and long delays in settlement, and
generally widespread mutual mistrust between insurance
companies and the insured.”3

69. SARKAR, supranote 12, at 152,

70. /d.

71. In the case of the National Insurance Institute, the only line of insurance that is
considered to be subsidized is crop insurance, a mandatory coverage for certain groups.

72. Pritchard & Webb, supra note 17, at 76.

73. DIMITRI VITTAS, THE WORLD BANK GROUP, INSTITUTIONAL INVESTORS AND
SECURITIES MARKETS: WHICH COMES FIRST? 5 (1998).
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In light of the above, it seems that there are three general courses of
action a government can pursue in order to deal with a SOE that enjoys a
monopoly over a particular economic activity. First, the government can
simply retain the monopoly but impose strict regulatory controls in order
to address any problems such as cross-subsidization.’ Second, the
government may choose to divest itself of the monopoly. In this case, it is
important that there be appropriate regulatory reform before the divestiture
to ensure healthy competition and not selling at too much of a discount (if
at all). In effect, before buying an SOE, an investor will need to know
what the regulatory regime will be in order to determine the price he/she is
willing to pay.75 Third and finally, a government may choose to undertake
comprehensive structural and regulatory reform and separate the natural
monopoly element (if any) from any competitive activities.”6

d. Lessons Iearned from Privatization

There are many specific lessons to be learned from the vast experience
in privatization. But, as has been noted, ultimately every individual
country will have to determine the privatization goals in which it is most
interested. These goals can be as varied as the countries themselves, and
will be heavily influenced by many factors, not the least of which are the
political forces within each country.”7

With this in mind, it is nevertheless useful to point out some generally
valid lessons. First, it seems to be fundamental to have the proper
legislation in place in order to translate a government’s privatization policy
into specific action. This is to say that,

[i]f the legal infrastructure is weak, the consequence is
likely to be that potential investors will be more risk-
averse. And implementation can be badly delayed by
clashes between various interest groups both within and
outside government which use uncertainty as a means of
blocking progress. . . . Apart from providing certainty, the

74. Pritchard & Webb, supranote 17, at 77.
75. Id. at 77-78 (citing Pierre Guislain, Divestiture of State Enterprises: An Overview

of the Legal Framework, World Bank Technical Paper Number 186 (1992)).

76. Id. at 78.
77. Chibundu, supra note 11, at 13 (noting that “it would be shortsighted to overlook

the significance of political forces in shaping the form of privatization in [Latin American
countrigs].™).
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other major role of law in privatization is to provide
transparency.’8
Second, it also seems evident that privatization, especially if defined as
broadly as it has been here, is more than a transaction; it is a process. To
succeed, 1t requires clear institutional authority, a stable set of rules and
laws defining and protecting the rights of the private investor.79
Third, there must be some form of appropriate institutional authority.
In effect, it seems to be useful to designate either a special-purpose agency
or a department of an existing agency (such as a Ministry of Finance) to
conduct and oversee the privatization process.80 But regardless of the
form used, “successful agencies have three basic characteristics: a clear
goal of achieving privatization and accountability for results; power to
direct enterprises to take actions needed for privatization, and
responsibility for achieving a transparent process.”81
Finally, attention should be given to specific transactional
requirements for divestitures, since it is necessary that there be clear
property rights, a fair allocation of liabilities, and laws dealing with the
mechanics of the sale.82

2. The Pros and Cons of Privatization: Measuring Success

The previous section of this Article attempted to set out a general
foundation upon which to assess the successes and failures of privatization.
To complete this task, this Article will now address (a) some of the
arguments made in favor of privatization, and (b) some of the arguments
espoused against privatization.

a. Arguments in Favor of Privatization

In trying to assess whether a particular privatization program has been
successful, there are many issues to consider. Of course, if one begins by
recalling that the central goal of privatization is the enhancement of
economic performance, one may therefore expect the arguments favoring
privatization to refer to economic gains. Thus, some argue that “[i]f
privatization is done properly and with due care, it will provide for

78. Pritchard & Webb, supra note 17, at 70-71.
79. Id. at 71.

80. Id. at71-72.

81. /d

82. Id at 72.
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increased market competition, accountability, and incentives, resulting in
rapid economic growth.”83  Of course, efficiency is also a prime
consideration in this test for success, especially where one is dealing with a
monopolized industry.84

" There are several corollaries that stem from this general economic
evaluation of the success of privatization. One often-cited measure of
success is whether privatization advances the development of capital
markets. “[W]ith privatization, Latin American equity markets have
become important sources for raising capital by the newly privatized
domestic firms, and have acted as springboards for the international
offering of the stock of these enterprises.”®> Another economic measure
of success is whether privatization contributes to the creation of
employment opportunities. “[Plrivatization may actually provide
increased employment opportunities by introducing better technology,
opening up new markets and creating new investment opportunities.”’86
Yet another test for measuring success, in the case of privatization
accomplished through divestiture of SOEs, is whether the project has

83. Mitrofanskaya, supra note 3, at 1403 (footnotes omitted); see afso Baer & Birch,
supra note 21, at 17 (“The arguments in favor of privatization generaily rely upon economic
or financial reasons. The most frequently cited justification for privatization is the gain in
efficiency said to result from reduced political interference, exposure to competitive input
markets (particularly financial markets), and increased competitive pressure on enterprise
management arising from the fear of takeover or bankruptcy.™).

84. Baer & Birch, supra note 21, at 17 (**If the public monopoly is statutery, (i.e., not a
result of economic forces), the mere threat of competition may make the enterprise more
efficient and keep output prices closer to marginal cost, even if new firms do not enter the
market and government ownership is maintained.”).

85. Vemava, supra note 50, at 112; see also William Glade, Second Conference on
“The Economic and Political Challenges of Market Reform in Latin America,” Southern
Methodist University Tower Center, Dallas, Texas, October 4 1997 — Current Trends and
Problems in Foreign Investment in Latin America, 4-SPG NAFTA: L. & Bus. REv. AM. 57,
67 (1998) (“Privatization, to put it most succinctly, provides a major impetus to the
deepening and widening of capital markets in Latin America, multiplying the connections
between these markets and those of the money center countries.™).

86. SARKAR, supranote 12, at 153. This assumes that technological improvements will
necessarily accompany privatization. Baer & Birch, supra note 21, at 18 (“Technological
capability is another argument for privatization, and an important one for certain
industries.”).
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effectively allowed the government to raise revenues with a view to
improving its general finances (i.e., reducing existing budget deficits).87

Once privatization is implemented, there will be unavoidable hardship.
Thus, it is said that intemational financial institutions such as the World
Bank and the IMF tend to prefer “shock treatment,” for example,
implementation of privatization reforms as quickly as possible.88 This,
some say, will make privatization successful because it will inflict the
unavoidable hardship for the least amount of time possible.89

In the end, the prevailing view is that an improvement in economic
indicators is the best way to measure the success of privatization. Of
course, along with improved economic indicators should come an
improvement in standards of living for a country’s population.90

b. Arguments Against Privatization

On the other hand, it is important to look at the main arguments that
are generally made against privatization processes. As in dealing with
arguments in favor of privatization in the previous subsection, one must
bear in mind that because privatization’s goals are fundamentally
economic, so are a majority of the arguments made against it.

In effect, it is said that privatization done poorly, that is,
unsuccessfully, can stifle a country’s economic growth.9! Thus, if a public
monopoly is traded in for a private one, the economic goals of efficiency
and increased competition may be thwarted.92 For this reason,

87. Baer & Birch, supra note 21, at 18 (“An important advantage of divestiture is the
generation of capital and current income for the treasury. While this is a one-time exchange
of physical assets for financial ones, it is appealing to developing countries with large
external debt burdens.”).

88. Reisman, supra note 2, at S390.

89. /d. (*Once a country expresses a desire to establish a market economy, it then has
to decide how to achieve this goal. The World Bank and the IMF appear to favor a ‘shock
therapy’ approach, believing that this approach will inflict ‘the attendant hardships for as
short a time as possible.” On the other hand, opponents to this approach favor an
‘evolutionary approach,” seeing a gradual transition as necessary to maintain political
stability.”) {footnotes omitted).

90. /d. (“For most countries, privatization is a necessary step in the quest for higher
living standards, even if it lowers those standards in the short term. In fact, the effects of
these hardships may be lessened simply by implementing privatization on a smaller scale at
first, over a longer period of time, and with plenty of forethought as to the means used.™)

91. Mitrofanskaya, supra note 3, at 1403.

92. Yzaguirre, supra note 15, at 604-05.
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some Latin American liberals have expressed dissent with

the reform movements in Latin America. ... [R]eformers

are confusing mercantilist private enterprise with free

market capitalism, and the failures of the former will be

blamed on the latter. . . . [M]any countries are merely

shifting control of monopolies via privatization, and . . .

when the people see the problems of these monopolies, . . .

capitalism and liberalism will be blamed for the failures of

a system that is neither truly capitalist nor liberal.93

There are several examples of unsuccessful privatizations, such as

those in the telecommunications industries of Peru, Mexico, and
Argentina, where the problems of replacing a public monopoly with a
private one have occurred.94 In the context of proposals to privatize the
Overseas Private Investment Corporation,95 the single most significant
argument against privatization is where there is an absence of a private
market substitute for the privatized entity and the goods or services it
provides.%

It is no small feat to structure privatization deals. Too low of a sale

- price can lead to complaints that the government is giving away
national assets to foreigners. Also, creation of the proper post
privatization regulatory regime is key for the government to achieve it
goals, such as increased competition. For example, trading a public
monopoly for a private one can undermine efficiency goals.

Id.; see also SARKAR, supra note 12, at 153; Baer & Birch, supra note 21, at | 7.
However, privatization is unlikely to generate major gains in efficiency
unless it is accompanied by reforms that alter the relative prices
prevailing in the economy. For example, private monopolies may
prove to be somewhat more efficient than public ones, but how much
more will depend largely on the effectiveness of the regulatory
environment.

Id

93. Yzaguirre, supra note 15, at 626-27 (citing Alvaro Vargas Llosa, Give Latins Real
Reform, Start with Property Titles, Wall St. J. Eur., Jan 6, 1997, at 6 (footnotes omitted));
see also Manzetti, supra note 19, at 5 (“[D]espite much rhetoric to the contrary, many
governments paid relatively little attention to the issue of creating competition through
privatization.”).

94. Yzaguirre, supra note |15, at 626-27 n.229.

95. OPIC is the United States self-sustaining government-backed political risk insurer.
Marvin W, Tubbs, Political Risk Insurance: The Potential Effects of Privatization on Credit
Availability, 16 ANN. REV. BANKING L. 553, 554 (1997).

96. Id. at 572.
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Along these lines, there are also other economic arguments against
privatization, such as its destruction of jobs97 and the idea that the creation
of additional public resources does not necessarily follow from the
divestiture of an SOE.98 In effect, the sale of a public enterprise will
generate income in an amount equal to the discounted net present value of
any future income the enterprise would have generated plus the scrap value
of the enterprise. By selling, however, a government relinquishes future
revenues.99 While taxation of the private sector substitute(s) will offset
this, the overall gain may be overstated. Also, the lack of developed
capital markets is mentioned as something that will make privatization’s
goals unattainable.!00

There are also arguments made against privatization that are specific to
the methods and techniques employed. For example, in the context of
debt-equity swaps, such initiatives have the disadvantage of stopping other
forms of foreign direct investment that are not linked to similar
concessionary programs (concessionary because such debt-equity swaps
offer severely discounted debt as the instrument for the swap).!0l

97. Reisman, supra note 2, at S390 (““[Privatization] inevitably leads to the destruction
of jobs, which obviously leads in turn to harsher living standards for much of a developing
country’s population.”); see also SARKAR, supra note 12, at 153 (“Since privatization
inevitably raises the spectre of lay-offs of redundant employees, sacrifices may be required
of more than just the ruling political elite.””); Baer & Birch, supra note 21, at 18. Note that
just the opposite is mentioned as an argument in favor of privatization.

98. Shirley, supra note 23, at 27.

99. Id

100. Baer & Birch, supra note 21, at 19 (“However, many countries resorted to sealed-
bid auctions to sell major portions of large public enterprises because the size of their stock
markets proved too small for a successful public sale. Consequently, privatization resulted
in the transfer of public assets to a small group of wealthy elites.”); SARKAR, supra note 12,
at 165 (“A commonly cited reason for the scarcity of privatization opportunities in many
developing nations is the absence of capital markets.”).

101. Vernava, supra note 50, at 117.

Critics of swaps of severely discounted debt for equity in SOEs that are

being privatized express the view that such programs stop other FDI not

linked to concessionary programs, allow valuable national assets to be

sold to foreigners, and permit these assets to be sold at significant

discounts because the discounted debt becomes the vehicle for the

swap.
1d.; see also Baer & Birch, supra note 21, at 20 (“[T)here are strong indications that debt-
equity swaps do not increase the flow of foreign direct investment into the country, but
merely alter its form and subsidize the foreign currency cost of the investment.”).

HeinOnline -- 7 Conn. Ins. L.J. 382 2000-2001



2001] INSURANCE PRIVATIZATION IN COSTA RICA 383

Similarly, governments have been unsuccessful in privatizing if they do
not adopt appropriate regulations or sell to incapable purchasers!02 who, in
turn, do not necessarily increase productivity.!03 In addition, problems
with appropriately valuing SOEs that are to be sold suggest that
privatization may be unsuccessful if government assets are sold off “too
cheaply.”104

But in addition to essentially economic arguments that disfavor
privatization as unsuccessful, there are many other political arguments.
For example, notions of nationalism in terms of retaining control over the
means of production are cited as arguments against privatization.!05 Thus,
it would follow that a privatization is unsuccessful if SOEs are sold off to
foreigners. Another criticism is that many countries have implemented
privatization with relative ease due to the existence of authoritarian, anti-
democratic regimes.!06 Of course, this argument still retains an economic

102. Reisman, supra note 2, at S390 (**Another supposed disadvantage of privatization
is that governments tend to be short-sighted in their privatization policies because of their
impatience for ‘high prices and quick deals,” and often will sell to new owners who are not
capable operators, or will sell industries without establishing firm government
regulations.”) (footnotes omitted).

103. Ammijo, supra note 21, at 18.

Analysts agree that most of the improved profitability of newly
privatized Argentine firms has come from the enhanced ability of the
new owners to raise prices and fees for their outputs, in an environment
of low or nonexistent competition and lax government regulation. That
is, ‘profits’ have come from an implicit tax on consumers, not from
heightened productivity, however measured.

Id

104. Baer & Birch, supra note 21, at 19 (“Valuation of public enterprises is extremely
difficult in economic environments characterized by weak or non-existent capital markets,
concentrated private sectors, a lack of reliable operating data for the firm under
consideration, and difficult macroeconomic environments.™).

105. Reisman, supra note 2, at S390 (“[1]f the privatization occurs by selling to foreign
entities, there is a hue and cry that the patrimony of the country is being given away at
bargain prices.”); see also Baer & Birch, supra note 21, at 18 (speaking of “eroding
sovereign control” and foreign ownership).

106. Enrique R. Carrasco, Law, Hierarchy, and Vulnerable Groups in Latin America:
Towards a Communal Model of Development in a Neoliberal World, 30 STAN. J. INT’L L.
221,226 (1994).

This approach to the crisis [in Latin America] included the
implementation of economic adjustment measures formulated by the
IMF and the World Bank that resulted in a significant neoliberal
economic transition. Chile and Mexico have experienced particularly
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component in that the consequence is privatization’s failure to improve the
economic well-being of the poor. Commenting on politicians and the
“dynamic dependency model,” which accords vulnerable groups first-order
priority in a country’s development process, some have suggested that
“[pJopulism in Latin America should be criticized not for its redistributive
goals per se, but rather for its propensity to view vulnerable groups
paternalistically and to exploit them for political purposes.”107 This
development model can be justified in Latin America because it is morally
unacceptable that there be an increasingly large gap between the wealthy
and the poor, because development goals will not be achieved when
citizens are undereducated and apathetic, because such social inequities
heighten the risk of political instability brought about by military
intervention, and finally, because those same inequities distort
development endeavors.108

In sum, it can be said that, while there is a significant amount of
political rhetoric involved in assessing the success or failure of
privatization, the underlying idea is that privatization will be unsuccessful
if it fails in improving the economic conditions in which a country’s
population lives.

B. Privatization in Latin America

As noted above, Latin America has not been exempt from the
sweeping effects of privatization.!09 Previously, during a good part of this

swift transitions because their authoritarian regimes have used
extensive executive powers to implement the economic laws and
reguiations that facilitated adjustment. This process has resulted in
increased poverty and a widening of the gap between the rich and the
poor.
Id.; see also Manzetti, supra note 19, at 5 (“[L]ittle progress has been made in the political
and legal realms.”).

107. Carrasco, supra note 1006, at 312.

108. /d at310-11; see also Baer & Birch, supra note 21, at 15 (“Two major limitations
to the dispersion of ownership in Latin America were the highly skewed distribution of
income and the absence of well-developed capital markets.™).

109. Manzetti, supra note 19, at 5.

In the 1980s and early 1990s, market reforms swept all the regions of
the developing world, particularly in Latin America, which by itself
between 1988 and 1993 accounted for 58 percent of total worldwide
privatization sales. In fact, trade liberalization, privatization of state-
owned enterprises (SOEs) and deregulation of a wide variety of
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century, import-substitution-industrialization was the central economic
development doctrine adopted by many countries in Latin America.l10
Pursuant to these policies, many countries (including Costa Rica)
controlled and operated SOEs in such areas as telecommunications,
banking, hotels, airlines, petrochemicals, and insurance.l!! Costa Rica, in
fact, still operates SOEs in telecommunications, electricity, banks, oil
refining, and insurance.

As a reaction to the bad experiences encountered with these SOEs,
Latin America became one of the prime regions in terms of privatization
campaigns. Focus was also placed on trade liberalization, which has
become increasingly important to the development of Latin American
economies. However, some argue that these economies should redirect
their energies toward attracting foreign direct investment.112 Opposition
to privatization in Latin American countries has led to what has been
called “setbacks,”!13 but a sort of privatization frenzy that affected most
countries has even led some to consider Latin America as “the next
economic powerhouse.”!14 In fact, when measured in terms of dollars,
57% of all privatizations took place in Latin America in 1995.115 This
section will illustrate some of the issues that are dealt with in the
privatization context, drawing from the experiences of Argentina, Brazil,
Chile, and Mexico.

1. Argentina

Privatization in Argentina is largely credited to the politics of Carlos
Menem, who served as President of Argentina during the 1990s and
promoted the process. As in other countries in the region, from World
War II through the early 1980s, the Argentine State grew significantly,
especially in terms of the prominence and size of SOEs. After civilian
government was restored in 1983, the economy was in generally poor

economic activities were the pillars upon which the Latin American
market reform agenda was based.
Id
110. Baer & Birch, supra note 21, at 2.
1il. SARKAR, supranote 12, at 152,
112. Mark B. Baker, Integration of the Americas: A Latin Renaissance or a
Prescription for Disaster?, 1 | TEMP. INT’L & Comp. L. J. 309, 310 (1997).
113. Reisman, supra note 2, at S374.
114. Id.
115. SARKAR, supra note 12, at 145,
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shape and there remained a large SOE sector.!16  Of course, there was
significant opposition to any privatization program, especially from
worker organizations who, it was said, profited from the previous
government control and stood to lose jobs and benefits if SOEs were sold
to the private sector.!!7 Ironically, it was Menem himself who once
enlarged the government sector he now sought to reduce.!18

Menem was given ample authority, by a law enacted in 1989, to
commence a privatization process that touched many state industries.!19
Debt-equity swaps were a crucial part of that privatization program, and
soon Argentina was the most ambitious user of this technique.i20
Privatization in Argentina involved the sale of state airlines,
telecommunications companies, the government steel company, the
Buenos Aires electric utility company, and railway systems, among
others.121 In effect, “[1law 23.696 declared a state of emergency which
applied to the various state enterprises, corporations, and banks. State-
owned property, services, or utilities could be privatized upon a formal
declaration by the executive branch with Congressional approval.”122 In
September of 1991, Argentina announced another plan for privatization
(including sensitive military real estate holdings) and tax reduction and
simplification.123 In addition, by 1993, Argentina’s Foreign Investment
Law had been changed to reflect the new government policies, and thus

116. Ammijo, supra note 21, at 2-6.

117. Julio C. Cueto-Rua, Privatization in Argentina, 1 Sw. J. OF L. & TRADE AM. 63,
66 (1994) (“However, the unions and their workers profited from this bleak situation, and
stood to lose jobs and benefits if the companies were turned over to more prudent
management.”}.

118. Reisman, supra note 2, at S378.

119. Cueto-Rua, supra note 117, at 69 (“Law 23.696, officiatly titled ‘Administrative
Emergency and Reorganization of the State,” gave President Menem both the broad
authority to begin the privatization process and listed the state industries, public services,
and public utilities which were subject to privatization. These enterprises included . . .
insurance companies.™). -

120. Vernava, supra note 50, at 116.

121. Proceedings of the Sixth Annual Seminar on Legal Aspects of Doing Business in
Latin America: Free Markets in Latin America: New Games -- New Rules, The New Latin
American Economic Landscape: Emerging Market Capitalization: Country Updates Part |,
8FLA. JLINT'L L. 192, 192-93 (1993) [hereinafter New Latin American Landscape].

