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Heirs’ Information Rights vis-a-vis Banks

IN THE COURSE OF THE ADMINISTRATION OF AN ESTATE, HEIRS COMMONLY RUN INTO THE PROBLEM OF NOT
BEING ABLE TO GET A CLEAR OVERVIEW OF SPECIFICALLY THOSE OF THE DECEASED’S ASSETS THAT ARE BEING

HELD AT BANKS. THIS IS IN PARTICULAR TRUE, IF THE DECEASED DID NOT KEEP COMPLETE — OR EVEN ANY —
RECORDS REGARDING HIS ACCOUNTS, AS HAPPENS FREQUENTLY WITH PERSONS WITH FOREIGN DOMICILE.
EVEN BANKING RELATIONSHIPS THAT WERE CONDUCTED NATIONALLY, MAY NOT ALWAYS BE TRANSPARENT FOR
THE HEIRS, ESPECIALLY WHEN ASSETS ARE INVOLVED THAT WERE NOT CLAIMED AS INCOME WITH THE TAX
AUTHORITIES.

Thomas Reimann

The legitimate interest of an heir to get
a comprehensive overview of the assets
belonging to the estate of the deceased
may be in direct conflict with the be-
queather’s justified interest to secrecy —
however this does not include the bank'’s
obligation to protect bank client confi-
dentiality.

1. The Legal Basis of the Heirs’ Informa-
tion Rights

To begin with, there is the heirs’ general
right to disclosure amongst each other,
as well as towards all persons and au-
thorities engaged in the distribution of
the inheritance (such as the executor of
the will, the administrator, inventory au-
thority, representatives of the heirs, offi-
cial receiver etc.). All these rights of the
heirs are in nature part of inheritance
law and are based on art. 607 para. 3
and art. 620 para. 2 of the Swiss Civil
Code (CQ).

Different from this are those rights
to receive information that are passed
down from the deceased to the heirs
through so-called universal succession.
This goes for any contractual partners of
the deceased, as well as for anyone else

with an obligation to disclosure. Part of
the first group are banks, since they
were in a contractual relationship with
the deceased (asset management con-
tract or account management contract).
When the bequeather dies, the legal re-
lationship is passed down to the heirs
through universal succession. This in-
cludes the bank’s contractual duty of
full disclosure. Even if in accordance
with art. 405 para. 1 of the Swiss Code of
Obligations (CO), the contract termi-
nates with the death of the bequeather,
this only relates to the ongoing execu-
tion of the contents of the contract,
while the right to disclosure is passed
down to the heirs.

This is in accordance with a ruling
of the Swiss Federal Supreme Court dat-
ed September 10th 2007 (decision of the
Swiss Federal Supreme Court BGE 133 Il
664 section 2.5). It elaborates that
through the nature of universal succes-
sion defined by art. 560 CC not only all
rights relating to the assets of the inher-
itance are passed down to the heirs, but
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also all contractually based rights to dis-
closure and information.

2. Scope of Disclosure Rights of Heirs
towards Banks

2.1. Subject Matter

2.1.1 Basic Principles

The definition of universal succession
dictates that the heirs generally acquire
their rights to disclosure ipso iure with
the death of the bequeather. The obliga-
tion to disclosure [of a bank for exemple]
not only includes the periodic prepara-
tion of account statements, but also any
individual information requests coming
from the heirs. This includes those re-
quests that might appear insignificant
to the bank. The fact that the bequeath-
er had been informed or was himself in
possession of certain information does
not constitute a valid reason to refuse
this very information to the heirs. This is
based on the grounds that the informa-
tion rights have been given additional
impact in favor of heirs.

It is irrelevant that it may not be cer-
tain, whether transactions actually took
place within the account, or even if the
bequeather had an account at the bank
in question at all. A client may have a
similar interest to receive such informa-
tion without an inheritance, for example
as part of divorce proceedings in relation
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to the spouse, or towards the tax author-
ities (BGE 133 111 664 section 2.6).