122. Cueto-Rua, supra note 117, at 70 (footnotes omitted).

123. 4
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provided that foreign investors would be treated in the same manner as
domestic investors.124

Also in 1993, Argentina partially privatized its social security
system.125 The reform, while based on the Chilean example, is less far
reaching because workers still retain the possibility of keeping their
pension with a state-run system.!26 Thus, in terms of pensions, “[t]he case
of Argentina demonstrates how, in a democratic political system as
opposed to Pinochet’s military junta in Chile, the legislative process works
more slowly, and widespread reforms come about more gradually.”127

From 1990 to 1995, Argentina privatized 126 SOEs.128 In looking
back at Argentina’s privatization programs, it can be noted that the two
main components of the Menem program were first, the structural reform
to eliminate the public sector’s deficit and terminate its inefficient
interventions in the market and, second, the improvement in the supply of
certain public goods and services indispensable to private sector
growth.129 In addition, it is noteworthy that efforts were made to avoid the
establishment of private monopolies, and when possible, SOEs were
divided and sold to separate buyers for this purpose.!30

In the end, it must be noted that Menem’s leadership was praised
during the privatization period. The process he led has been described as a
“simple and well-reasoned procedure for selling the state-owned
enterprises that in tum ended the drain these enterprises placed on the
Treasury and helped the government stop inflation.”131 Some have also

124. Vernava, supra note 50, at 113.

125. Michael Alan Parkin, Privatization of Old-Age Pensions in Latin America:
Lessons for Social Security Reform in the United States, 62 FORDHAM L. REV. 2199, 2210
(1994).

126. Id.

127. Id.

128. Vernava, supra note 50, at 152.

129. New Latin American Landscape, supra note 121, at 192.

130. Cueto-Rua, supra note 117, at 73.

131. /d at 71. Cueto-Rua notes that:

[t]he success of the privatization process can be attributed to four main
sources: the government's use of both foreign and domestic advisors in
developing the actual sales procedures, the speed with which the sales
took place, the government’s policy of making it possibie for all sectors
of the society to take part in investing in the privatization, and the
government’s delicate treatment of the labor unions and workers.

1d.
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noted that it is hard to believe the breadth of the Argentine privatization
process.!32 In the final analysis, the heavy hand that politics and shifting
ideologies played cannot be overlooked.!33 In effect, some authors opine
that, in Argentina’s case, decisions to bring about economic reform and
privatization had more to do with politics than with the actual intrinsic
efficiency or profitability of state-owned enterprises. 34

2. Brazil

It was not until 1990 that Brazil began reforming its economy and
engaging in privatization efforts.135 As was also the case with other
countries in the region during the early 1990s, Brazil was burdened with a
huge external debt that reached $121 billion. This, along with political
obstacles and bureaucracy held up Brazil’s privatization enterprise until
more recently.!36  Again, as in other countries, by 1991 “violent
demonstrations against privatization efforts [had] twice forestalled the
process of reform. Indeed, as one reporter stated, Brazil [was] increasingly
the odd one out in Latin America as it struggle[d] to come to terms with its
awesome problems while elsewhere in the region foundations [were] being
laid for stable growth.”137

In spite of this, a broad privatization program was initiated in 1990,
pursuant to a federal law.138 Among the goals sought to be achieved by the
Brazilian government through privatization was the attraction of foreign
capital to abate its trade deficit and to draw much needed investment in
technology infrastructure.139 1In the early 1990s, there appeared to be a
government commitment to privatizing SOEs in both the steel and the

132, New Latin American Landscape, supra note 121, at 192 (“Those reforms were
really remarkable. No one who knows the history of Argentina could believe that such
reforms could be achieved there. Mr. Menem restructured and privatized state-owned
enterprises in literally all sectors of the economy, including the all-sacred defense sector.”™).

133, Amijo, supra note 21, at 17 (“Despite his nationalist and statist past and his
recent rhetoric, Menem moved to implement strongly neoliberal policies, including slashing
the public sector.”).

134, Id at2.

135. Reisman, supra note 2, at S379.

136. Id.

137. Id at 380 (footnotes and internal guotations omitted).

138. Christopher R. Rabley, The Need for Liberalization of Barriers to Trade in
Insurance to Promote Consumer Interests: Analysis of the Brazilian Reinsurance System as
a Case Study, 24 N.C. ). INT'L. & CoM. REG. 633, 644-45 (1999).

139. /d
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petrochemical sectors. “Brazil’s privatization of USIMINAS (one of the
country’s many state steel companies) initially faltered due to procedural
problems and political opposition. Nevertheless, the eventual privatization
of USIMINAS in November 1991, launched extensive privatization plans
in Brazil.”!40 There was an increase in the number of large companies
operating in Brazil, and in 1995, previously untouchable government
assets (such as electrical, gas, oil, and telecommunications) were
privatized.141 “Between 1991 and 1997, the government sold fifty-five
companies for a total of $15 billion, with many receiving foreign
capital.”142  This process also included mining, B-bandwidth cellular
phone concessions, and telephone systems (through the privatization of
Telebras).

As a matter of illustration, the case of the much-discussed privatization
of the Brazilian government-controlled monopolistic reinsurer may be
useful. For many decades, Brazil’s insurance market had been off-limits to
foreign investors (both to primary insurers and reinsurers).'43  Of course,
Brazil has the largest insurance market in Latin America and has, thus,
been an important target for trade negotiators and insurance companies. 144
It is noteworthy that foreign insurers invested over $1 billion in Brazil
between 1994 and 1998.145

The Instituto de Resseguros do Brasil (“Brazilian Reinsurance
Institute,” or IRB) retains control of the Brazilian insurance market
through a strict legal monopoly on the underwriting of reinsurance in
Brazil.146  As commentators have noted, one of the main arguments for
pursuing privatization is that the existence of the SOE’s monopoly runs in
the face of worldwide trade liberalization under the World Trade
Organization (WTO) agreements.147 Of course, one of the problems this

140. Baer & Birch, supra note 21, at 2 (footnotes omitted).

141. Rabley, supra note 138, at 658.

142, Id.

143. Id. at 636 (“For over thirty years, Brazil’s insurance market has been sealed from
foreign insurance and reinsurance companies. Strict regulations prohibited any new
investments by foreign insurers, and a government monopoly over reinsurance Kept
reinsurers away from Brazil's reinsurance market.”).

144, Rabley, supra note 138, at 635.

145. Id.

146. Id. at 646-47.

147. Id. at 637-38. Rabley argues that:
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process has faced is that the reinsurance monopoly was initially excluded
from Brazil’s National Privatization Program.148

Still, there appears to have been some progress in this field. “Prior to
the WTO negotiations, Brazil maintained strict barriers to trade in
insurance.”149 This included not allowing foreign insurance companies to
transact business in Brazil (except for minority partnerships in joint
ventures), and restricting the repatriation of any more than 12% of foreign
concerns’ profits.  There was a further requirement that Brazilian
government entities place their business with Brazilian wholly-owned
companies.!50 The argument is, then, that significant improvements can
be achieved if more private sector participation, especially from foreign
players, is increased.!51

3. Chile

Saying that Chile is regarded as the leader among Latin American
privatizers is almost cliché.!52 In effect, as has been noted, Chile
deregulated and privatized much of its previously government-held
industry.133  From 1990 to 1995, Chile privatized only 12 SOEs,154
mainly because by then it was further along in the process than other Latin
American nations (or, as detractors would put it, “there was nothing more

Brazil's strict reinsurance regulations serve as a substantial barrier to
trade and create an isolated marketplace. The regulations suffocate the
development of the insurance industry and stifle innovations in
products, processes, and market efficiency. . . . Consumers in Brazil
have been forced to purchase insurance in an uncompetitive
environment where products are excessively priced and inadequate as
compared to open market standards. )
ld

148. Id. at 652.

149, id. at 643,

150. /d. at 643-44. :

151. Id. at 666 (“Once allowed to do business in Brazil, foreign insurance companies
will import sophisticated insurance services, underwriting practices, and modern
management techniques. The benefits of this to Brazilian consumers can be many including
improved quality of services and diverse products.”).

152. Vernava, supra note 50, at 125. (“Chile preceded other Latin American nations in
privatization and financial liberalization.”).

153. Baer & Birch, supra note 21, at | (*“In Latin America, Chile led the way. Chile
deregulated many sectors and sold state enterprises to both domestic and foreign private
groups.”). ’

154. Vernava, supra note 50, at 153.
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left to sell”). In particular, as this topic relates to insurance, it must be
noted that Chile, again, started the process of insurance deregulation in the
early 1980s, and now operates an open market system. 135

By some estimates, the regime of Salvador Allende (1970-1973) in
Chile operated approximately 600 SOEs that together made up about 50%
of Chile’s GDP.156 In 1973, a dramatic change of events would alter the
course of Chile’s economy. By now it is well known that the military coup
and subsequent authoritarian government that ousted Allende and put
General Augusto Pinochet in power was central in Chile’s privatization
process. “Pinochet’s authoritarian government rode roughshod over any
objections voiced by interest groups, and began instituting free market
economy reforms in 1980. Among his reform package was the wholesale
privatization of SOEs.”157

Given the lack of a democratic element in Chile’s policies, Pinochet’s
government implemented radical financial and trade liberalization, which
was followed by the outright transfer of previous nationalized enterprises,
and enterprises that had been especially created for the government.!58 Of
course, there has been criticism of this process, consisting mainly of
indications that many SOEs were stripped of their debts in order to quickly

155. Tony Santos, Unique Opportunities and Challenges: Country Updates, 10 FLA. .
INT’L L. 40, 55-56 (1995).
156. Reisman, supra note 2. at S375. °
157. SARKAR, supra note 12, at 162; see also Kristen V. Campana, Paying Our Own
Way: The Privatization of the Chilean Social Security System and Its Lessons for American
Reform, 20 U. Pa. J. INT'L ECON. L. 385, 393 (1999) (“Pinochet’s military control is often
considered responsible for the successful implementation of this effort, because it
eliminated all opposition from the old Congress and political groups.™).
158. Reisman, supra note 2, at S375-76.
The government that succeeded the Allende regime in 1973 responded
by implementing ‘drastic financial and trade liberalization.” In this
way, the first of Chile’s four phases of privatization began, during
which approximately 240 previously nationalized enterprises were
either transferred outright or were returned to prior owners. In the
second phase of privatization, begun in 1975, the government divested
itself of enterprises that the previous government had created, or in
which the previous government had bought shares. The third and
fourth phases began in 1985, with the third phase involving ‘the
reprivatization of enterprises divested during phases one and two,’ and
the fourth phase involving the divestiture of the final forty large
industrial companies controlled by the government.
/d
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sell them and obtain higher prices. The debt that was left over, however,
burdened the Chilean Central Bank and “drained the Central Bank’s
resources by two percent of gross domestic product annually, according to
one estimate.”159

Among Chile’s most acclaimed success stories is the privatization of
its pension system. “In 1980, Chile privatized its social security system to
relieve the government’s administrative burden, eliminate the stratification
and inequality that pervaded the pension system, and promote economic
growth through saving and investment in private capital markets.”160
Indeed, some authors choose Chile’s pension privatization program as an
illustration of the benefits that such programs can generate in terms of
capital market enhancement. “[Chile] successfully transformed [its] pay-
as-you-go pension system (of a type still used in the United States), into a
system of privately funded and managed individual retirement accounts.
Ultimately, pension fund privatization and reform proved to be
instrumental in Chile’s economic recovery.”16l

In the end, several characteristics of Chile’s privatization scheme are
of note. First, it appears that tactics of widespread share ownership (such
as special discounts, incentives, or quotas) can be employed in order to
avoid concentration.!62 Second, and more importantly, the soundness of
the macro-economic environment is crucial to success.!63 Third, some
conclude that leaming from Chile’s experience suggests that privatization
should not be implemented on a widespread scale.l64 Nonetheless, it
seems that the-use of pension funds (in Chile’s case, Administradoras de
Fondos de Pensiones or AFPs) can be a strong catalyst for capital market
development, even in a small market. 165

159. Id. at S376 (citing Jerome 1. Levinson, While the Bankers Confront a New
Lending Order, WASH. POST, Oct. 13, 1991, at C3).

160. Parkin, supra note 125, at 2205.

161. SARKAR, supra note 12, at 162; see also Campana, supra note 157, at 391-421.

162. Reisman, supra note 2, at S376 (citing HELEN NANKANI, TECHNIQUES OF
PRIVATIZATION OF STATE-OWNED ENTERPRISES 40 (1988)).

163. SARKAR, supranote 12, at 164.

164. Reisman, supra note 2, at S376 (citing NANKANI, supra note 162, at 40).

165. SARKAR, supra note 12, at 165; Vemava, supra note 50, at 125 (“The
[privatization] process included expanding the availability of capital that could flow into the
stock market. Thus, in March 1994, the Chilean Congress passed a law allowing pension
funds to extend their investments to nearly 300 of Santiago’s listed companies.”).
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4. Mexico

Again, as with other Latin American countries, Mexico has historically
oscillated between cycles of nationalization and privatization. “Mexico
began nationalizing its industries around 1917, privatized beginning in
1940, nationalized again beginning in 1958, and began privatizing yet
again in the mid-1980s.”166 From 1990 to 1995, Mexico privatized 221
SOEs,167 by far the highest number of SOEs privatized by a Latin
American country in that period.

In Mexico, almost all large SOEs have been privatized, but
privatization has slowed down otherwise.!68 In 1989, Mexico began by
reforming its financial system, including liberalization of interest rates and
reduction of reserve requirements and mandatory credit allocations.169 In
particular, by 1991, seven state commercial banks had been privatized,170
and the privatization of railway systems and ports increased investment
opportunities.!7! Mexico had also participated in the wave of acquisitions
of Latin American insurers by foreign companies.!72 At the same time,
Mexico updated and reformed its laws governing foreign direct investment
in order to facilitate inflows of foreign capital.173

One of the cited benefits that Mexico experienced through its
privatization efforts is the increase in foreign capital invested in the
Mexican stock market. With privatization, “Mexico . . . has seen dramatic
inflows to and outflows from the Mexico City Stock Exchange. . . . In
1689, a puny half-million dollars moved into the Bolsa. In 1993, $33.3

AFPs demonstrate that institutional investors can be a strong catalyst
for capital market development even if stock market listings are limited.
By investing in government commercial paper and other government-
backed securities, institutional investors add a great deal of stability to
financial markets. Moreover, by privatizing AFPs and allowing them
to invest in the shares of private companies, local capital markets are
both broadened and deepened.
Id.
166. SARKAR, supranote 12, at 146 (footnote qmitted).
167. Vernava, supra note 50, at 153.

168. Id at11].

169. Reisman, supra note 2, at S377.
170. /d.

171. Glade, supra note 85, at 65.
172, Id. at 60.

173. Vernava, supra note 50, at 112 (commenting that Mexico rewrote its foreign
investment law eftfective January 1, 1994).
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billion dollars in foreign investment were made in Mexico.”!74 It should
be noted, furthermore, that Mexico has also undergone privatization efforts
as a part of an integral macro-economic reform process that has put
emphasis on improving income distribution, domestic saving, and
productivity.!7S Some commentators stress that other efforts should be
made to continue with privatization of certain industries, such as Mexico’s
high-profile petrochemical SOE, Pemex.176

One particular feature of Mexico’s privatization process is that it has
been significantly centralized and streamlined. In effect, some
commentators note that Mexico has successfully sold thousands of
enterprises (including its larger ones) with the involvement of only a
relatively small group of persons.!77 Alternatively, this has been criticized
because many crucial decisions have been left by the legislature to the
executive branch and its administering agencies.!’8  Finally, it is
noteworthy that Mexico has attempted to reform its pension system much
in the same way that Chile did.!79

174. Id. at 115.
175. Reisman, supra note 2, at S377.
176. J. Keith Russell, The Time Is Now for Fuil Privatization of PEMEX, 20 Hous. J.
INT'LL. 173,201-02 (1997).
The only thing standing in the way of full privatization of Pemex is an
outdated notion about national sovereignty being dependent upon the
existence of a national oil company. This sentiment is further being
exploited by self-serving, clever politicians at the expense of the very
people Pemex was supposed to help: the working people of Mexico.

Id.

177. Shirley, supra note 23, at S29 (“Mexico has successfully sold thousands of
enterprises, including some very large enterprises, with only seven people conducting
transactions. . . . Such a centralized system might seem subject to abuse, but the check in
Mexico was transparency.”).

178. Chibundu, supra note 11, at 15-16 (“Thus, the constitutive documents in countries
like Mexico . . . often have covered several disparate cases of privatization, and left many of
the crucial decisions to the post hoc discretion of the executive branch and its administering
agencies.”). '

179. Parkin, supra note 125, at 2214,

In February 1992, the Mexican government enacted legislation that
reformed the existing system to provide better pensions for workers. . . .
The case of Mexico illustrates the interaction between private pensions
and capital markets, and shows that a relatively small transfer of social
security money to private fund managers can significantly affect the
level of private saving and investment.

Id.
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C. The Privatization of Insurance in Uruguay

This section describes the current situation of Uruguay’s insurance
industry, and will reflect on Uruguay’s recent move from a closed
insurance market, very similar to Costa Rica’s, to an open market. In
order to accomplish this, it will be necessary, first, to explain why Uruguay
is especially helpful as a model for analyzing Costa Rican insurance
reform issues and, second, to describe the relevant and fundamental
features of Uruguay’s insurance reform and its main effects.

1. Uruguay: A Model for Costa Rican Insurance Reform

When dealing with issues of insurance reform in Latin America,
several recent examples of fundamental insurance reform are available.
Nonetheless, for the purpose of this Article, the experiences of some
countries are only somewhat useful. For any comparison of this nature to
be of any practical relevance, it is imperative that one avoid “comparing
apples with oranges.”

Although the experiences of Argentina, Brazil, Chile and Mexico serve
to illustrate some of the issues that Latin American countries deal with in
undertaking privatization efforts, when commenting on insurance reform it
is imperative that the size of the countries’ economies be given due regard.
Thus, for example, while Brazil has been undergoing a fundamental
restructuring of its insurance market, the clear differences between a
market such as Brazil’s and a market like Costa Rica’s should put
comparisons into the appropriate perspective. With a population of over
171 million (July 1999 estimates) and a Gross Domestic Product (GDP -
purchasing power parity) of $1.0352 trillion (1998 estimates),!80 Brazil’s
economy and markets clearly dwarf those of Costa Rica.

By contrast, Uruguay and Costa Rica share many characteristics that,
arguably, make Uruguay the best reference for comparison in dealing with
insurance reform issues.!8! Although the two countries are geographically

180. See CENTRAL INTELLIGENCE AGENCY WORLD FACTBOOK, available at
http://www.odci.gov/cia/publications/factbook/ index.html (visited Nov. 21, 1999).

181. See generally THE POLITICAL ECONOMY OF POVERTY, EQUITY, AND GROWTH, The
World Bank (Simon Rottenberg ed., 1993). This study of Uruguay and Costa Rica presents
the two nations as having remarkable similarities in their historic development. It explains
how the two countries achieved relatively high levels of per capita income through the
export of primary products, and comments on the countries’ social and redistributive
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far apart, upon closer examination, they share many similarities. In terms
of population, Costa Rica and Uruguay are very similar. Estimates for
July of 1999 show that Costa Rica has a population of 3,674,490
million,182 while Uruguay’s population is 3,308,523.183 Further, Costa
Rica and Uruguay have similar racial compositions.184 The same can be
said about the socio-economic structure of these countries’ societies!85 as
measured in indicators such as life expectancy,!86 literacy rate,!87 and
infant mortality rate.!88

policies. It is said that the consequence of such policies has been a high level of justice in
both countries and the benetit of a democratic system of government.

182. CENTRAL INTELLIGENCE AGENCY WORLD FACTBOOK at
htep://www.odci.gov/cia/publications/factbook/geos/cs.html (last visited Nov. 21, 1999)
fhereinafter CIA DATA ON COSTA RICA]; see also Costa Rica, available at MICROSOFT
ENCARTA ENCYCLOPEDIA, at . http://encarta.msn.com/
encarta/Article.asp?z=2&br=0&mod=1&pg=6&ti=05223000 (last visited Nov. 11, 1998)
[hereinafter ENCARTA ENCYCLOPEDIA ON COSTA RICA].

183. See  CENTRAL  INTELLIGENCE AGENCY WORLD FACTBOOK  af
http://www.odci.gov/cia/publications/factbook/uy.html  (last visited Nov. 18, 1999)
[hereinafter CIA DATA ON URUGUAY].

184.  Costa Rica’s 96% white (including mestizo, i.e., mix of European and
Amerindian) population almost identically matches Uruguay’s 94% (88% white, 8%
mestizo), and the minority racial groups are also similar (blacks represent 2% of Costa
Rica’s population and 4% of Uruguay's, while Amerindian populations are practically non-
existent in Uruguay and represent only 1% of Costa Rica's population). See CIA DATA ON
CoSTA RICA, supra note 182; CIA DATA ON URUGUAY, supra note 183. See also U.S.
Department  of  State, Background Notes: Costa  Rica, July 1998, at
http://www state.gov/www/background_notes/costa_rica_ 0798 bgn.htm (last visited Nov.
18, 1999) [hercinafter U.S. STATE DEPT. DATA ON COSTA Rica]: U.S. Department of State,
Background Notes: Uruguay, March 1998, at http://www.state.gov.background_notes/
uruguay 0398 bgn.htm (last visited Nov. 18, 1999) (hereinafter U.S. STATE DEPT. DATA ON
URUGUAY].

185. Both Costa Rica and Uruguay have a large middle class. See ENCARTA
ENCYCLOPEDIA ON COSTA RICA, supra note 182; Uruguay, available in MICROSOFT ENCARTA
ENCYCLOPEDIA, [hereinafter referred to as ENCARTA ENCYCLOPEDIA ON URUGUAY] ar http://
cncarta.msn.com/encarta/Article. asp?z=2&br=0&mod=1& pg= 6&ti=0437C00 (last visited
Nov. 18, 1998). This element is particularly important when discussing issues of insurance
rcform.  Arguably, the existence of a large middle class will facilitate the increased
development of an “insurance culture” among consumers that will generally be both more
aware of the need for insurance, and in a better financial position to buy insurance.

186. The life expectancy in Costa Rica is 76.04 years, the highest in the Western
Hemispherc. ENCARTA ENCYCLOPEDIA ON COSTA RICA, supra note 182; see also CIA DATA
ON CoSTA RICA, supra note 182. The life expectancy in Uruguay is 75.83 years. CIA DATA
ON URUGUAY, supra note 183.

HeinOnline -- 7 Conn. Ins. L.J. 396 2000-2001



2001] INSURANCE PRIVATIZATION IN COSTA RICA 397

In purely economic terms, the countries are also similar enough to
provide a basis for a meaningful comparison. Both the Costa Rican
economy and the Uruguayan economy are small economies.18% Similarly,
the GDP composition by sector (industry, agriculture, and services) is also
substantially the same.190 Of course, given the comparable populations
and GDPs, the per capita GDP (purchasing power parity) is consequently
very similar.191 Finally, inflation rates (consumer prices)t92 and GDP
growth rates193 are comparable.

Lastly, as will be described in the following subsection, during the
twentieth century, the insurance industry evolved in a similar manner in
both Costa Rica and Uruguay. In sum, it is apparent that there are many
similarities that make a comparison between Uruguay and Costa Rica a
meaningful one. Of course, there are also important differences between

187. The literacy rate in Costa Rica (defined as the percentage of the population 15
years of age and over that can read and write) is 94.8%, while in Uruguay it is 97.3%. CIA
DATA ON COSTA RICA, supra note 182; CIA DATA ON URUGUAY, supra note 183.

188. Infant mortality in Costa Rica reaches 12.89 deaths/1,000 live births (1999 est.),
while in Uruguay the rate is 13.49 deaths/1,000 live births (1999 est.). ClA DATA ON
COsTA RICA, supra note 182; CIA DATA ON URUGUAY, supra note 183,

189. GDP (purchasing power parity} for Costa Rica (1998 est.) was $24 billion, while
GDP for the same period in Uruguay was $28.4 billion. CIA DATA ON COSTA RICA, supra
note 182; CIA DATA ON URUGUAY, supra note 183. Compare both GDP’s with those for
Brazil ($1.0352 trillion, 1998 est.), Argentina ($374 billion, 1998 est.), Mexico ($815.3
billion, 1998 est.), and Chile ($184.6 billion, 1998 est.) -- all countries within Latin
America -- or the United States ($8.511 trillion, 1998 est.}, Germany ($1.813 trillion, 1998
est.), the United Kingdom, ($1.252 trillion, 1998 est.), Japan ($2.903 trillion, 1998 est.),
Canada ($688.3 billion, 1998 est.), and France ($1.32 trillion, 1998 est.). CENTRAL
INTELLIGENCE AGENCY WORLD FACTBOOK, at http://
www.odci.gov/cia/publications/factbook/index.html_(last visited Jan. 16, 2000).

190. GDP composition by sector for Costa Rica is as follows: agriculture, 15%;
industry, 24%; services, 61%. GDP composition by sector for Uruguay is as follows:
agriculture, 8%; industry, 26%; services, 66%. CIA DATA ON COSTA RICA, supra note 182;
CIA DATA ON URUGUAY, supra note 183,

191. Costa Rican GDP (purchasing power parity) per capita is $6,700 (1998 est.);
Uruguayan GDP (purchasing power parity) per capita is $8,600. CIA DATA ON COSTA
RICA, supra note 182; CIA DATA ON URUGUAY, supra note 183.

192. Costa Rica has an annual inflation rate of 12% (1998 est.), while Uruguay has one
of 8.6% (1998 est.). CIA DATA ON COSTA RICA, supra note 182; CIA DATA ON URUGUAY,
supra note 183.

193. GDP real growth rate for Costa Rica was 5.5% according to 1998 estimates.
Estimated GDP real growth rate for Uruguay for the same period was 3%. CIA DATA ON
CoSTA RICA, supra note 182; CIA DATA ON URUGUAY, supra note 183.
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the countries,!94 but the general proposition that they are comparable
seems to be well based.

2. The Uruguayan Insurance Reform: Brief Background,
Fundamental Features, and Current Key Insurance Market
Indicators

This subsection will first set forth a brief background on the
fundamental features of Uruguay’s insurance industry and the reform
process undertaken during the early 1990s in this South American country,
and then describe the main effects of the insurance reform in terms of
certain key insurance market indicators.

a. Brief Background and Fundamental Features of
Uruguay’s Insurance Industry and Recent Reform
Process

As in Costa Rica, in Uruguay the insurance industry was (until 1993) a
government monopoly. The earliest significant development of the
insurance industry in Uruguay can be traced to the second half of the
nineteenth century, when Uruguay as a whole started recuperating from the
Guerra Grande (The Great War).195 At that time, foreign (mainly British)
insurance companies established themselves in Uruguay alongside
Uruguayan insurers created after 1854.196

By the early twentieth century, the prevailing ideology and economic
tendencies of the time led to the establishment of the Banco de Seguros del
Estado (State Insurance Bank). Established in 1911, the purpose of the
State Insurance Bank was to “regulate the private sector.”197 However,

194. For example, while Uruguay is part of MERCOSUR, Costa Rica does not share a
similar situation; the Central American Common Market (MERCOMUN) has been highly
unsuccessful by most accounts. See, e.g.. MIGUEL A. EKMEKDJIAN, INTRODUCCION AL
DERECHO COMUNITARIO LATINOAMERICANO: CON ESPECIAL REFERENCIA AL MERCOSUR
125 (1994). In addition, and in connection to this, Uruguay’s largest trading partners are
Brazil and Argentina, while Costa Rica is heavily dependent on trade with the United
States, Germany, and other European countries.

195. Banco de Seguros del Estado, Historia del Banco de Seguros del Estado (History
of the State Insurance Bank), available at http://www.bse.com.uy/compania/ historia.html
-(last visited Nov. 21, 1999).

196. Id.

197. Id. “La corriente ideologica v las tendencias economicas predominantes en la
época llevaron a que en 1911, a efectos de regular el sector privado, se creara una entidad
estatal denominada Banco de Seguros del Esiado . . ." Id. (Author’s translation: “The
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the State Insurance Bank was granted a monopoly over a large part of the
insurance industry in Uruguay.!98

The State Insurance Bank enjoyed its monopoly status until 1993
when, following a shift in the prevailing economic conditions, particularly
those in South America regarding MERCOSUR,199 Uruguay enacted
Public Law No. 16426 (the “Demonopolization Act™).200  The
Demonopolization Act, adopted by the Uruguayan legislature on October
6, 1993, and signed into law by the Executive Branch on October 14, 1993,
provides for the freedom to choose insurance companies.20! Exempted
from this general lifting of the State Insurance Bank’s monopoly was
insurance for government entities, government procurement sureties (both
those guaranteeing participation in the bidding processes, and those
guaranteeing actual performance of awarded government contracts), and
worker’s compensation insurance.202

There are five main features to the Demonopolization Act.203 First
and most obviously, as already noted above, its main feature is the

ideological movement and the predominant economic tendencies of the period, 1o the effect
of regulating the private sector, led in 1911 to the creation of a state entity named State
Insurance Bank.”) (emphasis added).

198. 7d.

199. MERCOSUR, or Mercado Comiin del Sur (Southern Common Market), is the
regional multilateral trade treaty in force between Argentina, Brazil, Paraguay, and
Uruguay. Among its objectives, MERCOSUR includes the free circulation of goods,
services, and persons among the member countries, the establishment of a common external
tariff, the adoption of a common commercial policy towards third countries, a commercial
liberalization program. and the coordination of the macroeconomic policies of the member
nations. For a general introduction to MERCOSUR, see, e.g. MIGUEL A. EKMEKDIJIAN,
supra note 194, at 23.

200. LEY DE DESMONOPOLIZACION DEL BANCO DE SEGUROS DEL ESTADO [STATE
INSURANCE BANK DEMONOQPOLIZATION AcCT] (Uru). available ar
http://206.99.48.149:8585/bcu/indexS  (last visited Nov. 21, 1999) [hereinafter
DEMONOPOLIZATION ACT].

201. Article | of the Demonopolization Act states: “Decldrase libre la eleccion de las
empresas aseguradoras para la celebracion de contratos de seguros sobre todos los
riesgos. en las condiciones que determine la ley.” Id. (Author’s translation: “The choice of
insurance companies for entering into insurance contracts on all risks is declared to be free,
in the conditions determined by law.™).

202. /d.

203. Superintendencia de Seguros y Reaseguros, Banco Central del Uruguay, Sobre las
Leyes y Decretos que Regulan la Actividad Aseguradora en el Pais,
http://www.bcu.gub.uy/autoriza/sssrer/ssrig005.htm (last visited Nov. 21, 1999).
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abrogation of the State Insurance Bank’s monopoly on insurance in
Uruguay,204 with the noted exceptions. Second, the Demonopolization
Act also provides that the determination of market entry and operation
regulations, as well as the authorization (licensing) of insurers, is to be
done by the Executive Branch with the advice of the Uruguayan Central
Bank.205 Companies are authorized to enter into reinsurance agreements
regardless of their establishment as Uruguayan companies.206

Third, the Demonopolization Act created the Superintendencia de
Seguros y Reaseguros (Superintendency of Insurance and Reinsurance,
hereinafter referred to as “SSR,” its acronym in Spanish) as a dependency
of the Uruguayan Central Bank, and vested it with technical and operative
autonomy.297 The SSR is funded by the Uruguayan Central Bank, and the
Superintendent is appointed by the Directors of said bank.208 In broad
terms, the SSR is charged with controlling public and private companies
that carry out insurance or reinsurance activities (i.e., agents and brokers),
as well as controlling those persons who conduct intermediary activities in
insurance, and coordinating the activity of the public sector.209
Specifically, the SSR is charged with providing for the establishment of
insurers once they have been authorized for operation by the Executive
Branch.210  The SSR also establishes minimum capital requirements,
solvency margins, and technical reserves,2l! and creates an accounting
system to which insurers must adhere.212

Fourth, the Demonopolization Act expanded the system of penalties
and sanctions applicable to financial intermediaries so that it would be
applicable to insurers. Thus, several types of sanctions may be imposed
for non-compliance’ with insurance regulations according to the

204. Reisman, supra note 2; see also Baer & Birch, supra note 21.

205. DEMONOPOLIZATION ACT, supra note 200, arts, 2-3.

206. Md.

207. Id. art. 6.

208. 1d.

209. /d. “Compete a la Superintendencia de Seguros y Reaseguros controlar a las
empresas publicas y privadas que realicen actividades de seguros o reaseguros, asi como las
personas que ¢jerzan actividad de intermediacion en la materia indicada y coordinar la
actividad del sector publice.” /d.

210. id art. 7.A.

211. Id art. 7.D.

212, /d. art. 7.H.
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seriousness of the fault, ranging from a simple notice to a definitive
revocation of the license to do business.213

Fifth and finally, the Demonopolization Act authorizes the Executive
Branch to grant preferential tax treatment to those insurers that operate in
Uruguay specifically for the purpose of insuring risks related to persons or
property not located within Uruguayan territory.214 Clearly, the
establishment of favorable tax treatment for off-shore insurers was seen as
a means of developing the local insurance market.

According to the Uruguayan Central Bank, “since its creation the
[SSR] has devoted itself to defining the new game rules for the insurance
market, to achieve an efficient and transparent operation, that may
definitively guarantee the consumer an effective protection through the
development of a solvent market.”215 In order to do so, the SSR and the
Executive Branch, mainly through Executive Decree 354/994,216 have
defined certain key areas: market access conditions, insurer solvency, the
establishment of accounting standards for insurers, reinsurance with non-
domiciled reinsurers, and the determination of minimum requirements for
Uruguay’s collective disability, death, and retirement income insurance
system.

The first of these key areas concerns market access conditions. Only
Uruguayan stock corporations (sociedades andnimas), the share capital of
which is represented by nominative shares, may operate in the Uruguayan

213. Id art. 7K. See also Superintendencia de Seguros y Reaseguros, Banco Central
del Uruguay, Sobre las Leyes y Decretos que Regulan la Actividad Aseguradora en el Fais,
supra note 203.

214, DEMONOPOLIZATION ACT, supra note 200, art. 13.

215. “Desde su creacion, la [Superintendencia de Seguros y Reaseguros] . . . se ha
abocado a definir las nuevas reglas de juego del mercado asegurador, para lograr un
funcionamiento eficiente y transparente, que en definitiva garantice al consumidor una
efectiva proteccion a través del desarrollo de un mercado solvente.” See Superintendencia
de Seguros y Reaseguros, Banco Central del Uruguay, Creacion y Marco Regulatori,
http://206.99.48.149:8585/docs/SSRIG008.html (last visited Nov. 21, 1999).

216. EXECUTIVE DECREE 354/994, available at
http://206.99.48.149:8585/docs/DEC354A.html (last visited Nov., 21, 1999) [hereinafter
DECREE 354/994). Decree 354/994 was issued on August 17, 1994 by the Uruguayan
Ministry of Finance, and it constitutes a main source of administrative regulation of the
Uruguayan insurance industry, alongside the normative bulletins (circulares) issued by the
SSR itself.
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market,2!7 and their articles of incorporation must provide for the
exclusivity of their corporate purpose as insurers.2!8 These companies
must be authorized by the Executive Branch in order to operate, and thus
the Executive Branch evaluates the insurance plan proposed by the
insurer.219 It is possible to serve both as a property/casualty insurer and a
life/health insurer.220

The second key area of concern relates to insurer solvency.22! There
are several mechanisms in place that aim to control insurer solvency, the
first of which is the accreditation of a minimum basic capital (capital
bdsico),222 currently established at a minimum of approximately $525,000
(with increases of one-sixth this amount for each additional line of fire,
automobile, theft, liability, jail bond, and/or transportation insurance
written by the insurer).223 The second mechanism relates to solvency
margins; Uruguay has chosen to follow the European Union modei.224
The third mechanism regulates the establishment of technical reserves,
including reserving for incurred but not reported (IBNR) losses.225
Finally, the investment practices of insurers are regulated in terms of
returm rates, liquidity and safety, and regulations for valuation and
diversification of investments are in place.226

217. DEMOCNOPOLIZATION ACT, supra note 200, art. 2; DECREE 354/994, supra note 216,
arts. 2, 4, 4.a.

218. DECREE 354/994, supra note 216, art. 11.

219. /d. arts. 3, 4.e.

220. /d. art. 4.d.

221. See Superintendencia de Seguros y Reaseguros, Banco Central del Uruguay,
Creacion y Marco Regulatorio, supra note 215,

222. Id. See DECREE 354/994 arts. 5, 15.1; see also RECOPILACION DE NORMAS DE
SEGUROS Y REASEGUROS arts. 9.A., 10.A. (compilation of insurance and reinsurance
regulations) (Uru.) (hereinafter SSR REG.].

223, The exchange rate used for calculation purposes was US$ 1 = UYP 11.385. See
Superintendencia de Seguros y Reaseguros, Banco Central del Uruguay, Comunicacion No.
99/25, Ajuste de Capital Basico. (Juiy 2, 1999). This SSR regulation is the latest minimum
basic capital adjustment valid as of September 30, 1999.

224, SSR REG., supra note 222, arts. 9.B, 10.B.; see also Superintendencia de Seguros
y Reaseguros, Banco Central del Uruguay, Creacion y Marco Regulatorio, supra note 215.

225. SSR REG., supra note 222, arts. 14-25; see also Superintendencia de Seguros y
Reaseguros, Banco Central del Uruguay, Creacion y Marco Regulatorio, supra note 215.

226. SSR REG., supra note 222, arts. 26-37; see also Superintendencia de Seguros y

- Reaseguros, Banco Central det Uruguay, Creacién vy Marco Regulatorio, supra note 215.
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A third key area of concern for the SSR has been the establishment of
accounting standards for insurers,227 including uniform account plans and
information reporting requirements.228

The fourth key area of the SSR’s activity relates to the definition of
rules for ceding risks to reinsurers not established in Uruguay.229 In these
cases (where the ceding insurer either directly places its risk with a non-
domiciled insurer or where it goes through a broker), a series of conditions
and requirements are in place to ensure prior control on the part of the SSR
in relation to minimum solvency requirements and the inclusion of a
designated non-domiciled reinsurer register.230

Finally, the fifth key area of concem in the SSR’s activity to date has
been to define minimum requirements for Uruguay’s collective disability,
death, and retirement income insurance system established through Public
Law No. 16,713.231

In addition to the Demonopolization Act, it is important to note that
there are several other pieces of legislation that directly bear upon
insurance issues in Uruguay, including the Commercial Code,?32 several
tax laws,233 the Aeronautical Code,234 the condominium property law,235
and certain worker’s compensation and social security laws,236 among
others.

227. SSR REG., supra note 222, arts. 40-64; see also Superintendencia de Seguros y
Reaseguros, Banco Central del Uruguay, Creacion y Marco Regulatorio, supra note 2135.

228. Id.

229. SSR REG., supra note 222, arts. 65-77; see also Superintendencia de Seguros y
Reaseguros, Banco Central del Uruguay, Creacion y Marco Regulatorio, supra note 2135.

230. /d.

231. SSR REG., supra note 222, arts. 78-100; see also Superintendencia de Seguros y
Reaseguros, Banco Central del Uruguay, Creacion y Marco Regulatorio, supra note 213.

232. Co6DIGO DE COMERCIO [COMMERCIAL CODE] (Uru.) [hereinafter URUGUAYAN
COMMERCIAL CoDE]. The Uruguayan Commercial Code provides the substantive
legislation applicable to insurance contracts. This is a distinction with Costa Rica, the
Commercial Code of which includes no specific provision relating to insurance contracts.
Instead, the 1922 INSURANCE ACT provides the substantive rules relating to insurance.

233. See Superintendencia de Seguros y Reaseguros, Banco Central del Uruguay,
Sobre las Leyes y Decretos que Regulan la Actividad Aseguradora en el Pais, supra note
203. These tax laws include insurer income tax provisions (ranging from 0.5% through
15%) and premium taxes (used to fund the National Blood Service and the National Organ
and Tissue Bank). /d.

234, [d.

235. Id.

236. 1d.

HeinOnline -- 7 Conn. Ins. L.J. 403 2000-2001



404 CONNECTICUT INSURANCE LAW JOURNAL [Vol. 7:2

b. The Main Effects of the Uruguavan Insurance Reform
in Terms of Certain Key Insurance Market Indicators

In general terms, it can be said that the Demonopolization Act and the
reforms it brought into the Uruguayan insurance industry have had a
positive impact. In 1995, the first year of the Uruguayan open insurance
market after the lifting of the State Insurance Bank’s monopoly, there were
nine private insurers operating alongside the State lhsurance Bank, which
continued to participate in the Uruguayan insurance market.237 The
number of private insurers increased by four to thirteen by 1996,238 and
again by three to sixteen by 1997.239

237. It is important to stress that the State Insurance Bank was not sold and was,
instead, left to compete with other insurers in Uruguay’s market. In this regard, see Banco
de Seguros del Estado, Historia del Banco de Seguros del Estado [History of the State
Insurance Bank], available ar http://www.bse.com.uy/compania/historia.html. On 1995
insurance industry figures, see Superintendencia de Seguros del Estado, /nformacion
Técnica y Financiera del Mercado Asegurador Correspondiente al Afio 1995, available at
http://www.bcu.gub.uy/autoriza/sssrer/srerco97003.pdf (Pursuant to the Demonopolization
Act, art. 7, and Decree 354/994, art. 17, the SSR is required to periodically pubiish the
financial statements and other relevant information on the public and private entities
operating in insurance and reinsurance in Uruguay. Purportedly -- through the joint etfort
of both the SSR and the regulated insurers, detailed, uniform, and periodic information is
made available in these annual reports for the benefit of insureds, insurers, foreign
reinsurers, and investors. Until now, one such report has been issued for each of 1995,
1996, and 1997.) [hereinafter 1995 SSR ANNUAL REPORT].