2.1.2 Limits

Privacy rights of the bequeather: Uni-
versal Succession as defined in art. 560
CC provides that the bequeather’s rights
are only passed down to the heirs, inso-
far as they are not personal rights intrin-
sically tied to the very person of the de-
ceased. This limitation stems from art.
28 CC (BGE 133 Il 664, section 2.3; non-
published decision of the Swiss Federal
Supreme CourtofMay2008,5C.209/2006
section 4.1; Emch / Renz / Arpagaus, op.
cit, N 422), dealing with the protection
of a person’s personal rights. In practice,
the decision which data should be cov-
ered under this protective measure can
prove to be very difficult.

The bequeather’s legitimate inter-
est to privacy: There is no ruling of the
Swiss Federal Supreme Court on whether
the bequeather’s (expressed or assumed)
intention to keep certain information
private should be honored. Leading doc-
trine is in favor of this. If the deceased in-
tended to keep his personal affairs confi-
dential even from his heirs, that right to
privacy is not passed on to them, since
the deceased [client of the bank] defines
the specifics of such a right. The ex-
pressed intention of the bequeather is
required thereto. This includes an as-
sumed intention to confidentiality (for
example expressed through the destruc-
tion of bank records during the lifetime

of the deceased). Whether in fact such an
intention is given cannot be determined
in abstracto, but will depend on the indi-
vidual circumstances. A wish to privacy is
more likely present in those cases, where
the disclosure of certain facts would af-
fect the most private aspects of some-
one’s life.

Since this question cannot be an-
swered by the bank in all but the most
obvious cases, doctrine suggests the in-
stitution of a special examiner analo-
gous to an independent medical exam-
iner. This examiner is bound to protect
the privacy of the deceased towards the
heirs.

The wish for privacy should be disre-
garded in those cases, where they serve
the purpose of infringing on someone’s
compulsory portion of the inheritance.
In this case, the heir’s right to disclosure
based on inheritance law prevails the
contractual right to disclosure [or secre-
cy] towards the bank. The bequeather
cannot deny this right.

According to the Swiss Federal Su-
preme Court, the legal right to disclo-
sure of heirs towards third parties
should be treated analogous to art. 607
para. 3 and art. 610 para. 2 CC, the pur-
pose being the creation of equal treat-
ment of heirs and non-heirs in case of a
lawsuit concerning the violation of com-
pulsory portions of the heirs. This solu-
tion makes sense, since it closes a gap in
the legislation (BGE 132 Ill 677 section

4.2.4).




The right to disclosure based on in-
heritance law is limited to its purpose. It
follows thus that based on art. 607 para.
3 and para. 610 sec. 2 CC, the time frame
of the right to disclosure is generally
limited to five years, unless there is evi-
dence of purposeful infringement on
compulsory portions (art.527 para.3and
4 CC). The requested information may
only relate to those assets that may rep-
resent an infringement on someone’s
compulsory portion, therefore being rel-
evant to any possible lawsuit.

Bank secrecy law: The bank secrecy
law relates to the duty banks and their
employees have towards a client to keep
the client’s business relationship confi-
dential. This includes any insight they
might have into the proprietary as well
as into private matters of the client.
Even the mere existence of the relation-
ship between the bank and the client
falls under this confidentiality clause.
Bank client confidentiality law is not ab-
solute and unconditional. Already in the
year 1963 the Swiss Federal Supreme
Court ruled that the authority to decide
on confidentiality issues is passed down
to the heirs through universal succes-
sion (BGE 89 Il 87 section 6). In accor-
dance with this, it verified in a ruling in
2007 that the bank cannot invoke bank
client confidentiality towards the heirs,
since it only applies towards third par-
ties, however not towards the beneficial
owner, nor his heirs in the context of
universal succession (BGE 133 Il 664 sec-
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tion 2.6). This opinion also finds doctri-
nal support.

2.2 Time Frame

Time wise and for the same reason as
discussed above, the right to disclosure
not only includes the status of the es-
tate on the day of death, but also any in-
formation the bank was required to dis-
close towards the bequeather, including
any and all information given during his
lifetime. Since, in accordance with art.
962 para. 1 CO, the banks’ duty to keep
records is limited to ten years, this is al-
so the time limit in relation to contrac-
tual disclosure rights, as well as those
information rights based on inheritance
law. The filing of a lawsuit obligates the
respondent to secure any and all exist-
ing records that may extend the legally
prescribed ten year period. In addition,
based on art. 127 CO, the contractual
right to disclosure and information ex-
pires after ten years from the date of
termination of such relationship. How-
ever, the death of the bequeather does
not eo ipso constitute the termination
of an ongoing contractual relationship.