238. Superintendencia de Segurosy Reaseguros, Informacion Técnica y Financiera del
Mercado  Asegurador  Correspondiente  al  Afio 1996, available  at
http://www.bcu.gub.uy/autoriza/sssrer/srerco97022.pdt [hereinafter 1996 SSR ANNUAL
REPORT].

239. Superintendencia de Seguros y Reaseguros, /nformacion Técnica y Financiera del
Mercado  Asegurador  Correspondiente  al  Afio 1997, available a1
http://www.bcu.gub.uy/autoriza/sssrer/ssrer99002.pdf. The following are the private
companies selling insurance in Uruguay alongside the State Insurance Bank: AIG Uruguay
Compafiia de Seguros, S.A (fire, theft and similar risks, automobile, liability, transportation,
and others), ALICO Compaiiia de Seguros de Vida, S.A. (life), Compaiia Cooperativa de
Seguros SURCO (fire, life, and retirement), Compaiia de Seguros Alianga da Bahia
Uruguay, S.A. (transportation), FAR Compafiia de Seguros, S.A. (automobile), Guardian
Insurance, S.A. (fire, theft and similar risks, automobile, liability, and transportation), ITT
Hartford Seguros de Vida, S.A. (life and retirement), Jefferson Pilot Omega Seguros de
Vida, S.A. (life), Mapfre Uruguay Compaiiia de Seguros, S.A. (fire, theft and similar risks,
automobile, liability, and transportation), Porto Seguro — Seguros del Uruguay, S.A.
(automobile), Real Uruguaya de Seguros, S.A. (life, retirement, fire, theft and similar risks,
automobile, liability, transportation, and others), Royal Insurance (Uruguay), S.A. (fire,
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The State Insurance Bank retains a large share of the Uruguayan
insurance market. According to the latest published SSR data, in 1997 the
State Insurance Bank collected 77.64% of the premiums charged in
Uruguay (all lines included).240 Still, there are several factors that point to
the increasing growth and development of the open-competition market
established in 1995. First, the overall production of insurance (such as the
aggregate of direct written premiums, in the case of property/casualty
insurers, and gross premiums, in the case of life insurers) grew at a rate of
12.6% with respect to the previous year, in excess of $375 million.24l
This compares favorably with Uruguay’s modest growth rate for 1996
(5.4%).242 '

Second, although property/casualty insurance still retains 64.9% of the
insurance production during 1997,243 it is relevant that life insurance has
gained a more significant presence, increasing by 10.4% with respect to
the prior year.244 Such a significant increase in the life insurance sector is
possibly a sign of the establishment and increasing development of an
“insurance culture” among the Uruguayan population.245

Third, based on official population estimates and projections,240
Uruguay attained a direct per capita premium of $114.9 for 1997.247 This
figure places Uruguay among the Latin American countries with the
highest per capita premium, only behind Argentina and Chile (both of

theft and similar risks, automobile, liability, and transportation), Santander Seguros, S.A.
(life and retirement), SUL America Surinvest Compaiiia de Seguros, S.A. (fire, theft and
similar risks, automobile, liability, and others), and UAP Seguros Uruguay, S.A. (fire, theft
and similar risks, liability, and transportation) [hereinafter 1997 SSR ANNUAL REPORT].

240. 1997 SSR ANNUAL REPORT, supra note 239, at 5, 7. For financial statements and
business purposes, the Uruguayan insurance sector follows the calendar year, i.e., January |
through December 31.

241. ld

242. 1996 SSR ANNUAL REPORT, supra note 238, at 4.

243. 1997 SSR ANNUAL REPORT, supra note 239, at 3. Automobile insurance alone
represents 59.7% of the property/casualty insurance production, or 38.7% of the total
production.

244. Id.

245, 1d

246. Instituto Nacional de Estadisitica, Estimaciones y Provecciones de la Poblacion
1950-2050, cited in 1997 SSR ANNUAL REPORT, supra note 239, at 3.

247. 1997 SSR ANNUAL REPORT, supra note 239, at 3. Compare this figure with
$100.8 for 1995 and $107.6 for 1996. 1995 ANNUAL REPORT, supra note 237, at 3; 1996
ANNUAL REPORT, supra note 238, at 4.
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which have had a competitive insurance market for some time).248 In
addition, it is necessary to take into account that a significant segment of
the market, specifically worker’s compensation insurance, is still under
monopoly status in the hands of the State Insurance Bank.249

Fourth, there has been a sustained increase in consumer spending on
insurance of approximately 7% (both for 1997 and 1996).250 Although
this increase may be due in part to macroeconomic factors not specifically
related to the insurance industry,25! it again seems to denote the
development of an “insurance culture” among the Uruguayan population.
This is a necessary component of any successful insurance reform process.

Fifth and finally, total premiums as a percentage of GDP are 1.88% for
1997, an increase of 7.5% with respect to 1996.252 This figure seems to
confirm, in the view of the SSR, the progressive development of the
Uruguayan insurance market.253 In particular, gross life insurance
premiums as a percentage of the GDP are 0.24% for that same period,
which represents a 17% increase with respect to 1996.254 Thus, the
participation of life insurance in the economy, despite important growth, is
still somewhat reduced in comparison with countries with more developed
insurance markets. Meanwhile, non-life insurance represents 1.64% of the
GDP in 1997, an increase of 6.2% with respect to 1996.255

In summary, one can conclude that several important indicators show
signs of improvement in the Uruguayan insurance market: the increase in
the number of insurers operating in the.market; the increase in the overall
production of insurance; the increase in the life insurance sector, possibly
signaling a progressive development of an insurance culture among
Uruguayan consumers; the increase in direct per capita premium; the
increase in consumer spending in insurance; and the increase in total
premium as a percentage of the GDP.

248. Id.

249. DEMONOPOLIZATION ACT, supra note 200, art. 1; 1997 SSR ANNUAL REPORT,
supra note 239, at 3.

250. 1997 SSR ANNUAL REPORT, supra note 239, at 3.

251. Id. The SSR itself recognizes that this increase may be due to the good
performance of the Uruguayan economy as a whole. /d.

252. 1997 SSR ANNUAL REPORT, supra note 239, at 4.

253. 1d.

254, 1d.

255. M.
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II. THE PRIVATIZATION OF INSURANCE IN COSTA RICA

A. A Brief History of Insurance in Costa Rica

In order to understand the current status of the insurance sector in
Costa Rica, it is necessary to consider the relevant historical background.
This section will briefly refer to the following periods: (1) the general
background of insurance prior to 1924; (2) the Banco Nacional de
Seguros (“National Insurance Bank™) and the advent of the State monopoly
on insurance; (3) the Instituto Nacional de Seguros (“National Insurance
Institute”); and (4) the current legal framework for insurance in Costa
Rica.

1. General Background: Insurance in Costa Rica prior to 1924

Costa Rica’s legal system is based on the Spanish civil law system.
After Costa Rica gained its independence from Spain,256 the Spanish Civil
Code was adopted through a process of reception.237 Some years later, the
first Civil Code, formally enacted by a Costa Rican Government, was
adopted.258  Thus, beginning with Costa Rica’s early history as a
sovereign Republic, insurance developed within the general framework of
a civil law system based primarily on the operation of laws formally
enacted by the government.

Within this general context, the first two decades of the twentieth
century constitute the most relevant time period to understanding the
insurance industry today. During this period, insurance in Costa Rica
operated in an open market system. Private insurers offered and sold
insurance policies under the supervision of an Insurance
Superintendent.259 In general terms, insurers in the pre-1924 period
offered common insurance products (fire, crops, life, accident-health,

256. The official date of Costa Rica's independence from the Kingdom of Spain is
September 15, 1821. CIA DAaTAON CoSTA RICA, supra note 182,

257. For a basic, general overview of the Costa Rican legal system see generally
ROGER PETERSEN, THE LEGAL GUIDE TO COSTA Rica (1997).

258. CODIGO GENERAL (1841) (Costa Rica). The Cédigo General, or “General Code,”
was the product of the efforts of President Braulio Carrillo (1835-1837, 1838-1842) to
develop a uniform system of laws, and it included general sections on civil law (understood
as the law the regulates transactions between private individuals), criminal law, and
procedural law.

259. The office of the Insurance Superintendent was established by the 1922 [nsurance
Act. LEY DE SEGUROS arts. 50-63 (Costa Rica) {hereinafter 1922 INSURANCE ACT].
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marine, and inland marine).260 The laws allowed insurance coverage for
any kind of insurable risk.26! Hence, in general terms, it can be said that
the Costa Rican insurance system in the first quarter of this century
operated very much like a standard open market insurance system.

In the years immediately preceding 1924, two particular characteristics
of the Costa Rican insurance sector were especially important. First, there
was a significant number of foreign-owned or foreign-controlled insurers
operating in Costa Rica.262 Under the legal framework existing up until
1924, foreign insurers were allowed to operate in Costa Rica alongside
local insurers.263 Second, insurer solvency became a prime concemn in
certain government circles.264 These two characteristics prompted the
Government at the time to consider nationalization of the insurance
industry as a viable solution.

2. The Banco Nacional de Seguros and the Advent of the State
Monopoly on Insurance

In 1924, during President Ricardo Jiménez’s second presidential
term,265 then Treasury and Commerce Minister Tomas Soley began to
advocate strongly in favor of the nationalization of the insurance industry.
Soley’s proposal was based on two main arguments. First, the operation of
foreign-owned or foreign-controlled insurers in the Costa Rican insurance
industry was prejudicial to the country’s interests because large amounts of

260. /d. art. 1.

261. Id. The requirement of insurable interest was the central factor established in
order for a risk to be considered insurable. /d. art. 3.

262. As noted below, the presence of significant foreign investment in the Costa Rican
insurance industry prior to 1924 was one of the main factors considered for the
nationalization of the industry, purportedly in order to avert the loss of capital to foreign
markets. Instituto Nacional de Seguros, Presentacion (visited Oct. 12, 1999)
<http://www.ins.go.cr/prese/prese.htm>.

263. 1922 INSURANCE ACT, supra note 259, arts. 44, 45.

264. LATIN FINANCE PR 73, Jan. 1, 1993, available ar 1993 WL 12254097 (noting that
“[i]n the 1920°s, after a number of important and unclear bankruptcies and other events in
the insurance business took place, the local insurance industry entered a period of serious
crisis.”).

265. Ricardo Jiménez served as President of Costa Rica on three occasions: 1910-1914;
1924-1928; and 1932-1936. Aside from creating the National Insurance Institute, Jiménez
has been credited with rebuilding the city of Cartago after the great earthquake of 1910,
promoting the development of the port of Puntarenas, and completing the electrification of
the railway to the Pacific.
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capital were being diverted from the economy and into the hands of
foreign investors.266 Second, the recent wave of insurer insolvencies had
to be dealt with in an appropriate manner; by nationalizing the insurance
industry, Soley argued, the people could eliminate the problems of private
insurer insolvencies.267
In this context, Soley successfully convinced the Costa Rican
legislature to enact a comprehensive law that expressly and effectively
nationalized the insurance industry.268 Under this law, enacted on October
30, 1924, writing insurance for risks of any nature was declared to be a
monopoly of the State.269 The legislation also created the Banco Nacional
de Seguros (“National Insurance Bank™) and charged this Government
institution with the administration of the monopoly on insurance.270
One of the distinguishing and obvious features of the monopoly
created by the Nationalization Act of 1924 was that the National Insurance
Bank’s insurance operations were guaranteed by the State.2’7! In other
. words, the solvency of this government insurer was not truly relevant. In
the event that the institution were to become technically insolvent, the
operations and liabilities would be backed up by the government and by
adjusting the national budget accordingly.

3. The Instituto Nacional de Seguros

The National Insurance Bank operated under this name until 1937,
when its name and structure were modified by the Costa Rican
legislature.272 The National Insurance Bank was then transformed into the
Instituto Nacional de Seguros (‘“National Insurance Institute”), and its

266. 1922 INSURANCE ACT, supra note 259, arts. 44, 45.

267. See supra note 264.

268. LEY DE MONOPOLIOS Y DEL BANCO NACIONAL DE SEGUROS (Costa Rica)
{hereinafter NATIONALIZATION ACT].

269. Article 1 of the Nationalization Act states: “El contrato de seguros sobre riesgos
de cualquier género seré en lo sucesivo monopolio del Estado. Exceptuanse de este
monopolio las sociedades nacionales de seguros de vida, cooperativo o mutuo, existentes
en la actualidad.” Id. art, | (Author’s translation: “The contract of insurance for risks of
any nature shall heretofore be a monopoly of the State. Exempted from this monopoly are
national [government] companies of life insurance, cooperatives, or mutuals, currently
existing.”).

270. Id. art. 5.

271, Id art. 7.

272. LEY DE REORGANIZACION DEL INSTITUTO NACIONAL DE SEGUROS art. 1 (Costa Rica)
[hereinafier INS AcT].
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operations were placed under the management of a six-member Board of
Directors appointed directly by the Consejo de Gobierno (“Council of
Government™).273  Subsequent legislation, though, effectively transferred
the legal representation of the National Insurance Institute to its Executive
President.274 ~ The National Insurance Institute was subjected to the
supervision, regulation, and reporting requirements of the Banking
Superintendent.275 This provision remains on the books today, but is not
applied in practice.

The subsequent development of the National Insurance Institute and its
operations were directly influenced by Costa Rica’s most significant
historic event of the century: the Revolution of 1948 and the Constitution
of 1949.276 Under the Constitution of 1949, the institucion autonoma
(“autonomous institution”) was created as a new form of government
entity.277 In general terms, these government institutions would be
charged with specific functions or activities that required both a certain
degree of political independence vis-a-vis the Executive Branch and a
substantial level of technical competence.278 Specifically, the Constitution

273. Id. art. 2. Under current Costa Rican law, the Council of Government is
comprised of the President and the cabinet (i.e., the Ministers of Government) acting
jointly. See LEY GENERAL DE LA ADMINISTRACION PUBLICA arts. 21-22 (Costa Rica)
[hereinafter PUBLIC ADMINISTRATION ACT].

274. REGLAMENTO A LA LEY DE PRESIDENTES EJECUTIVOS art. 10. (Costa Rica)
[hereinafter REGULATIONS TO THE EXECUTIVE PRESIDENTS ACT].

275. INS AcCT, supra note 272, art. 8.

276. Although an in-depth analysis of the events of 1948-1949 is beyond the scope of
this historic perspective of insurance in Costa Rica, a brief comment is important to
understanding the current situation. In 1948, an allegation of fraud in the presidential
elections led to an armed ‘“revolution™ that lasted eight weeks and cost the lives of
approximately 2,000 people. This uprising is termed “‘revolution” by most Costa Ricans,
improperly so because it did not carry with it a truly fundamental change in the structure of
Costa Rican society and institutions, but rather a more modest though significant reform of
certain aspects of the legal and electoral system. The immediate result of the uprising was
the assumption of government by an interim Government Board, the calling for a
Constitutional Assembly, and the adoption of the Constitution of 1949. Although this
Constitution is substantially based on the previous Constitution of 1871, it created the legal
framework and laid down the principles of democratic government, the common good, and
social justice which define much of what Costa Rica is today.

277. CONSTITUCION POLITICA DE LA REPUBLICA DE COSTA RICA art. 188 (Costa Rica)
[hereinafter CONST. COSTA RICA].

278. In this sense, autonomous institutions are similar to administrative agencies in the
United States” legal system. Each autonomous institution is created by an enactment of the
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of 1949 established that Government insurers (the National Insurance
Institute) would assume the form of an autonomous institution.279 Thus,
the National Insurance Institute has been, since 1949, an autonomous
institution, as defined under Costa Rican constitutional and administrative
law.

4. The Current Legal Framework for Insurance in Costa Rica

The current legal framework, pursuant to which the insurance industry
operates in Costa Rica, is complex. From a substantive law perspective,
insurance transactions are governed primarily by the Costa Rican Civil
Code280 and the 1922 Insurance Act.281 The Civil Code also governs the
general contract law issues affecting insurance policies at large.282 At the
same time, the 1922 Insurance Act refers to insurance issues in more
specific terms than does the Civil Code. In general terms, the 1922
Insurance Act provides for the types of insurance coverage available to
insureds,283 the requirement of insurable risk, insurable interest, and the
definition of an insured,284 policy provisions,285 representations and
warranties,286 notice requirements,287 and other general substantive law
provisions. The 1922 Insurance Act has been amended, in part, on only
three occasions: once in 1926, once in 1940, and a third time in 1973.

legislature, and the institution enjoys a certain degree of administrative and technical
independence as regards issues within its authority. For a general discussion on
administrative agencies in the United States, see generally NEW YORK UNIVERSITY SCHOOL
OF LAw, FUNDAMENTALS OF AMERICAN LAw 129-36 (Alan B. Morrison ed.) (1996).

279. CONST. COSTA RICA, supra note 277, art. 189. The only other entities specifically
targeted by the Constitution of 1949 for autonomous institution status were Government
banks. Subsequent to 1949, many other autonomous institutions have been created for a
variety of purposes (e.g., to assist to local municipalities, to combat alcoholism and drug
addiction, to provide technical job training, to operate oil refineries, etc.).

280. CobiGo CiviL (Costa Rica) [hereinafter C. Civ.].

281. 1922 INSURANCE ACT, supra note 259.

282. C. Civ,, supra note 280, arts. 1107-1033, 1410 (Costa Rica).

283. 1922 INSURANCE ACT, supra note 259, arts. 1-2 (Costa Rica).

284. id art. 3.

285. Id. arts. 4, 18.

286. Id art. 6.

287. Id. art. 19,
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In addition to the 1922 Insurance Act, administrative regulations are
also issued by the Executive Branch,288 but usually administered and
applied directly by the National Insurance Institute.289 In some cases, the
legislature has specifically delegated “legislative™ authority to the National
Insurance Institute in order for it to adopt regulations on certain lines of
coverage.290 Still in other cases, the National Insurance Institute has, on
its own, adopted regulations that would typically pertain to the authority of
an insurance regulatory agency.291

From a purely administrative law perspective, as an autonomous
institution, the National Insurance Institute has the authority to issue
administrative regulations relative to its own internal operations.292 In
other cases, the Executive Branch determines the regulation of the
National Insurance Institute’s everyday operations.293 Finally, as a
Government institution, the National Insurance Institute is subject to the

288. An administrative regulation assumes the form of an Executive Decree that must
be issued jointly by the President and the Ministry or Ministries related to the particular
activity being regulated. See PUBLIC ADMINISTRATION ACT arts. 6.1.d., 21.2., 25. Thus, for
example, mandatory vehicle insurance is governed by an executive decree issued by the
President and the Ministry of Public Transportation, the Ministry of Justice, and the
Ministry of the Presidency. See REGLAMENTO SOBRE EL SEGURQ OBLIGATORIO PARA
VEHICULOS AUTOMOTORES (Costa Rica) [hereinafter MANDATORY VEHICLE INS. REG.].

289. MANDATORY VEHICLE INS. REG., supra note 288, art. 1.1.

290. See, e.g., PuBLIC LAW No. 7107 art. 29 (Costa Rica). This law delegates
legislative authority upon the National Insurance Institute for the establishment and
regulation of insurance on Costa Rican exports.

291. See REGLAMENTO PARA LA OPERACION DE ENTIDADES COMERCIALIZADORAS DE
SEGUROS [REGULATIONS FOR THE OPERATION OF PRIVATE INSURANCE INTERMEDIARIES]
(Costa Rica) [hereinafter INSURANCE INTERMEDIARIES REGULATIONS]. The Board of
Directors of the National Insurance Institute adopted these regulations in 1998 in order to
authorize and regulate the sale of its insurance products through licensed, privately owned
insurance intermediary companies. As will be discussed below, the lack of a regulatory
authority has led the National Insurance Institute to assume the mutually exclusive roles of
being both the regulated entity and the regulator. This applies to the field of supervision.

292, See INS ACT, supra note 272; REGLAMENTO GENERAL DEL INSTITUTO NACIONAL DE
SEGUROS [GENERAL REGULATIONS OF THE NATIONAL INSURANCE INSTITUTE] (Costa Rica).

293. See DECRETO SOBRE RESERVAS TECNICAS [TECHNICAL RESERVES DECREE] (Costa
Rica). This decree is issued jointly by the President and the Ministry of Treasury. See
supra note 43, at 9.
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limitations and restrictions of administrative law relative to government
procurement and appropriate use of government funds.294

In sum, it can be said that the legal framework within which insurance
is provided in Costa Rica is, at least, diverse, dating back over 75 years in
some cases. Moreover, the National Insurance Institute is the only entity
that may legally sell insurance coverage in Costa Rica.295 These are the
main aspects to consider regarding the current laws applicable to insurance
transactions in Costa Rica.