3. Entitlement
Each of the heirs is independently enti-
tled to the same contractual as well as
inheritance law-based rights to disclo-
sure (BGE 89 I 87 section 6; BGE 132 111 677
section 4.2.4; BGE 133 lll 664 section 2.5).
Even tentative heirs (that means
those who have not yet decided wheth-

er to accept the inheritance or not) may
receive information, if it serves as a ba-
sis on which to decide about accepting
or refusing the inheritance. Virtual heirs
(that means those, who were not includ-
ed in the inheritance, even though they
are legally entitled to a compulsory por-
tion) have the same limited right of ac-
tion towards third parties as they have
towards fellow heirs. In order to make
sure that any inquiries are in fact legiti-
mate, the bank usually requires an offi-
cial certificate verifying the status of an
heir prior to providing any information.
In the case of provisional heirs, it is ad-
visable to get a simple official statement
in order to avoid the inadvertent as-
sumption of acceptance of the inheri-
tance, since such provisional and virtual
heirs are entitled to a special certificate
verifying their status.

4. Conclusion

Once the heir enters into a contractual
relationship with a bank through uni-
versal succession, the contractual rights
to disclosure are passed down in their
entirety, as long as they do not infringe
on the bequeather’s personal rights of
privacy.

The individual heir may pursue his
rights on his own and independently of
the other heirs — a joint course of action
of all heirs is not required. The rights to
disclosure are limited to ten years by
art. 962 para.1CO. M
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The Swiss Federal Intermediated Securities Act (FISA)
—What is it about?

THE FEDERAL ACT CONCERNING THE SO-CALLED INTERMEDIATED SECURITIES BECAME EFFECTIVE ON JANUARY
1sT 2010. THE NEW SWIss FEDERAL INTERMEDIATED SECURITIES AcT (FISA) WILL GIVE THE PROFESSIONAL
TRADE IN SECURITIES INVOLVING INTERMEDIARY CUSTODIANSHIP A NEW FOUNDATION, SINCE THE DEVELOP-
MENTS OF THE PAST DECADES HAVE SHOWN A STRONG NEED FOR REGULATION.

Dr. Peter Lutz

1. Scope and Main Features of FISA

The FISA regulates the custody as well as
the transfer of ownership of certificated
and uncertificated securities that are
credited to a securities account. (art.1 pa-
ra.1FISA). Not subject of the act are provi-
sions regarding the registration of secu-
rities in the stock ledger, the registration
by the company itself or the issuer as
long as it does not act as custodian.

In accordance with art. 965 of the
Swiss Code of Obligations (CO) a security
is defined as a certificate that is tied to a
title in such a way, that the entitlement
cannot be enforced or transferred with-
out the physical presence of the certifi-
cate. Since the professional securities
trade with listed securities usually does
not involve physical transfers, but rather
accounting transfers between bank ac-
counts and safe custody accounts, the
original transfer function rarely comes
into effect anymore. These days, securi-

ties are only very rarely safe-kept by the
investor. In most cases banks or custodi-
ans take on that responsibility. Those sys-
tems for custody are referred to as medi-
ated systems of custody.

With the creation of FISA, a new type
of asset is created sui generis, the “inter-
mediated security” (referred to here as
“1S”), encompassing all the functional
properties of a security. Art. 6 FISA requ-
lates the creation of IS. Required is the
deposit of securities for collective custo-
dy or the deposit of global share certifi-
cates at a custodian. Uncertificated secu-
rities or value rights need to be entered
into the custodian’s main register. Addi-
tionally the securities need to be credited
to the account holder’s account. The cred-
iting to the securities account consti-
tutes the completion of the transaction.
Only if both actions have been complet-
ed, the FISA applies. The custodians are
local institutions, as well as international
financial intermediaries whose area of
business encompasses the keeping of se-
curities accounts. According to art. 16 FI-
SA, the account holder may request an
account statement from the custodian
at any time — however that statement in
itself is not the equivalent of a security.