B. The Current Situation and the Proposed Insurance Reform Bill

The previous section attempted to introduce the reader to the general
background and history behind today’s Costa Rican insurance industry.
This Article will now discuss that industry, identifying current problems in
the Costa Rican insurance “market,” and will describe the scope and
content of the legislation that has been proposed with a view towards
undertaking significant insurance reform.

294, See, e.g., LEY DE ADMINISTRACION FINANCIERA DE LA REPUBLICA [FINANCIAL
ADMINISTRATION ACT] (Costa Rica); LEY DE LA CONTRATACION ADMINISTRATIVA
[GOVERNMENT PROCUREMENT ACT] (Costa Rica).

295. NATIONALIZATION ACT, supra note 268, art. 1.
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1. Current Problems of the Insurance “Market>296

The current problems of the insurance “market” in Costa Rica, which
insurance reform seeks to solve, can be subdivided into two general
categories: (1) those that affect the insured directly; and (2) those that
have only an indirect effect on insureds, but affect the economy as a
whole.

a. Problems that Affect the Insured Directly

The first main problem that affects the insured directly under the
present situation is the cost of insurance. A monopoly, by definition,
excludes competition. By excluding competition, innovation and
consumer-oriented practices are not stimulated. An additional
consequence is that the cost of the service is established unilaterally, and it
may respond to considerations other than the actual risks assumed by the
National Insurance Institute.

As an example of this problem, the Government points to certain
comparative analyses prepared by the World Bank. These analyses tend to
show that comparable coverage in countries with closed, monopolized

296. See Presidency of the Republic of Costa Rica, Documento para la concertacion
sobre el futuro del Mercado de Seguros en Costa Rica (visited Sept. 26, 1999)
http://www.nacion.co.cr/concertacion/ins.html fhereinafter  NATIONAL  CONSENSUS
PrOPOSAL]. Except where otherwise specifically noted, the information used to prepare this
subsection regarding problems of the current insurance market in Costa Rica has been
obtained from this source. The National Consensus Proposal was prepared under the
authority of the President of the Republic of Costa Rica in connection with a Government
project officially called Proceso de Concertacion Nacional (“National Consensus Process™).
Pursuant to this National Consensus Process, the government proposed that certain
fundamental and current issues (e.g., insurance, energy, and telecommunications reform
and/or privatization, pensions reform, environmental issues) be openly discussed by all
interested and formally organized parties in a structured, government-sponsored debate
lasting several months. In preparation for this endeavor, the Government prepared a report
on each of the issues to be submitted for discussion in the National Consensus Process.
After the actual debates and discussions were concluded, the working committees of the
National Consensus Process, composed of representatives from all sectors of Costa Rican
society (e.g., labor unions, employers, public interest organizations, the Roman Catholic
Church, trade associations, etc.), prepared final reports that would serve as the basis for bills
to be proposed by the Executive Branch, and discussed and debated finally by the
Legislative Assembly.
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insurance industries is more expensive than in countries with open
competition insurance markets.297

A second problem identified by the Government that affects
consumers directly refers to the diversity and variety of insurance coverage
available in the market. Specifically, the Government questions the
National Insurance Institute’s (and thus its own) ability to provide an
adequate variety (supply) of health insurance coverage. The basic
reasoning is that an insurer in a closed market cannot offer the same array
of coverage available in open markets with many specialized insurers.

b. Problems that Affect the Economy as a Whole

The first problem identified as affecting the economy as a whole
relates to the illegal sale of insurance coverage in Costa Rica. Pursuant to
the applicable insurance laws, it is illegal for entities other than the
National Insurance Institute to sell insurance coverage in Costa Rica when
such coverage is to apply in Costa Rica.298

In spite of this, and due to the lack of enforcement mechanisms, it is
common knowledge that Costa Ricans purchase insurance from foreign
insurers on a regular basis.299 It has been estimated that at least twenty
companies are selling insurance coverage in Costa Rica in breach of the
insurance monopoly legislation. Much of the coverage being purchased
under these conditions is life and/or health insurance.300

Because of the insurance monopoly, Costa Rican consumers do not
have access to the necessary information to make an informed decision as
to purchasing coverage. When the lack of insurance policy enforcement
mechanisms under Costa Rican law is added -- policies purchased in
violation of the monopoly are unenforceable under Costa Rican law30! --
the problem becomes self-evident.

297. Ild. (The example provided by the government compares net single premium for
comparable earthquake coverage in Mexico (0.001% in an open market system) and Peru
(0.004% in a monopoly system)).

298. NATIONALIZATION ACT, supra note 268, art. 1, 4.

299. Carolina Carazo, Pdlizas Extranjeras Encontraron Nicho en el Pais [Foreign
[Insurance] Policies Found Niche in our Country], EL FINANCIERO (San José, Costa Rica),
June 1-7, 1998, at 12.

300. /d.

301. Article 4 of the Naturalization Act states:

Desde la fecha en que el Ejecutivo declare asumir el monopolio de toda
clase de seguros, quedara prohibido . . . el tramitar operaciones de
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The second main problem relates to the development of Costa Rica’s
capital markets. It is clear that well-developed capital markets contribute
to the financing of productive activities through long-term investments in
equity or debt. In so doing, well-developed capital markets contribute to a
country’s economy on a larger scale.

The existence of institutional investors, who create and maintain
demand for long-term investment securities, is crucial to the success of any
capital market. Typically, the insurance industry is comprised of leading
institutional investors who contribute to this economic process alongside
pension funds and mutual funds. This occurs because insurers are
generally interested in investing a significant portion of their reserves in
long-term, higher return investments.

Today in Costa Rica insurance contributes little to capital market
development. The National Insurance Institute is a government entity and,
as such, it is subject to different standards in terms of the types of
investments it can make. Because it is a Government entity, and because,
despite any formal legal requirements of institutional autonomy302 the
Government ultimately controls it, the central government's financing
needs also ultimately control the investment of the National Insurance
Institute’s reserves.

This introduces distortions into the economic system in terms of a high
concentration of investment in government bonds and a relatively low
participation in private sector eqﬁity or debt. Furthermore, where a
possibly higher return on investments is sacrificed in order to comply with
the central government’s financing needs, the National Insurance Institute
must then make up the difference in returns by either increasing premiums
or reducing benefits.

In sum, two categories of problems exist in Costa Rica’s current
insurance market. The first category encompasses two problems that

seguro de la clase indicada en el respectivo decreto, y se reputardn

como inexistentes y sin valor, las polizas expedidas en contravencion de

esta ley v que deban tener su realizacion en el pais.
NATIONALIZATION ACT, supra note 268, art. 4 (Authot’s translation: “As of the date on
which the Executive Branch shall declare to assume the monopoly on all kinds of insurance,
it shall be prohibited ... to transact in insurance operations of the kind indicated in the
corresponding decree, and those policies issued in contravention of this law and that are to
have their realization in the country shall be deemed non-existing and without value.”).

302. /d. art. 21 (requiring the National Insurance Institute to invest its reserves in the

best conditions of return and liquidity).
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affect the consumer directly (higher cost of insurance and reduced variety
of coverage offered), while the second category refers to two issues that
affect the economy as a whole (“black market” insurance, and the negative
impact of the monopoly on the development of capital markets).

2. The Insurance Reform Bill

Since the early 1990s, the Government has worked to lift the
monopoly on insurance.303 This occurred despite setbacks resulting from
the opposition to privatization by President José Maria Figueres’s
administration.304 Some movement has occurred towards privatization,

303. See, e.g., Costa Rica: A Corporate Finance Update, LATIN FINANCE S84, Dec. 1,
1993, available at 1993 WL 12254424 (reporting that several bills had been discussed at
the Legislative Assembly to break up the National Insurance Institute to make it more
efficient); Privatization, CARIBBEAN UPDATE, Iudg., Dec. 1, 1992, available at 1992 WL
2399575 (reporting in 1992 that the government wanted to sell the National Insurance
Institute).

304. Although the intricacies of Costa Rican politics are beyond the scope of this
Article, suffice it to say that former president José Maria Figueres’ Partido Liberacion
Nacional (“National Liberation Party,” Costa Rica’s left-of-center party), in power from
1994 to 1998, has generally tended to oppose privatization. See Privatization, supra note
303 (reporting that leaders of the National Liberation Party in principle tend to oppose
privatization); Costa Rica, CARIBBEAN UPDATE, Mar. 1, 1994, available at 1994 WL
2238630 (stating that then President-elect Figueres would back Costa Rica away from
privatizing the state owned insurance company); Special Focus on Costa Rica, CARIBBEAN
UPDATE, June 1, 1994, available ar 1994 WL 2238447 (reporting that by June 1994
Figueres viewed privatization of the insurance institution as “‘out of the question until such
time as [its] productivity . . . is raised”).

This contrasts with President Rafael Calderon’s (1990-1994) and current President
Rodriguez’s (both of the right-of-center Partido Unidad Social Cristiana, or Social
Christian Unity Party) policy of promoting open markets and privatization. See Costa Rica
(Privatization Programs), available at 1993 WL 12254097 (noting President Calderon’s
commitment to privatization of state-owned enterprises as a means for increasing revenue
collection and easing the strain on the government’s cash flow by eliminating the need to
finance new investment and on-going deficits); Murdock, supra note 1, at 1 (commenting
that President Rodriguez “represents the return to a path of free-market reforms, less
governmental influence in the private lives of citizens, and a speedier opening of the
economy”’ (quoting Juan Fernando Bandfeldt of National Economic Studies Center)).

It is important to note, however, that President Figueres’s administration is credited
with a successful emphasis on the development of the high-tech and information industries,
and especially with securing the largest single foreign investment ever made in Costa Rica,
the establishment of Intel Corporation’s microprocessor assembly plant. See Costa Rican
Colon Depreciation Steady as Investment Flows Rise, FX MANAGER, Mar. 6, 1998,
available ar 1998 WL 31002447.
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such as the authorization issued for private companies to commercialize
policies sold by the National Insurance Institute.305 Costa Rica must end
the state monopoly on insurance if it hopes to gain access to the World
Trade Organization, or membership in NAFTA, or if it hopes to obtain
credit from the World Bank. The current Government of President Miguel
A. Rodriguez (1998-2002) has declared that it wants to transform the Costa
Rican insurance industry into an open market system 306 Towards that
end, in December of 1998, the government submitted to the Costa Rican
Legislative Assembly307 a comprehensive bill that would fundamentally
reform the insurance industry in Costa Rica.308

305. INSURANCE INTERMEDIARIES REGULATIONS art. . It is interesting to note that in
January of 1997, private companies commercializing National Insurance Institute insurance
represented 30% of all sales. In February of 1998, private companies already represented
80% of the market. See also Mensaje (visited Nov. 21, 1999)
<http://www.ins.go.cr/esp/Mensaje> (where National Insurance Institute Executive
President, Cristobal Zawadzki, states that the “National Insurance Institute initiated several
years ago a process of restructuring and modernization of its operations; this is not an effort
that ends with one administration, but it is the work of several of them, united by a common
thread.” Author’s translation: “El INS inicio hace varios afios un proceso de
reestructuracion y modernizacion de sus operaciones; no obstante, éste no es un esfierzo
gue lermina con una administracion, sino que es la obra de varias de ellas, unidas por un
hilo comiin.”). Belkin & Warshaw, supra note 5, at 2 (stating that Costa Rica is redesigning
the INS for it to be competitive when new companies are allowed to enter the market).

306. See, e.g.. Central America, A Glimpse Up the Deal Pipeline, EUROMONEY, June
10, 1999, available ar 1999 WL 10187797 (reporting that the current Costa Rican
government’s first target for privatization is the National Insurance Institute); Costa Rican
Colon Depreciation Steady as Investinent Flows Rise, supra note 304, 9 3 at |5 (reporting
that Rodriguez pledged to address Costa Rica’s domestic debt by boosting currency inflows
through privatization, including that of the National Insurance Institute); Costa Rican
President Keen to Privarize, X\NHUA ENGLISH NEWSWIRE, Feb. 4, 1998, available ar WL
2787689 (reporting that then newly elected President Rodriguez would give priority to
promoting privatization of state institutions and referring to the debate surrounding the
privatization of the National Insurance Institute); Paul J. Deveney, World Watch - Costa
Rica to Sell State-Owned Firms, WALL ST. )., Apr. 28, 1998, at All, Apr. 28, 1998,
available at 1998 WL-WSJ 3491783 (reporting that then President Elect Rodriguez said his
government plans to privatize state-owned monopolies such as the insurance industry,
among others); Murdock. supra note 1 (reporting that President Rodriguez aims to privatize
the state insurance company).

307. CoNST, COSTA RICA, supra note 277, arts. 116, 118. Under the Constitution of
1949, the President has the authority to propose legislation to the Legislative Assembly
during a limited period of each year called the “extraordinary sessions™ period.

308. PROYECTO DE “LEY DE SEGUROS™ [INSURANCE REFORM BILL] (Costa Rica), 236
Official Gazette 11, App. 89.
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In this context, the insurance reform proposed would involve possibly
up to four successive phases, all of which were included in the Insurance
Reform Bill originally submitted for discussion to the Legislative
Assembly. Under the proposed scheme, these phases are ordered
chronologically so that each subsequent phase necessarily requires (at
least) the (simultaneous) adoption of any phase that precedes it.
Nonetheless, it has not been determined whether a// the phases will be
adopted, nor their timing, because not all phases would be strictly
necessary in order to undertake some reform. These phases are:

Phase I (substantive law issues): this phase mandates the creation of a
new body of substantive law. As indicated above, the current insurance
legislation is both outdated (the main pieces of legislation, the Civil Code
and the 1922 Insurance Act, dating back to 1888 and 1922, respectively)
and diverse (there are many other specific laws and administrative
regulations on a variety of insurance-related  topics, issued by a
multiplicity of entities).

Phase II (regulatory and supervisory issues): this phase mandates the
creation of a regulatory and supervisory agency (most likely an insurance
superintendent). The superintendent system already operates in the
banking (Superintendencia General de Entidades Financieras),309
securities (Superintendencia General de Valores),310 and pensions
(Superintendencia de Pensiones)31! industries, all of which are currently
under the umbrella of the National Council for Supervision of the
Financial System (“Consejo Nacional de Supervision del Sistema
Financiero”).312 This Superintendency will most likely be a technically
independent agency with full authority to oversee the industry, issue
administrative regulations and guidelines, and conduct administrative
proceedings.

Phase III (opening the market): opening the insurance market. This is,
quite simply, the elimination of the monopoly currently existing in favor of
the National Insurance Institute.

309. See LEY ORGANICA DEL BANCO CENTRAL [CENTRAL BANK AcCT] art. 115 (Costa
Rica).

310. See LEY REGULADORA DEL MERCADOC DE VALORES [SECURITIES MARKET
REGULATION ACT] art. 3 (Costa Rica) (hereinafter SEC. REG. ACT].

311. See LEY DEL REGIMEN PRIVADO DE PENSIONES [PRIVATE PENSIONS REGIME ACT]
art. 33 (Costa Rica).

312, See SEC. REG. ACT, supra note 310, art, 169.
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Phase IV (privatization): privatization of the National Insurance
Institute. This has been proposed under several forms, including its
transfer to the state-owned banks, the selling of its commercial (private)
insurance lines, and the modification of its structure into a corporation (the
shares of which would be sold either to a single strateglc partner or
through a stock exchange, or both).

Thus, for example, the government may wish to “overhaul” the
substantive law applicable to insurance (Phase I) and create a regulatory
agency (Phase II), but may ultimately choose not to open (or be forced not
to open) the market to competition and not to divest itself of the National
Insurance Institute.313

From this general outline of the purposes of an insurance reform in
Costa Rica, the more important aspects of the Insurance Reform Bill can
be summarized as follows.

The Bill creates the obligation to insure with Costa Rican insurance
companies or foreign insurance companies authorized to operate in Costa
Rica all real property, ships, aircraft and automobiles of Costa Rican
registration, as well as business activities undertaken by natural .or legal
persons in Costa Rica. It reserves the use of certain terms and names
(“insurance company,” “insurance commercializing company,” “insurance
agents,” “insurance,” etc.) to be used only by companies authorized to
operate within the insurance industry. It also establishes the general
requirements for participating in the Costa Rican insurance market, and it
establishes the general prohibition of conducting certain non-related
activities by insurance industry participants. Finally, there is a special

* e

313. In this context, it is important to note that on Oct. 13, 1999, the Permanent
Committee on Economic Affairs of the Costa Rican Legislative Assembly unanimously
agreed that Chapter X of the Insurance Reform Bill would be for the time being stricken
from the full text of the bill. Thus, as the Insurance Reform Bill stands now, Phase [V of
the reform process (privatization of the National Insurance Institute) has been left for a later
time. According to legislators from all the political parties represented on the committee,
the idea of excluding Chapter X of the Insurance Reform Bill is based on hopes that this
will make approval of Phases | through III more politically viable. See José D. Guevara,
Descartan vender INS, LA NACION, October 13, 1999, at 4A. It is, precisely, the question
whether Chapter X, or some variation thereof, should remain a part of the Insurance Reform
Bill that we are attempting to answer. Subsequently, in December of 1999, the government
proposed the formation of a “committee of experts” that would advise the Legislative
Assembly on the Insurance Reform Bill, in an effort to streamline the entire process. See
Ismael Venegas Campos, Agilizan Ley de Seguros, La NACION (San José, Costa Rica), Dec.
10, 1999. So far, little else has been done.
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provision ensuring free market competition in the insurance industry. In
particular, Article 8 would be the legal provision lifting the insurance
monopoly.314

It also creates an Insurance Superintendent along the same lines as
those existing for the banking, securities, and pensions industries.315 It
includes several antitrust provisions specifically aimed at the insurance
industry and subjects the industry to the provisions of Costa Rican antitrust
and consumer protection laws.316 The Insurance Superintendent would be
the industry regulatory and supervisory agency.317

The Insurance Reform Bill outlines the applicable law for the
operation of insurance and reinsurance companies, and it includes
regulations concerning capital reserves and investment management,
minimum share capital requirements, mergers and acquisitions, and
divestitures.318 It sets down a comprehensive regulation for insurance
contracts, establishing provisions on insurable risk, insurable interest,
voiding of insurance policies, conditions, exclusions, representations and
warranties, and reinsurance.3!9 Moreover, it provides the general legal
provisions applicable to property and casualty insurance,320 as well as life
insurance.32! It also provides for the statute of limitations applicable to
insurance coverage cases.322 The Insurance Reform Bill also regulates the
commercialization of insurance policies, and provides for
commercialization through brokers, agents, direct commercialization by
insurance companies, and insurance commercializing companies.323 In
addition, the Bill regulates the activity of claims adjusters.324

314, INSURANCE REFORM BILL, supra note 308, arts. 1-9.

315. See supra notes 312-14.

316. INSURANCE REFORM BILL, supra note 308, arts. 10-39. Atticle 14 of the Bill
provides that the general antitrust laws will operate as fall-back provisions to the Bill's
specific antitrust provisions. See also LEY DE PROMOCION DE LA COMPETENCIA Y DEFENSA
EFECTIVA DEL CONSUMIDOR [ANTITRUST AND CONSUMER PROTECTION ACT] (Costa Rica).

317. INSURANCE REFORM BILL, supra note 308, arts. 10-39.

318. /d. arts. 40-76.

319. /d. arts. 77-130.

320. /d. arts. 131-200.

321. /d. arts. 201-32.

322, Id. arts. 233-37.

323. /d. arts. 238-57.

324. Id arts. 258-71.
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One of the more important chapters of the Insurance Reform Bill
provides for the transformation of the National Insurance Institute into a
stock company (Seguros de Costa Rica, Sociedad Anonima) the shares of
which would be sold as follows: 60% of the share capital would be made
up of common shares (vesting voting and dividend rights) while the
remaining 40% would be composed of preferred shares (vesting only
dividend rights). Two-thirds of the common shares (or 40% of the entire
share capital) would be sold through an international bidding process to a
single strategic (foreign) investor that would therefore control Seguros de
Costa Rica, S.A. The remaining third of the common shares (or 20% of the
entire share capital) would be sold through the local stock market. Of the
40% preferred shares, one-half (or 20% of the entire share capital) would
be set aside in a trust fund the earnings of which would be assigned to the
mandatory social security pensions system, and the remaining one-half (or
20% of the entire share capital) would be transferred to the capitalization
regime managed by the Teachers’ National Pensions Board.325

The Bill’s final provisions would repeal certain existing laws and
regulations and establish provisions that would regulate the transition from
the current system to the newly adopted and reformed system.326

It is from within this general background that we will now attempt to
outline lessons for Costa Rica, drawing on both the experience of Uruguay
(particularly insofar as it has undertaken significant insurance reform in
recent history) and the other Latin American countries already discussed.

C. Lessons for Costa Rica

This section will attempt to draw lessons from the Latin American
experiences commented on above. Specifically, this section will deal first
with the lessons to be learned from Uruguay’s specific insurance
~ privatization experience, and then the fundamental question of whether
Costa Rica should in fact privatize its National Insurance Institute.

325. Id arts. 272-320.
326. Id. arts. 321-38 and transition provisions [-X.
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1. Lessons from Uruguay

This subsection section seeks to analyze and compare the Uruguayan
insurance reform experience with the insurance reform that is being
proposed for Costa Rica under the Insurance Reform Bill described above.
The main premise on which such a comparison is founded is that Costa
Rica and Uruguay are generally comparable countries and economies, and
that the insurance sector specifically has followed a very similar path in
both countries during the twentieth century. The Insurance Reform Bill
would incorporate into the Costa Rican market changes almost identical to
those adopted in Uruguay under the Demonopolization Act and related
laws and regulations.

From the description of the main features of the proposed Costa Rican
insurance reform process (embodied in the Insurance Reform Bill)327 and
those of the Uruguayan Demonopolization Act and related regulations,328
one finds several important points of comparison. First, the Insurance
Reform Bill, in what, for purposes of this Article, has been termed Phase 1
of the insurance reform process, creates and establishes a new body of
substantive insurance law.329 This is a main difference compared to the
Uruguayan process, under which the substantive laws applicable to
insurance were not affected by the reform process.330 In any event, it is
apparent that this difference in the reform process does not affect the
general lines that are relevant to our comparison. In essence, both
countries would have modemn substantive insurance statutory law, an
element of key concern in these two civil law jurisdictions.

Second, in terms of Phase II of the proposed Costa Rican insurance
reform, there is an important similarity in that Costa Rica is proposing to
establish an insurance superintendency along the same lines as it has been
established in Uruguay.33! The similarities in their general authority332

327. See supra Part 11.B.2.

328. See supra Part1.C.2.a.

329. INSURANCE REFORM BILL, supra notes 308, arts. 77-271.

330. See DEMONOPOLIZATION ACT, supra note 200. The Demonopolization Act does
not contain substantive rules of insurance law, because these provisions already existed in
other statutory law in Uruguay (e.g., the Commercial Code). See URUGUAYAN
COMMERCIAL CODE, supra note 232.

331. INSURANCE REFORM BILL, supra note 308, arts. 10-39; DEMONOPOLIZATION ACT,
stpra note 200, art. 6.
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and in their specific competencies333 are noticeable from an examination
of the relevant provisions. Thus, the regulatory and supervisory structures
are very similar. This is a product of increasingly similar issues faced by
Latin American insurance regulators.334

Third, regarding Phase III of the proposed Costa Rican reform (the
opening of the insurance market to competition), the fundamental
similarity with Uruguay’s reform is also clear. The Insurance Reform Bill

332, INSURANCE REFORM BILL, supra note 308, art. 16; DEMONOPOLIZATION ACT, supra
note 200, art. 6, § 3 (both providing in almost identical terms that each superintendency is
charged with control of all insurers, reinsurers, and insurance producers operating in the
respective markets).

333. INSURANCE REFORM BILL, supra note 308, art. 19; DEMONOPOLIZATION ACT, supra
note 200, art. 7. Each of these provisions sets forth the specific competencies of the
insurance superintendencies in language that can almost identically be made to correspond
section by section. See, e.g., INSURANCE REFORM BILL, supra note 308, art. 19.1 and
DEMONOPOLIZATION ACT, supra note 200, art. 7.C (on the superintendencies’ authority to
issue general regulations); INSURANCE REFORM BILL, supra note 308, art. 19.3 and
DEMONOPOLIZATION ACT, supra note 200, art, 7.} (on the superintendencies’ authority to
inspect and examine insurers on a permanent basis in order to verify insurers’ economic and
financial situation); INSURANCE REFORM BILL, supra note 308, art. 195 and
DEMONOPOLIZATION ACT, supra note 200, art. 7.D (on the superintendencies’ authority to
fix and modify regulations relating to minimum capital requirements, solvency margins,
and reserves); INSURANCE REFORM BILL, supra note 308, art. 19.8 and DEMONOPOLIZATION
ACT, supra note 200, arts. 7.E, 7.F (on the superintendencies’ authority to approve insurer
mergers and acquisitions).

334. Conference Report: A Conference for Latin American Regulators on International
Financial Services Regulation, 6 CONN. INS. L.J. 149, 149 (1999). During this conference -
- which brought together high-level insurance and financial services regulators from
Argentina, Bolivia, Brazil, Chile, Costa Rica, El Salvador, Guatemala, Mexico, Panama,
Peru, the United States (both at the official state level and at the National Association of
Insurance Commissioners level), Uruguay, and Venezuela, it was clear that there are many
common challenges with which Latin American insurance regulators are faced: e.g.,
regulation of reinsurance and financial reinsurance transactions, consumer protection,
rehabilitation and liquidation of companies, and early warning systems for solvency
problems. Indeed, in an increasingly more interdependent global economy, insurance
regulators are making significant efforts to develop cooperation among them and set
international standards with a view “to ensure improved supervision of the insurance
industry on the domestic as well as the international level in order to maintain efficient, fair,
safe and stable insurance markets for the benefit and protection of policyholders.”
International Association of Insurance Supervisors, About IAIS (visited Nov. 21, 1999)
<http://iaisweb.org/|/about.htm]>. The International Association of Insurance Supervisors
(IAIS) was established in 1994 for such purposes, and currently comprises insurance
supervisors from over 100 jurisdictions.
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lifts the government’s monopoly on insurance as did the
Demonopolization Act in Uruguay.335 In so doing, both countries allow or
would allow private insurers to operate in the local marketplace, a feature
that may be of particular interest to foreign investors and foreign insurance
and financial services groups.336 This is a key element of the reform
process that will promote competition and allow for much needed capital
investments and transfers of technology.

Finally, in terms of Phase IV of the Costa Rican reform process, while
Chapter X of the Insurance Reform Bill would provide for the privatization
of the National Insurance Institute (despite what may ultimately come out
of the-political and legislative process),337 in Uruguay the reform process
did not go as far. Thus, as explained above, the State Insurance Bank in
Uruguay was left a competitor in a newly opened market338 and currently
still retains a clearly dominant position in terms of market share.339
Notwithstanding that, the opening of the market has caused more
competitive pricing and reduced premiums for consumers and,
significantly, caused an improvement in the quality of service provided by
insurers.340  These improvements reflect well on all players in the
Uruguayan insurance market, including the State Insurance Bank 34!

In sum, while there are some points of variation, the general lines of
the insurance reform process being proposed in Costa Rica are practically

335. INSURANCE REFORM BILL, supra note 308, art. 8; DEMONOPOLIZATION ACT, supra
note 200 art. 1.

336. INSURANCE REFORM BILL, supra note 308, art. 1 (risks located or otherwise linked
to Costa Rica e.g., ships or aircraft of Costa Rican flag -- must be insured by either Costa
Rican insurers or foreign insurers established in Costa Rica and authorized by the
superintendent); DEMONOPOLIZATION ACT, supra note 200, art. 2 (public or private
companies must establish themselves in Uruguay in order to insure Uruguayan risks).

337. See INSURANCE REFORM BILL, supra note 308, at arts. 10-39; See also LEY DE
PROMOCION DE LA COMPETENCIA Y DEFENSA EFECTIVA DEL CONSUMIDOR, supra note 316 .

338. See supra note 238.

339. See supra note 240 and corresponding text.

340. Interview with Jorge Sanchez, Head, Department of Analysis and Control,
Superintendency of Insurance and Reinsurance, Uruguay, in Hartford, CT. (Oct. 19, 1999).
See also Banco de Seguros Analiza Ampliar el Servicio Movil, y Enviar Abogados a los
Siniestros, EL PAiS (Montevideo, Uruguay), (July 7, 1998), available at
http://buscador.elpais.com.uy/1998/07julio/ 980711/socit.htm] (reporting, e.g., that as a
consequence of the demonopolization automobile insurance rates fell on average nearly
50%, from $1,000 to $600.). '

341. Md
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identical to those followed in Uruguay. The establishment of a regulatory
and supervisory authority and the opening of the insurance market to
competition (local and foreign) have been structured (and done, in
Uruguay’s case) in two very similar ways.

2. Should Costa Rica Privatize its National Insurance
Institute?

Part 1 of this Article highlighted the issues that underlie a
government’s success or failure in privatization by commenting on
examples from Latin America. Ultimately, the question becomes one of
achieving better living standards through economic reform. In that
context, this Article will now examine whether the Costa Rican insurance
industry should be privatized.

As has been noted above, privatization is a very broad concept
encompassing many different policies and techniques located on a
continuum that ranges from simple changes in organizational structure to
outright divestiture of SOEs. Accordingly, it can well be said that the
National Insurance Institute has already begun a process of privatization.
In effect, the policies of commercialization which have been adopted by
the management of the National Insurance Institute in recent years can
themselves be thought of as a form of privatization (a change in policy and
structure that aims to integrate further participation by the private sector in
a given economic enterprise).342

Furthermore, while the proposed Insurance Reform Bill343 is not
considering outright divestiture of the National Insurance Institute (for
reasons of political expediency), the opening of the market and the
introduction of industry competition is under consideration. This too,
would be a form of privatization under our broad concept as outlined
above.

Central American countries such as Costa Rica have not been isolated
from the process of economic reform that has engulfed Latin America.
Indeed. “[e]very Central American country has implemented neo-liberal
economic reforms: privatizing public enterprises, liberalizing foreign
trade, reforming the tax system, freeing interest and exchange rates,
increasing fiscal austerity, and enacting laws to attract and facilitate

342, See supra note 307 and accompanying text.
343. See Li:y DEL REGIMEN PRIVADO DI PENSIONES, supra note 311, art. 33.
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foreign investment.”344 In the past, the same policies of nationalization
and import-substitution industrialization that prevailed in other regions
also created a large public sector in Costa Rica, of which the National
Insurance Institute is only a component part.

If one assumes that the goal of privatization is to achieve enhanced
economic performance that will in turmn increase living standards for the
majority of the population, it would seem impossible to disagree with the
need to privatize. Obstacles to achieving well distributed wealth, such as a
long tradition of anti-democratic government or already existing high
levels of poverty, are not as prevalent in Costa Rica as they are in other
countries.345 Indeed, it has been recognized that Costa Rica’s tradition of
democracy and promoting social equity have given it a greater degree of
economic development, where poverty, though clearly existent, is not as
extreme nor extended as in other regions.346

As has been noted already, however, “[r]ledrawing the line between the
public and private sectors requires clear and well-thought out government
policy determinations on which industries should be privatized, and which
should remain in the public sector, and why.”347 A clear, consistent, well-
articulated government policy towards privatization has been somewhat
lacking in Costa Rica. Although, as noted above, the current government
of President Rodriguez campaigned on a platform of “neoliberal”
economic reform, the fact remains that forceful political action has not
materialized.348  Thus, the main challenge facing the Rodriguez

344. Alejandro Ferrate, Foreign Direct Investiment in Costa Rica Afier the “Death” of
CBI, 2 ). INT’L LEGAL STUD, 119, 119 (1996).

345. REISMAN, supra note 2, at 392-3 (*The *Social Question’ becomes very important
in countries where great majorities live in conditions of dehumanizing misery, and forceful
minorities control the wealth-producing assets of the lands, for example, in the countries of
Latin America.™).

346. See ROTTENBERG, supra note 181.

347. SARKAR, supranote 12, at 154. i

348. Of course, this is in large part due to the fact that Costa Rica’s Legislative
Assembly is controlled by the opposition Partido Liberacién Nacional. See supra note 306
(discussing that this opposition party has traditionally opposed privatization, and the fact
remains that Rodriguez has made little progress). One recent example is the Rodriguez
administration’s setback in attempting to pass legislation aimed at opening up the electricity
and telecommunications monopoly administered by the [Instituto Costarricense de
Electricidad (Costa Rican Electricity Institute). Although Rodriguez eventually mustered
up support from a majority of legislators, even from the opposition, National Liberation
Party, a series of abnormally violent protests led by unions, university students, and an
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administration in regard to these issues is the need to construct a real
consensus on a somewhat scattered and diverse privatization initiative,
aimed at expediting the sale of state assets including the National
Insurance Institute and promoting deregulation in areas such as banking,
telecommunications, and electricity.

For example, Costa Rica does not have a general privatization law. As
discussed above,349 the privatization process requires that there be a
clearly defined legal framework within which privatization will take place.
In contrast, Costa Rica has only attempted something remotely similar
through what was called the “National Consensus Process.” Seen from the
outside, this National Consensus Process which was implemented through
an executive decree might seem an appropriate framework. However, the
mere fact that it was based on a decree makes evident that no real authority
for the government to pursue reform can be derived therefrom. In effect,
the government even requires that constitutional amendments be passed in
order to implement certain reforms. (In the case of the National Insurance
Institute, however, this is not the case, since the monopoly is statutorily
not constitutionally mandated.)

The need for the Costa Rican economy to diversify is clear. A
traditionally agricultural economy based on coffee and banana exports,
Costa Rica has achieved certain success in recent years by allowing
tourism to grow to become the country’s main industry. In effect,
“[fJoreign investment in Costa Rica will, or should, probably shift from
export enterprises dependent on CBI [Caribbean Basin Initiative] to
enterprises which service the domestic market.”350 But the lack of
progress in opening state-owned monopolies will stall the attraction of
foreign investment.35]

From this standpoint, there seems to be nothing more than political
rhetoric in arguing against the government’s divestiture of the National

emerging left-wing political party that holds only three of 57 seats in the legislature,
(Partido Fuerza Democrdtica) has forced the government to postpone discussion of the bill
for some time. See Ismael Venegas Campos, Gobierno Posterga Plan del ICE, LA NACION
(San José, Costa Rica), (April 3, 2000) available at
http://www.nacion.co.cr/In_ee/2000/abril/03/pais.html (last visited April 16, 2000).

349. Pritchard & Webb, supra note 17 and accompanying text.

350. Ferrate, supra note 344, at 147.

351. /d at 138. Commenting on former President Figueres's opposition to opening up
the insurance and telecommunications sectors, Ferrate grimly states that “[t]here probably
will be no further investment opportunities in sectors reserved for the government.”
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Insurance Institute. Even Russia, after the collapse of the Soviet Union,
moved on and privatized its insurance industry. Today, the Russian
insurance industry is substantially improved from even ten years ago.
“Instead of two companies providing limited forms of insurance . . .
thousands of insurers exist providing a much wider range of services.”352

Financial sector adjustment and reform, in the form of removal of
excess reserve requirements for central and commercial banks, elimination
of interest rate ceilings, and the creation of a functional regulatory and
supervisory framework, form part of an integral government macro-
economic policy approach to successful privatization.353 These steps,
however slowly, have already been taken or begun in Costa Rica. This
(and the proposition that insurance reform should be adopted in and of
itself)354 suggests that Costa Rica is ready for the privatization of the
National Insurance Institute.

Ultimately, the question of whether the Costa Rican government
should divest itself of the National Insurance Institute should also be
answered. For our purposes, while recognizing that such a measure would
be very difficult to adopt today in light of the opposition by certain sectors
of Costa Rican civil society (labor unions and certain political opponents),
the issue will be examined with a view to analyzing this more extreme
facet of the privatization continuum.

It would seem apparent that such a measure would be in the best
interests of consumers. In the case of Uruguay, it has been shown how
some degree of privatization has allowed for an improvement in several
insurance market indicators.355 Nevertheless, it seems that the existence
of the State Insurance Bank in Uruguay and the distortions it creates as
“Just one more competitor” in an open market, take away from the full
benefits of a truly competitive environment.356 And while socially

352. Christopher A. Thompson, lusuring a Brighter Future: The Emerging System of
Russian Insurance Law, 19 Hous. J. INT'L L. 863, 871-2 (1997).

353. SARKAR, supranote 12 at 165-6.

354. VITTAS, supra note 73, at 5 (“Insurance reform is primarily sought for its own
sake, as insurance business is underdeveloped in most low and middle income countries. In
addition to achieving macroeconomic stability, reforming the insurance sector implies the
removal of repressive regulations that impede competition, innovation and efficiency.”).

355. WORLD BANK, supra note 39,

356. Juan E. de los Santos, BSE Continua con el 80% del Mercado de Seguros, EL PAIS
{Montevideo, Uruguay), (Jan. I, 1998), available at
<http://buscador.elpais.com.uy/1998/01enero/980107/noti3.html>. As an example of the
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desirable objectives such as mandatory vehicle liability insurance or
worker’s compensation schemes must be preserved and strengthened, it is
not necessary for the services to actually be provided by the government
itself, only that they be statutorily required and appropriately regulated.357
Of course, the challenges posed in terms of achieving effective regulation
are by no means small, but preserving a government owned bureaucracy
simply because of the difficulty of the task of adequately regulating is not
a sound argument.

To some, privatization is yet another step in man’s endless pursuit
towards an ideal economic and political system.358 However, like it or
not, it is a current reality. If Costa Rica persists on its track of lukewarm
positions on privatization issues, it will fall behind even if this is only a
temporary solution in the never-ending cycle. Costa Rica, thus, should be
wary only of avoiding the so-called “race to the bottom” in competing for
the attraction of investors.359

distortions introduced into an otherwise competitive insurance market, this Article points
out that the State insurance Bank retains such a large market share in great measure because
its operations are still backed by the Uruguayan Government’s guarantee. Thus, to the
average consumer, ceteris paribus, the State Insurance Bank is more attractive than a
private insurer.

357. Thus, for example, in the United States most individual states require vehicle
liability insurance. Pursuant to legal or regulatory provisions, this form of socially
desirable insurance is offered by private companies that must provide the statutorily
prescribed minimum coverage. Companies compete for market share based on their ability
to operate at lower costs and with optimum resource utilization. See, e.g., ROBERT E.
KEETON & ALAN . WIDISS, INSURANCE Law, 385. (1988); KENNETH S. ABRAHAM,
INSURANCE LAW & REGULATION 647 (1995).

358. Chibundu, supra note 11, at 44,

359.  FERRATE, supra note 344, at 128 (citing RICHARD J. SWEENEY, THE
INTERNATIONAL COMPETITION FOR INVESTMENT IN THE GLOBAL RACE FOR FOREIGN
INVESTMENT: PROSPECTS FOR THE FUTURE 76 (Lars Oxelheim, ed. 1993) (“Instead of
depending on a foreign government’s investment incentive to draw foreign investors, Costa
Rica is now forced to further revamp its municipal laws to attract investments. As the
country hones its municipal laws to compete in the marketplace for foreign direct
investment, it will become an attractive place to invest in the long run. This may be a
proverbial ‘race to the bottom", in which a country competes for foreign investment dollars
by cutting its taxes. social expenditures, and regulatory supervision of different sectors of
the economy.”)).

HeinOnline -- 7 Conn. Ins. L.J. 430 2000-2001



2001] INSURANCE PRIVATIZATION IN COSTA RICA 431

CONCLUSION

Immersed as it is in the global economy, Costa Rica is faced today
with the possibility of undertaking substantial insurance reform. This
reform is part of an ongoing modernization process that aims to reduce the
State’s role as provider of goods and services. If approved, it would lead
to the modernization of the substantive insurance laws in Costa Rica, the
establishment of an insurance regulatory and supervisory authority (the
insurance superintendency), the opening of the insurance market to
competition, and, possibly, to the eventual privatization of the National
Insurance Institute.

Uruguay, a country that has remarkable similarities with Costa Rica in
economic, social, political, and historical conditions, adopted insurance
reforms in 1993. These reforms were fundamentally similar to those being
proposed in Costa Rica, and they have resulted in significant and
promising Improvements in several fundamental insurance market
indicators. One can therefore suggest that the reforms are on their way to
succeeding in their goal of improving the quality and availability of
insurance coverage, allowing for better pricing mechanisms through open
competition, providing adequate safeguards for consumers (through the
operation of an insurance superintendency with regulatory and supervisory
powers), and contributing to the development of the Uruguayan economy
as a whole by developing insurers as key institutional investors. While
surely one would not argue that Costa Rica should undertake such
substantial reforms just for the sake of not being “the odd one out,” it has
the benefit of having had an unlikely laboratory in Uruguay. Costa Rica
should not allow Uruguay’s lessons to go unleamed.

In the broader sense, Costa Rica may also learn from the experiences
of other Latin American countries. It is clear that for privatization of any
sort to be successful it must result in increased living standards for the
population. As with anything, privatization can be done poorly. But
privatization is not somehow intrinsically sinister. Indeed, if one looks at
the broader experience of some Latin American countries, many of the
problems associated with privatization’s failures existed well before the
countries undertook reform in the last few decades. Problems of social
justice, unequal distribution of wealth, a weak or non-existent rule of law,
deeply rooted corruption, and poor democratic tradition have all
contributed to such failures. But Costa Rica, though certainly not immune
from such problems, is not as severely affected by them. Thus, one may
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expect that a well thought-out, properly assessed program of privatization,

including the insurance sector, may well contribute to achieving the
desired goals.
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INTRODUCTION

In the past decade, there has been heated debate over the extent to which
global convergence in corporate governance is attainable and desirable. One
thing is clear, however; international convergence in corporate governance
law has not been achieved.! Many would ascribe that fact, among other

* Professor of Law, Cleveland-Marshall College of Law, Cleveland State University.
Copyright 2001. My thanks to Tom Baker, Phillip Blumberg, John Day, Mark Janis, Tom
Morawetz, Kurt Strasser, Peter Winship and Stephen Utz for their comments.