2. Transfer and Issue of Securities

An IS is transferred by a written or oral
order of the account holder to the custo-
dian, to execute a transfer and a subse-

quent corresponding credit to the securi-
ties account of the buyer (art. 24 para. 1
FISA). It is the posting to the account that
constitutes the closing of the transac-
tion. According to art. 24 para. 4 FISAlimi-
tations regarding the transferability of IS
are invalid, unless they are restricted by
virtue of statutory provisions of the com-
pany at stake.

According to art. 9o1 para. 3 of the
Swiss Civil Code (CC) the use of IS as col-
lateral is solely regulated by the FISA. This
voids any paths of recourse on the basis
of pledge agreements. In regards to their
use as collateral, the transfer of IS is sub-
ject to the same rules that reqgulate the
transfer of ownership. The use of IS as
collateral is regulated in art. 25 FISA. If
such a transaction takes place, the ac-
count holder and the custodian irrevoca-
bly agree that the custodian is required
to execute any instructions coming from
the secured party without the need for
consent from the account holder. In this
case, the IS remain in the account hold-
er’s (assignor’s) account. The collateral
may be tied to certain securities, encom-
pass all securities within the account, or
a certain value quota. Interest, dividends
and voting rights remain with the
pledgor. In case of default, the secured
party (pledgee) may dispose of the
pledged securities at his own discretion
and without the need for the pledgor’s
consent.




Aright of security in favor of the cus-
todian may be contractually agreed up-
on.The assignment for security purposes
according to art. 164 of the Swiss Code of
Obligations (CO) remains valid as an al-
ternative to the transfer as regulated by
the FISA. It is important to note that the
rights of persons who acquired IS under
the rules of the FISA will take precedence
over the rights of an assignee, regardless
of the sequence in which the transac-
tions occurred.

3. Specific Questions

3.11S in Case of Compulsory Liquidation
of the Custodian

Among the most important elements of
legal protection within the system of IS is
the guarantee of the account holder’s
property rights in case of bankruptcy of
the custodian. Securities that are held in
custody with a custodian will automati-
cally be separated from the bankruptcy
assets.The rule set forth in the FISA (art.17
et seq. FISA) largely corresponds to the
rule of the Swiss Federal Banking Act. In
bankruptcy proceedings of a custodian,
the receiver is legally required to segre-
gate the IS in the amount of the account
holders’ assets from the bankruptcy as-
sets.

3.2 Seizure of IS

Art. 14 FISA defines the seizure of IS, as
well as other preliminary measures relat-
ing to IS of an account holder, as having
to take place at the location of the custo-
dian holding the securities account con-
cerned. Seizure of IS of an account holder
that are executed at a third party custo-
dian are null and void. This is defined in
the FISA (according to the legislative
commentary, BBl 2006 9315 et seq. 9358),
“as a specification of art. 89 of the Swiss
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Federal Debt Collection and Bankruptcy
Act (FDBA). The place of jurisdiction or-
dering the seizure is not affected by this.
Similarly, preliminary measures under
cantonal or federal civil procedure law
can only be executed at the domicile of
the custodian holding the account(s).

3.3 Securities Lending

In securities lending, the lender lends the
borrower securities from his custody ac-
count against a lending fee. The borrow-
er is obligated to return securities of the
same kind and quality (art. 312 et seq. CO).
For details please also read the article on
securities lending by Sabine Kilgus in
this newsletter. An account holder can
authorize a custodian to dispose of his IS
in its own name and for its own account.
If the account holder is not a custodian
or a qualified investor as defined by the
FISA, a separate written authorization is
required. This authorization must be sep-
arate from — and may not be included in
—the general terms and conditions of the
custodian. (art. 22 para. 2 FISA).

The IS’s are to be credited into the se-
curities account of the borrower, who
generally also receives the voting rights.
The act of the electronic transfer, more
specifically, the crediting to the account
of the borrower constitutes the legal
transfer of the IS.