I. See, e.g., DOUGLAS M. BRANSON, THE VERY UNCERTAIN PROSPECT OF ‘GLOBAL’
CONVERGENCE IN- CORPORATE GOVERNANCE 5 (Working Paper 2000), available at
http://papers.ssr.com/sol3/papers.cfm?...992&cftoken=528 18259 & abstract_id=244742;
William W. Bratton & Joseph A. McCahery, Comparative Corporate Governance and the
Theory of the Firm. The Case Against Global Cross Reference, 38 COLUM. J. TRANSNAT’L L.
213 (1999); John C. Coffee Jr., The Future As History: The Prospects for Global Convergence
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things, to incompatible differences between market systems of corporate
governance, which have widely dispersed stock ownership and deep, liquid
stock markets, and block-holding systems, in which stocks are thinly traded
and control is held by insiders or banks. Market systems of corporate
governance typify the United States and Britain, while block-holding systems
are found in continental Europe, East Asia and most other capitalist
economies.2

The nature of a system often shapes the legal relationships between
corporations and banks as financiers. Thus, in the United States, the most
prominent market system, banks are generally prohibited from owning equity
stakes in the corporations to which they lend, partly to avoid connected
lending to corporate affiliates of banks and partly to avoid aggregation of
financial power.3 In contrast, in Germany and Japan (both of which are
block-holding systems), connected lending and equity ownership by banks are
mainstays of corporate finance. In both of those countries, banks traditionally
have been the largest equity-holders in major corporate borrowers and have
used their equity stakes to monitor loans. The same pattern exists in many
transition economies, albeit often without the safeguards that exist in
Germany.

Other important implications flow from differences in the relative
importance of capital markets and bank finance in market and block-holding
systems. Market systems put a premium on transparency and disclosure
because shareholders are typically dispersed and cannot monitor their

in Corporate Governance and Its Implications, 93 Nw. U. L. REV. 641, 641-47 (1999); Mark
J. Roe, A Political Theory of American Corporate Finance, 91 CoLum. L. REV. 10 (1991).

In referring to “corporate governance law,” | consciously exclude national schemes of
securities regulation, which have undergone greater movement toward international
convergence due 1o systemic risk concerns that are comparable to similar concems in the
banking industry. £.g., Stephen J. Choi & Andrew T. Guzman, National Laws, International
Money: Regulation in a Global Capital Marker, 65 FORDHAM L. REV. 1855 (1997); Coftee,
supra, at 650-53. Quite recently, with the growing fungibility of commercial banking and
securities, securities regulators and banking regulators have cooperated, through the Basel
Committee and the International Organization of Securities Commissions (“10SCO™), in
developing joint global standards. Joseph J. Norton, “/nternational Financial Law,” An
Increasingly Important Component of “International Economic Law": A Tribute to Professor
John H. Jackson, 20 MIcH. J. INT'L L. 133, 139-41 (1999),

2. E.g., Bratton & McCahery, supra note 1, at 218; Coffee, supra note 1, at 641-42, 647-
48,

3. PATRICIA A. McCoOY, BANKING LAW MANUAL: FEDERAL REGULATION OF FINANCIAL
HOLDING COMPANIES, BANKS AND THRIFTS § 7.03[1][b] (2d ed. 2000 & 2001 Supp.).
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investments through day-to-day involvement. In contrast, block-holding
systems normally favor opacity over disclosure. In part, that is because
dispersed ownership is uncommon; in part, it is because lack of transparency
deters other competitors from doing business with corporate borrowers,
thereby enabling the banks that lend to them to obtain captive returns on their
investments. As a result, finance in block-holding systems tends to rely on
relationships of trust more than on impersonal markets and judicially
enforceable contracts.4

Market and block-holding systems also differ in the level of protections
that are accorded to minority shareholders. In block-holding systems,
protections for minority investors are generally weaker than in market
systems. As a result, shareholders demand control stakes in block-holding
systems in order to protect their investments.

Given these differences between market systems and block-holding
systems, one might surmise that the same structural impediments to
international convergence in the corporate governance area would crop up in
cross-border banking regulation. In fact, however, convergence has made
greater headway in banking law than in corporate governance law.
Furthermore, the trend toward global convergence in banking cuts across
market and block-holding systems alike.

Given the close relationship between banks and corporate governance,
why has global convergence in banking made greater strides than in corporate
governance law? At first blush, one might suppose that the movement toward
international convergence in banking is propelled by Darwinian notions of
efficiency, i.e., the idea that one set of regulatory principles will result in
optimal banking operations around the world and that systems that fail to
evolve toward those principles are doomed to failure. If that were the case,
however, why would banking regulation be any more conducive to uniform
oversight based on efficiency notions than corporate governance?

This article sets out to examine these questions. I begin by describing the
forces behind global convergence in banking regulation and how those forces
differ from the constellation of forces affecting convergence in corporate
governance. In that regard, I suggest that global convergence in banking has
been reactive in nature and has responded more to perceived threats than to
idealized notions of efficiency. Nevertheless, the outcome of that

4. See, e.g., Raghuram G. Rajan & Luigi Zingales, Which Capitalism? Lessons from the
East Asian Crisis, 11 J. AppLIED CORP. FiN. 40, 41 (1999).
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international project has been to produce unitary standards that emulate
specific efficiency paradigms.

Accordingly, it is necessary to consider whether those efficiency notions
represent an inevitable development or whether global convergence in
banking is a transient phenomenon that contains the seeds of instability. I
conclude that the efficiency paradigm that is implicit in the Basel
Committee’s pronouncements is an impoverished model that fails to account
for broader systemic tradeoffs and varying stages of economic development.

1. GLOBAL CONVERGENCE IN BANKING REGULATION AND ITS
UNDERLYING FORCES

Why has global convergence in banking advanced farther than in
corporate governance? After all, the efficiency norms that are imbedded in
international banking standards arguably apply to corporations of all types.
As 1 will explain, however, the greater speed with which international
standards emerged in banking was a function of concerns that are unique to
the financial services industry and that are otherwise absent in corporate
governance, i.e., worldwide financial contagion and fears about ensuing
political unrest. Due to the often-urgent nature of those concerns, the Basel
Committee has been able to achieve at least surface agreement on
international banking standards, despite major differences between market
and block-holding systems.

A. The MOVEMENT TOWARD GLOBAL STANDARDS IN BANKING

The movement toward uniform global banking standards> began in the
mid-1970s, triggered by the failure of the Bankhaus Herstatt in West

5. Global convergence can come in a variety of forms, including binding treaties,
voluntary compliance with multilateral standards, standardization of industry practices or
conscious parallelism in the enactment of national laws. In banking regulation, the movement
toward uniform standards has been accomplished, not through treaties, but through “soft law™
in the form of model principles and guidelines, developed by the Basel Committee on Banking
Supervision, for adoption on a voluntary basis by signatory countries. £.g., Lawrence L.C.
Lee, The Basle Accords as Soft Law: Strengthening International Banking Supervision, 39 VA.
JOINT’LL. 1, 3-6 (1998). Consequently, I will use “convergence” as it applies to banking
regulation to denote non-binding multilateral standards that individual sovereign nations adopt
as law.

The Basel Committee’s accomplishments are not the only evidence of convergence.
Further movement in that direction can be seen in the General Agreement on Trade in Services
and the European Union’s Second Banking Directive. See, e.g., Mary E. Footer, GATT and
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Germany in 1974.6 Under the auspices of the Bank of International
Settlements (BIS) in Basel, Switzerland, the Group of 10 (the G-10) linked
arms with Luxembourg and Switzerland to form what is known today as the
Base] Committee on Banking Supervision.” The Basel Committee’s stated
purpose is to encourage progress toward convergence in the banking
regulations of its members by promulgating model standards and serving as
an information exchange. While the Basel Committee’s standards are non-
binding, they are endorsed by the govemnors of the G-10 central banks and are
formulated with the expectation of adoption by G-10 members.8

The earliest pronouncements of the Basel Committee addressed the
anomaly that banks were increasingly multinational, but regulation was
national in scope. Growth in international trade had spurred growth in
international banking. Advances in computerization and the management of
risk through derivatives had also fueled growth. The progressive dismantling
of restrictions on capital movements in many countries caused foreign
currency trading to surge, especially on the financial derivatives markets.?
Indeed, ultimately in recognition of that growth, the Uruguay Round's
General Agreement on Trade in Services (G.A.T.S.)10 was hammered out to
liberalize cross-border trade in financial services.

The cross-border expansion of banking in the past thirty years, however,
came at the expense of worldwide financial contagion. Repeatedly, banking
regulators have been saddled with crises after foreign activities by local banks

the Multilateral Regulation of Banking Services, 27 INT'L Law. 343 (1993); Christos
Hadjiemmanuil, European Monetary Union, the European Svstem of Central Banks, and
Banking Supervision: A Neglected Aspect of the Maastricht Treaty, 5 TUL. 1. INT'L & CoMmP.
L. 105 (1997). With respect to prudential regulation of commercial banking practices,
however, the Basel Committee is the feremost purveyor of international standards.

Many, including sometimes the Basel Committee itself, use the alternative spelling
“Basle.” For the sake of consistency, I will use the German spelling “Basel” except where
citations or quotations otherwise require.

6. See Joseph J. Norton, The Work of the Basle Supervisors Committee on Bank Capital
Adequacy and the Julv 1988 Report on “International Convergence of Capital Measurement
and Capital Standards,” 23 INT'L LAw. 245, 247-48 (1989).

7. Id. The G-10 consists of Belgium, Canada, France, Germany, ltaly, Japan, the
Netherlands, Sweden, the United Kingdom and the United States. /d. at 248 n.16.

8. Id. at 262.

9. E.g., Stephen Zamora, Regulating the Global Banking Network - What Role (If Any)
Jor the IMF?, 62 FORDHAM L. REv. 1953, 1957 (1994).

10. See Footer, supra note 3, at 345-51.
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evaded regulation and resulted in bank failures, inflicting losses at home.
Comparable harm occurred when poorly supervised foreign banks expanded
overseas and wreaked damage on their host countries. In response, the Basel
Committee’s first major initiative, the Basel Concordat of 1975, formulated
guidelines for consolidated supervision by home countries and host countries
of the foreign activities of banks.!1 Later sovereign debt crises prompted the
Basel Committee to revise the Concordat in 198312 and to supplement the
Revised Concordat in 1990.13 A year later, in 1991, the notorious failure of
the Bank of Credit and Commerce Intermational (BCCI) sent shock-waves
around the world and caused the Basel Committee, in 1992, to issue new
minimum standards for the supervision of intemational banking groups.14
As this chronology suggests, the Basel Committee’s earliest concerns
were with cross-border supervision. Only later did the Basel Committee turn
to the substantive content of banking regulation. In 1988, the Basel
Committee issued the Basel Accord, which called for minimum capital
standards for commercial banks pegged at eight percent of risk-weighted
assets.!5> Capital adequacy is a mainstay of banking regulation: it seeks to
ensure that banks have an adequate cushion against losses for the protection
of depositors. The Basel Committee’s contribution was to require higher-risk

11. BASEL COMMITTEE ON BANKING SUPERVISION, History of the Basle Conunittee and its
Membership, Compendium of documents produced by the Basel Committee on Banking
Supervision, available at http://www bis.org/publ/index.htm (Feb. 2000).

12. BASEL COMMITTEE ON BANKING SUPERVISION, Principles for the Supervision of Banks’
Foreign Establishments (‘the Concordar’}, Compendium of documents produced by the Basel
Committee on Banking Supervision, available at http://www .bis.org/publ/index.htm (May
1983).

13. BASEL COMMITTEE ON BANKING SUPERVISION, /nformation Flows Between Banking
Supervisory Authorities, (Supplement of the 'Concordar’), Compendium of documents
produced by the Basel Committee on Banking Supervision, available at
http://www.bis.org/publ/index.htm (April 1990). '

14. BASEL COMMITTEE ON BANKING SUPERVISION, Minimum Standards for the Supervision
of International Banking Groups and Their Cross-border Establishments, Compendium of
documents produced by the Basel Committee on Banking Supervision, available at
http://www bis.org/publ/index.htm (July 1992). See generally Ral K. BHALA, FOREIGN BANK
REGULATION AFTER BCCI (1994).

15. BASEL COMMITTEE ON BANKING SUPERVISION, /nrernational Convergence of Capital
Measurement and Capital Standards, Publications, available at
http://www bis.org/publ/index.htm (July 1988).
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banks to maintain commensurately higher capital.!6 Since its appearance
twelve years ago, the Basel Accord has had astonishingly wide acceptance,
with adoption by approximately one hundred countries.!? If anything
epitomizes the movement toward global convergence in financial services
regulation, it is unquestionably the Basel Accord.

The Basel Committee’s moorings in fixed notions of economic efficiency
are most evident from its substantive banking standards. The Basel Accord
proceeded on the premise that a single capital structure, based on a minimum
capital ratio of eight percent, was universally optimal for banks, both in terms
of return on equity and adequate protection for depositors or their insurers.
As such, it embraced a determinist notion of economic efficiency that
assumed, as Professor John Coffee has put it in a somewhat different context,
that “large-scale firms [would] adopt a common set of structural
characteristics” and would not subsequently depart from that predetermined
equilibrium.

The same lockstep notions of efficiency appeared in the Basel
Committee’s more ambitious attempt a decade later to formulate a
comprehensive regime for the prudential regulation of commercial banks. In
1997, the Basel Committee issued the Core Principles for Effective Banking
Supervision, its most comprehensive set of banking standards to date.!9 In
a set of twenty-five core principles, the Basel Committee formulated
substantive standards on everything from the preconditions for effective
banking supervision and chartering standards to risk management,
examinations, disclosure and enforcement. :

In considering the efficiency rationale behind those standards, it is worth
examining the example of Principle 10 of the Core Principles on “connected
lending.” Principle 10 states:

In order to prevent abuses arising from connected lending,
banking supervisors must have in place requirements that
banks lend to related companies and individuals on an arm’s-

16. PATRICIA JACKSON ET AL., Capital requirements and bank behaviour: the impact of the
Basle Accord 1, in BASEL COMMITTEE ON BANKING SUPERVISION, Working Papers No. 1,
available at hitp://www bis.org/publ.htm (April 1999) [hereinafter BASEL ACCORD STUDY].

17. fd.

19. BASEL COMMITTEE ON BANKING SUPERVISION, Core Principles for Effective Banking
Supervision, Compendium of documents produced by the Basel Committee on Banking
Supervision, available at http://www.bis.org/publ/index.htm (Sept. 1997) [hereinafter Core
Principles].
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length basis, that such extensions of credit are effectively

monitored, and that other appropriate steps are taken to

control or mitigate the risks. 20
Thus, the embedded notion is that efficiency is to be measured, in isolation,
by terms that would be extended to previously unfamiliar borrowers, without
regard for the feasibility of setting those terms or other social benefits that
might accrue from connected lending to related borrowers.

This formulation of efficiency is inextricably bound up with the Basel
Committee’s moorings in the Western industrialized world and particularly
in market systems, primarily the United Kingdom and the United States. The
Basel Committee, as Stephen Zamora has described it, is “an exclusive club
representing the central banks of the most highly (Group of Ten)
industrialized countries” and consists of the major powers of Western Europe,
the United States and Japan.2! Until recently, the Basel Committee
assiduously resisted expanding the Committee’s membership to Third World
countries.22 Furthermore, it is generally agreed that the 1988 Basel Accord
was the product of behind-the-scenes maneuvering by the two most important
market systems, the United Kingdom and the United States.23

20. /d. at27.

21. Stephen Zamora, Regulating the Global Banking Network - What Role (If Any) jor the
IMF?,62 FORDHAM L, REV. 1653, 1970 (1994).

This is not to say that the G-10 regularly achieves full consensus. There are many topics
about which the bank supervisors of the different G-10 nations have failed to agree. Examples
include the debate over activities restrictions and universal banking, the optimal degree of
concentration within the banking industry, state subsidies to local banks and bank secrecy.
£ g., Heidi Mandanis Schooner & Michael Taylor, Convergence and Competition: The Case
of Bank Regulation in Britain and the United States, 20 MICH. J. INT'L L. 595 (1999); German
Banks Under Fire, THE ECONOMIST, May 22, 1999; Bank Rules in Disarray, THE ECONOMIST,
Nov. 27, 1999, at 75.

22. JoSEPH JUDE NORTON, DEVISING INTERNATIONAL BANK SUPERVISORY STANDARDS 229
(1995) [hereinafter STANDARDS].

23. The Basel Accord was hammered out in haste after the United States, the United
Kingdom and Japan proposed their own trilateral agreement on capita! standards, the effect of
which would have been to raise the bar to entry by most of the world's other major banks. The
following protest by one observer captured that dynamic and the tension that ensued:

The two countries [the United States and the United Kingdom] -- the
homes of the two largest financial centres in the world -- have agreed to a
Jjoint approach in defining the capital of banks, laying down a system for
valuing banks’ assets including oft-balance-sheet operations and allocating
them to specific categories or risk. As a next step, they are trying to reach
agreement with Japan. This would cover the three most important
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In more recent years, stung by allegations of hegemony on the part of
Western capital-exporting powers, the Basel Committee decided to include
banking supervisors from offshore countries and emerging economies in its
deliberations in order to enlist their enforcement on a voluntary basis and
confer greater legitimacy on the Committee's efforts.24 The Basel
Committee’s standards have also been enforced in emerging economies
through considerably more coercive means. The most potent means of such
enforcement in recent years has been International Monetary Fund (IMF)
conditionality, whereby the IMF has insisted on compliance with the Basel
Accord and the Core Principles as a condition of aid.25

B. THE DRIVING FORCES BEHIND INTERNATIONALIZATION OF BANK
REGULATORY STANDARDS

In corporate governance, as opposed to banking, there is no pretense of
a consensus among the G-10 nations on an optimal set of standards.
Commentators have advanced a number of explanations for this state of
affairs, including political rent seeking and path dependency, the role of legal

financial centres in the world. Countries not prepared to join an agreement”

among this group of three countries could easily be put under pressure. It

would be sufficient to bar their banks from using the three financial centres

or to subject them to special treatment. If they wish to remain competitive

internationally, the large banks that operate worldwide can no longer be

absent from these centres today. They would quickly try to encourage

their governments to co-operate internationally. . . .

However, should the example set a precedent and the strategy of the

two powers be extended to other fields of harmonising banking

supervision -- as a substitute, so to speak, for internationally negotiated

compromises -- then the willingness to co-operate internationally could

suffer damage in the long run. In view of the problems that need to be

solved, this would be a harmful development.
Dr. Lusser assesses various aspects of international co-operation in the field of monetary
policy, 64 BIS REv., Apr. 1, 1987, at 6. Cf BASLE ACCORD STUDY, supra note 16, at 38
(discussing joint statement of January 8, 1987 by the Federal Reserve Board and the Bank of
England announcing their intent to establish bilateral minimum risk-based capital
requirements).

24. Cynthia C. Lichtenstein, Dealing with Sovereign Liquidiry Crises: New International
Initiatives for the New World of Volatile Capital Flows To and From Emerging Markets, 29
MCGEORGE L. REv. 807, 819 (1998); Lee, supra note 5. at 6 n.20; Norton, supra note 6, at 251-
52.

25. Lee, supra note 3, at 38-39.
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institutions in shaping the preconditions for efficiency, and varying liquidity
preferences.26

So why has consensus in the banking area been easier to achieve? After
all, the banking regimes in the G-10 countries grow out of the same political
milieus as corporate governance regimes. Furthermore, one could argue that
the determinist notions of economic efficiency that undergird the Basel
Committee’s substantive pronouncements apply equally to corporate
governance.

Nonetheless, global convergence has made greater headway in banking
than in corporate governance. That can be explained, in large part, by many
of the same reasons that cause governments to regulate banks in the first
place. The preeminent reason, systemic risk, is reactive in nature and flows
from common concerns by national bank supervisors about the domestic
repercussions of cross-border banking crises that they cannot individually
control. As in corporate governance, it has not been enough to subscribe to
the view that international corporations are evolving toward a common ideal
of efficiency. Rather, in banking, the main impetus towards harmonization
consisted of intemational banking crises of catastrophic proportions that
could not be quelled without international cooperation.

The roots of systemic risk lie in the capital structure and mutual
interdependence of banks.27 Banks obtain the bulk of their funds from debt
in the form of demand deposits, rather than from shareholders’ equity.
Because banks borrow short and lend long, they suffer from a fundamental
mismatch in the maturities of their assets (which are usually illiquid) and their
liabilities (which are liquid). When depositors demand more funds than the
bank has on hand, the result can be a devastating bank run.

Ordinarily, under the law of fractional reserves, banks can estimate how
much money to have on hand each day to satisfy depositors’ needs. If rumors
or reports of bank distress circulate, however, causing depositors to fear an
imminent bank run, that fear can become a self-fulfilling prophecy. Absent
a lender of last resort, a bank that experiences a run will not be able to pay off
its depositors because it will not be able to liquidate its assets immediately at
full value. Depositors unlucky enough to stand at the back of the line will
lose their money and the bank will close its doors.

26. E.g., Coffee, supra note 1, at 642-48.
27. For fuller discussion of these dynamics, e.g., MCCOY, supra note 3, at |-1 through 1-
24,
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As this suggests, solicitude for depositors is part of the motivation behind
government regulation of banks, both out of concem for political instability
and to encourage households to channel their savings into the economy.
Thus, a fundamental purpose of banking regulation is to solve the information
asymmetry that exists between banks and their depositors by interposing the
government as a monitor. Monitoring by demand depositors is normally not
cost-effective due to depositors’ lack of information about their banks and the
small size of their deposits. Even if monitoring were possible, depositors
usually find it more cost-effective to exercise their rights of immediate exit
through withdrawal than to engage in continuous monitoring.

Depositors are not the only subject of concem for government regulators.
Govermnments also monitor banks out of concern for systemic risk. Banks are
inextricably linked to one another through the payments system, as well as
through an intricate web of inter-bank lending and derivatives swaps. As a
result of those linkages, if a major bank fails and defaults on its obligations,
other banks may fail, causing a ripple effect throughout the banking system.
Insofar as banks are levers of monetary policy, the ensuing bank panic can
have profound negative macroeconomic consequences, including contraction
of the money supply and a resulting economic downturn. As such, systemic
risk constitutes a negative externality of banks, because failed banks and their
shareholders do not have to pay for systemic harms they inflict on other banks
and other economies. As the largest banks grow larger, moreover, the danger
of contagion grows. While the likelihood of contagion is subject to debate,
governments are loath to risk it because the consequences can be
devastating .28

In the global context, contagion is of even greater concern, not only
because of the vast size and scope of international banking operations, but
because jurisdictional boundaries hamper the ability of bank regulators, both
de jure and de facto, to supervise banking operations abroad. Losses from
speculative overseas banking activities can easily spread to a bank’s home
country, inflicting losses which regulators are helpless to prevent.

28. E g, RANDALL S. KROSZNER, BANK REGULATION: WILL REGULATORS CATCH UP WITH
THE MARKET? 9-12 (Cato Inst. Briefing Paper No. 45, 1999), available at
http://www.cato.org/pubs/briefs/bp-04Ses.html; Jonathan R. Macey & Geoftrey P. Miller, Bank
Failures, Risk Monitoring, and the Market for Bank Control, 88 COLUM. L. REV. 1153, 1157
(1988); David G. Qedel, Puzzling Banking Law: Its Effects and Purposes, 67 U. CoLO. L. REv.
477, 524-26 (1996).
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For these reasons, systemic risk has been the most powerful driving force
behind the Basel Committee’s pronouncements. As the Basel Committee
noted with respect to the Basel Accord, the Committee “believed that the
[capital adequacy] framework would help to strengthen the soundness and
stability of the international banking system by encouraging international
banking organizations to boost their capital positions.”29 Indeed, the bulk of
the Basel Committee’s initiatives have been undertaken in response to global
banking crises. Whenever major international banking scandals have roiled
the financial world in recent years -- witness Franklin National Bank,
Bankhaus Herstatt, Banco Ambrosiano in Italy, Continental Illinois, BCCI
and Baring Bank -- the Basel Committee has regularly responded with a
regulatory pronouncement.30 The thrust of those pronouncements has been
to assure uniformly high prudential safeguards throughout major banking
markets and cross-border enforcement. The collapse of the Thai bhat in 1997
and the Russian ruble in 1998, with their worldwide repercussions,
underscored the frailties of interdependent markets and the need for global
coordination and oversight.3!

In contrast, outside of the financial services industry, contagion almost
never i1s a concern in corporate governance. The reason why is that other
types of corporations do not have to resort to the highly unstable device of
demand deposits in order to finance their operations. Established
corporations get outside financing through equity and through loans; other
corporations that lack access to outside financing achieve growth through
retained eamings. While the assets of most corporations are illiquid, so are
their liabilities, which normally cannot be withdrawn immediately upon
demand.32 Consequently, in industrial corporations, rapid contagion is not
a concern as it is in banking. To be sure, one corporation’s death may lead to
the eventual failure of other corporations that are its suppliers, but the illiquid
nature of their liabilities means that failure will be slow rather than
precipitous, allowing time for countermeasures and intervention. Thus,
discussions of corporate governance are almost never animated by concems
over the larger macroeconomic consequences of corporate failures.

29. BASEL ACCORD STUDY, supra note 16, at 1.,

30. E.g., Norton, supra note 6, at 245-46.

31. See generally Lichtenstein, supra note 24, at §07.

32. Notes that are subject to call upon default are an exception.
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Similarly, systemic risk is closely related to the other motivating factors
behind the Basel Committee’s standards, i.e., competitive parity and market
entry. In major Western countries, governments reserve discretion to deny
entry to the banking industry through charter denials. While entry controls
in banking have obvious anti-competitive implications, normally they are
justified as necessary to ensuring the solvency of banks. Concerns about lax
oversight are often stronger for overseas banks than for their domestic
counterparts, which is one reason why entry controls are often imposed on
foreign banks. Given those supervisory concerns, uniform regulatory
standards can help open markets by providing host countries with some
assurance that the identical regulatory standards are being enforced in the
home country of a foreign competitor. Similarly, for foreign banks that have
already achieved market entry abroad, “a standard approach applied to
internationally active banks in different countries” helps reduce competitive
inequalities.33

Obviously, in corporate governance generally, market entry is of concern
as well. In trade for goods as opposed to financial services, however, usually
the concern is with market entry in a narrower sense. Corporations that are
in the business of selling goods almost never are subject to barriers against
entering foreign markets due to reservations by the host country about their
form of corporate governance. In other words, in manufacturing, whatever
market barriers exist operate against the entry of particular goods rather than
against particular companies or particular forms of corporate governance. In
contrast, in the area of bank regulation, market controls are elevated to the
level of outright prohibitions against firms, based at least in part on solvency
concems. Thus, the stakes associated with market entry in banking are usually
considerably higher than for firms that are not financial services providers.

Lastly, it is necessary to observe that international convergence in
banking, in contrast with corporate governance, has occurred in less visible
fora where change may be easier to accomplish. In civil law jurisdictions and
increasingly in common law jurisdictions, corporate governance law is
formulated by the legislature, often in the harsh glare of publicity. In
contrast, the bulk of international banking standards are initiated by the Basel
Committee, which attempts whenever possible to operate informally and
behind closed doors.34 Once a particular set of principles has been

33. BASEL ACCORD STUDY, supra note 16, at 1.
34. Norton, supra note 6, at 249.
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formulated and endorsed by the G-10, adoption of those principles may be
accomplished by executive decree or agency order in many countries, without
the need for statutory enactment. The obscure nature of capital adequacy
rules and other forms of banking regulation aid the Basel Committee’s
attempts to preserve a low profile. As a result, political impediments to
convergence in banking regulation, at least initially, may be lower than in
corporate governance. At the same time, the behind-the-scenes nature of that
process raises very real questions of political legitimacy.

To summarize, concerns about systemic risk, market entry and
competitive parity coalesced in global harmonization in banking to a degree
not yet seen in corporate governance law. Despite that rather remarkable
accomplishment, the Basel Accord, in implementation, has developed fissures
that cannot be ignored.

II. CENTRIFUGAL FORCES IN GLOBAL CONVERGENCE

I have argued that the result of the Basel Committee’s initiatives has been
to promote a uniform conception of economic efficiency.35 Nevertheless, it
would be a grave mistake, based on a single snapshot, to conclude that
convergence toward a unitary norm of economic efficiency is inevitable. It
is a common failing to treat harmonization as a unidirectional movement,
rather than as a series of reactions and counter-reactions that may trigger
movements toward and away from shifting equilibria. Accordingly, it is
important to ask whether the Basel Committee and its member states are

35. As recent moves toward deregulation in the United States have shown, efficiency
norms do not necessarily result in stricter regulation. Regulators face a mixed array of
considerations and pressures when attempting to formulate optimal levels of regulation.
Nevertheless, among the major capital-exporting countries, fears about systemic risk from
international contagion have been sufficiently insistent that the Basel Committee’s products
have generally resulted in stricter standards to date.

Due to the newness of the Core Principles, most of the available data bears on the Basel
Accord’s effect on capital adequacy levels. The Basel Committee recently concluded “that at
least initially, the introduction of formal minimum capital requirements across the G-10 appears
to have induced relatively weakly capitalized institutions to maintain higher capital ratios.”
BASEL ACCORD STUDY, supra note 16, at 2. Moreover, “those countries which were close to,
or below, the Basle minimum capital adequacy ratio of 8% in 1988 evidenced a much higher
overall increase than those which had historically high capital ratios.” /d. at 6-15. In the study,
the Basel Committee was unable to conclude definitively, however, that the Basel capital
adequacy ratios were responsible for the increase, as opposed to increased bank supervision or
market discipline. /d. at 15.
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subject to pressures that could cause banks or member states to depart from
the Committee’s supposedly efficient norms.

The seemingly rosy progress of the Basel Committee to date might
suggest that centrifugal forces are not at work. In the short run, the
confluence of forces has favored stricter uniform standards. Regulators are
not the sole impetus for uniformity in banking, moreover; the impetus also
comes from major international banks. Uniformity helps international banks
by leveling the playing field so that regulated banks in one country do not
suffer a cost disadvantage vis-a-vis their peers abroad due to stiffer regulatory
requirements at home. Precisely for that reason, competitive equality was one
of the stated rationales for the 1988 Basel capital adequacy accord.36

In the international arena, the strongest large banks have furthermore
favored stricter uniform standards in order to hurt weaker competitors. 1If
uniform standards are set sufficiently high, weaker banks will not be able to
meet them and will either be acquired by stronger banks or close their doors.
The Basel Accord, which raised minimum capital levels above the then-
prevailing average in the United States, is just one example. In the United
States, numerous weakened banks were acquired in mergers after the United
States adopted risk-based capital standards under the 1988 Basel Accord.37
Similarly, higher uniform standards can eliminate potential future
competition by setting a higher (and sometimes insuperable) bar to new
entrants to the industry. This phenomenon has been the source of endless
controversy in emerging economies, where fledgling domestic banks
complain that major Western international banks have exerted pressure for
adherence to global prudential standards in order to corner the market for
banking services.38

Other private benefits inure to major international banks from uniform
regulation. From the standpoint of cost savings and efficiency, international
banks would prefer to operate on a consolidated basis, with one set of capital
rules, accounting standards, internal controls, regulatory reports and books.39

36. E.g., Zamora, supra note 21, at 1958.

37. See generally John P. O’Keefe, Banking Industry Consolidation: Financial Artributes
of Merging Banks, 9 FDIC BANKING REev. (1996), available at
http://www.fdic.gov/bank/analytical/banking/1996fall/merger.html.

38. E£.g, Roman Terrill, The Promises and Perils of Globalization: The Asian Financial
Crisis, 9 TRANSNAT'L L. & CONTEMP. PrROBS. 275, 280 (1999).

39, Michael E. Patterson, Convergence of Global Financial Seivices, 21 FORDHAM INT’L
L.). 377, 381-82 (1997).
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Since a single international regulatory system is nowhere close to a reality,
international banks must settle for a second-best solution, in the form of
substantial uniformity across the various national banking regulation regimes.
Thus, a subsidiary goal of cross-border uniformity is a lower cost structure
and greater economies of scope and scale for international banks.

Notwithstanding the competitive motives of large international banks,
emerging economies may have reasons of their own to sign on to the Basel
Committee standards. Domestic banks in emerging economies that want to
attract major Western firmns as clients and establish correspondent
relationships find it easier to establish customer trust by observing the Basel
Committee standards. Foreign investors are unwilling to use local banks for
their banking and payments needs unless the safety of their deposits can be
assured.40 Absent a credible system of deposit insurance guarantees,
compliance with rigorous international standards sends a signal that a bank
can be trusted with one’s deposits. As banks in emerging economies mature,
moreover, and extend their own operations abroad, they will need to comply
with Basel Committee standards in order to gain entry to the major Western
banking centers. Finally, in times of domestic monetary crisis, compliance
with the Basel Committee’s standards is a standard condition of IMF aid.

Nevertheless, the championing of a single, lockstep model of economic
efficiency will inevitably be followed by antithesis in the form ot economic
and political destabilization. One source of instability inheres in the law of
cartels. Another source of instability grows out of the fact that market
systems and block-holding systems have deep-seated differences in their
constructs of economic efficiency. These latter differences are especially
apparent in norms concerning connected lending.

A. Cartel Dynamics

First, with respect to the law of cartels: one way to view the Basel
Committee’s actions is as the actions of a cartel (one that is governmentally
sanctioned). Under the auspices of that cartel, the members of the G-10,
through the Basel Committee, have agreed on a pricing structure for a
regulatory tax on the business of banking. In keeping with the Basel
Committee’s pronouncements, that regulatory tax is supposed to be uniform
throughout signatory countries through adherence to common standards. The

40. Susan M. Phillips & Alan N. Rechtschatfen, International Banking Activities: The
Role of the Federal Reserve Bank in Domestic Capital Markets, 21 FORDHAM INT’L. L.J. 1754,
1757 (1998).
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signatory countries include most, if not all, of the major financial centers of
the world and control the majority of bank financing worldwide. Thus, by
imposing higher standards, the Basel Committee can control the supply of
financial services to a significant extent and maintain prices.

The devil, however, lies in enforcement. As with any cartel, the Basel
Committee is susceptible to cheating by individual banks and member
states.4] Member states have an incentive to relax their enforcement of the
Core Principles and the Basel Accord whenever they can derive net benefits
without getting caught.

In many cases, it is relatively easy for a country to cheat on the Core
Principles and the Basel Accord and evade detection, at least in the short to
medium term. Banking regulation is notoriously opaque around the world,
with respect to disclosures by regulators and by banks themselves. Unlike
securities regulation, which is premised on transparency and disclosure,
banking regulation regimes around the world are highly secretive, even in
societies that are otherwise open, in part due to fears about bank runs.
Compounding this problem, because the Basel Committee operates through
consensual standards, it lacks formal enforcement mechanisms.42 Unlike the
regulatory system of a single sovereign nation, there is no international super-
regulator with binding authority to keep national regulators in line.
Accordingly, whether a country’s banking regulators enforce the Basel
Committee’s principles once those principles become law may be difficult to
ascertain, except from anecdotal evidence.

Another inducement to cheating consists of the fact that accounting
treatments can give a false appearance of compliance.43  Although
international accounting systems have moved towards common norms,
significant national differences in accounting treatments remain. The
effectiveness of risk-weighted capital, for instance, has a lot to do with
whether assets are represented at cost (in which case the sting may be less

41. While this point has been briefly mentioned in passing, it has not been developed in
the literature. £.g., Eric J. Gouvin, Banking in North America: The Triumph of Public Choice
over Public Policy, 32 CORNELLINT L L.J. 1, 26 (1998).

42. FE.g., Cynthia C. Lichtenstein, Bank for International Settlements: Committee on
Banking Regulations and Supervisory Practices; Consultative Paper on International
Convergence of Capital Measures and Capital Standards, 30 1.L.M. 967 (1991).

43. Eg., BASEL COMMITTEE ON BANKING SUPERVISION, A New Capital Adequacy
Framework 10-11, available at http://www bis.org/publ/index.htm (last modified Feb. 12,
2001).
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harsh) or fair market value. These differences make it harder to detect the
extent of any cheating.

Other cheating is easier to detect, but difficult to counteract absent an
overarching regulator. Thus, in recent years, German regulators have been
accused of manipulating the risk-weight categories in two respects. They
have given unduly low weights to bonds issued by German mortgage banks.
In addition, they have permitted German banks to meet core capital
requirements through a form of subordinated debt that other G-10 regulators
had agreed to prohibit.44

Finally, banks and nations can evade higher standards through regulatory
arbitrage, which is not strictly cheating but lawful exploitation of intentional
or unintentional regulatory loopholes in a manner that violates the spirit of the
standards. Under the 1988 Basel capital adequacy accord (the substantive
Basel pronouncement with the longest track record), four prominent examples
of regulatory arbitrage can be discerned.

1. Securitization

The most important example of regulatory arbitrage under the Basel
Accord has been the use of securitization by United States and European
banks to sell off loans to avoid higher capital requirements that otherwise
would apply if those loans remained on the books. In securitizations, banks
bundle their loans or other assets and sell interests in those bundles to the
public in the form of securities that are backed by the assets. A window for
regulatory arbitrage occurs because banks sign recourse clauses in which they

44. German Banks Under Fire, supra note 21, at 20; Germany's Protective Wings, THE
EconoMisT, May 22, 1999, at 83; Bank Rules in Disarray, supra note 21, at 75-76.

In the negotiations leading up to the 1999 proposed revisions to the Basel Accord,
Germany continued to press for special treatment. The negotiations over the revisions became
deadlocked when Germany insisted on a special German exception to the one hundred percent
weight for commercial-property lending, on grounds that such lending has been low-risk
historically in Germany when compared with other countries. Germany'’s Protective Wings.
supra note 21, at 82-83; see also Bank Rules in Disarray, supra note 21, at 76. In the proposal,
the Committee broke the logjam by stating that “mortgages on commercial real estate do not,
in principle, justify other than a 100% weighting for loans secured.” BASEL. COMMITTEE ON
BANKING SUPERVISION, A New Capital Adequacy Framework 31 (June 1999), available at
http://www.bis.org/publ/index.htm (emphasis added). The Econoinist later jibed that the “two
weasel words . .. ‘in principle™ were designed to “allow Germans (but, with luck, nobody
else) to give their mortgage banks generous treatment.” Growing Basle, THE ECONOMIST, June
5, 1999, at 70. See also Daniel Pruzin, Capital Requirements: Basle Committee s Capital
Proposals Aim to Measure True Risks of Banks' Assest, BNA BANKING DAILY, June 4, 1999.
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agree to indemnify the buyers of the securities if any of the underlying loans
go into default. Such clauses, otherwise known as “credit enhancements,”
make it easier to market securitizations to the investing public.

The problem with recourse clauses is that current regulations do not
necessarily require banks to maintain capital that is commensurate to the risks
retained. Under U.S. banking regulations, banks must reserve eight cents on
the dollar in capital for any commercial loans on their books. If a bank
instead takes those loans off its books by securitizing the loans with recourse,
it currently must reserve the /esser of eight cents on the dollar or the amount
of the bank’s maximum contractual exposure under the recourse clause. That
is true even if the residual interest that the bank retains under the recourse
clause exceeds eight cents on the dollar. If the securitized loans are highly
risky (a recent hallmark of bank securitizations of subprime loans in the
United States), or if the bank has forfeited servicing rights that would
otherwise enable the bank to monitor the loans closely to facilitate prompt
repayment, the bank may eventually sustain losses that exceed the capital
reserved.45 Thus, U.S. banks have incentives to engage in securitization with
risky recourse provisions because they could boost their capital ratios under
federal banking regulations as long as two conditions are met: (1) the banks
retain the risk of default through recourse clauses; and (2) the recourse
interests exceed eight percent of the value of the securitized pool.46 The same
phenomenon has occurred in Western Europe.

45. An example from regulations proposed by federal banking regulators in the fall of 2000
illustrates the point. Assume that a bank securitizes subprime credit card loans valued at $100
million. In order to market the securities, the bank agrees to accept recourse for up to $15
milhon of the loans (fifteen percent) in the case any of the loans go into default. Under current
tederal regulations, the bank only needs to reserve capital against the recourse interest of eight
percent, instead of fifteen percent. Capital: Leverage and Risk-Based Capital Guidelines;
Capital Adequacy Guidelines; Capital Maintenance; Residual Interests in Asset Securitizations
of Other Transfers of Financial Assets, 65 Fed. Reg. 57993, 57996 (Sept. 27, 2000) (to be
codified at 12 C.F.R. pts. 3, 208, 225, 325, 567).

46. E.g., Capital; Leverage and Risk-Based Capital Guidelines; Capitai Adequacy
Guidelines; Capital Maintenance; Residual Interests in Asset Securitizations of Other Transfers
of Financial Assets, 65 Fed. Reg, at 57995-97; BASEL ACCORD STUDY, supra note 16, at 21-26,
45-52; Susan M. Phillips, Symposium: Derivatives & Risk Management: Kevnote Address, 66
FORDHAM L. REV. 767, 774 (1997); Daniel Pruzin, Basle Committee Details Proposal to (se
Market Discipline with Bank Capital Rules, BNA BANKING DAILY, Jan. 19, 2000.

In September 2000, federal banking regulators proposed amendments to U.S. capital
standards to 