3.4 Need for Action Concerning
Collateral

Existing contractual agreements need to
be scrutinized for any possible contradic-
tion with the new rules. The FISA neither
contains any specifics on the content of
any form of pledge clause, nor does it ad-
dress the irrevocable agreement between
account holder and custodian. This
makes it imperative to check any and all
security’s agreements- whether they be

pledge agreements or fiduciary transfer
of ownership or assignments — for secu-
rity purposes. Close attention needs to be
paid to the rights and duties of banks in
their several functions, either as pledgee
or as custodian of third party pledge
agreements. The liquidation of the
pledged securities and their recompen-
sation need to be clearly defined and reg-
ulated.

3.5 Need for Action Concerning Value
Rights Ledger

According to art. 973c CO the issuer of
value rights needs to keep a register doc-
umenting the issued securities. This is
analogous to a stock ledger. It contains
the amount of shares issued, as well as
their denomination and the debtors.

3.6 Need for Action Concerning Bylaws
and Terms of Issue

Art. 7 para. 2 FISA states that whenever
securities are created through deposit of
a global certificate or the entry of value
rights into a main ledger, account hold-
ers holding these securities may request
of the issuer of them, to issue individual
certificates, if the respective bylaws so
state. Terms and conditions of prospec-
tus as well as bylaws should be checked,
in order to avoid a corresponding com-
mitment to deliver.

4.Summary

With the FISA coming into effect, the de-
velopments in the daily business of cus-
tody, transfer and collateralization of se-
curities will be given a formal legal basis.
While certain aspects and their practical
application remain to be clarified, a
strong foundation has been laid by the
FISA.The legislative commentary concern-
ing the FISA contains an elaborate de-
scription of the individual regulations. B
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Regulatory Standards for Securities Lending

MANY CUSTOMERS DO NOT REALIZE WHAT CAN HAPPEN TO THE ASSETS HELD IN SAFE DEPOSIT ACCOUNTS
WITH ANY GIVEN BANK. THE BANKRUPTCY OF LEHMAN BROTHERS VERY DRASTICALLY BROUGHT THE
REALITY INTO CONSCIOUSNESS THAT BUSINESS TRANSACTIONS THAT APPEAR RATHER UNSPECTACULAR — AND
PROMISE A SEEMINGLY SECURE RETURN — CAN INCLUDE THE RISK OF A TOTAL LOSS OF THE INVESTMENT. THESE
TRANSACTIONS ARE CALLED SECURITIES LENDING AND BORROWING — SHORT SECURITIES LENDING. How

EXACTLY DOES THAT WORK?

von Sabine Kilgus

In securities lending, the lender collects
a lending fee or commission for lending
the borrower securities that are held in
a safe custody account. The lending can
encompass the entire portfolio or select
titles. The lending fee — collected by the
lender — serves as interest for the loan.
The borrower is entitled to dispose of
the securities in any way he pleases, as
he becomes the de facto owner of these
securities. Any possible interest or divi-
dends, as well as voting rights connect-
ed to these securities, are transferred to
the borrower, unless explicitly specified
otherwise. Depending on the securities
lending agreement, the lender has the
right to call the loan at the end of the
contract (fixed agreement) or at will in
the sense of art. 404 Swiss Code of Obli-
gations (CO). Since he lost the property
right (ownership) of the securities, the
lender only has a contractual right to a

re-transfer of ownership of the titles or
to compensation of the value equiva-
lent. The lender therefore not only car-
ries the market risk connected with the
securities, but also the risk of default of
the borrower. In case of bankruptcy of
the borrower, the lender only has an un-
secured claim towards him. He is, how-
ever, not entitled to segregation of the
securities under custody in the sense of
art. 37d Swiss Federal Banking Act (FBA),
which would normally allow a depositor,
to segregate the securities held in a safe
custody account at that bank from the
assets in bankruptcy. The claim is there-
fore neither privileged, nor is it secured
by any form of deposit insurance.

This basic form of securities lending
can be carried out in two different ways:
either covered (against collateral) or na-
ked (without collateral). In the case of
covered securities lending, the lender
can liquidate the backing (usually cash
or other securities) in case of bankrupt-
cy of the borrower, so the default risk is
being substantially minimized.

Banks and securities dealers are in-
volved in securities trading in a variety
of roles. They can either act on their own
behalf as lender or borrower (for exam-
ple in the interbank market), or they can
borrow their clients’ securities, in order
to perform other contractual obliga-
tions, to use them in other securities
lending transactions, or in so called re-

po-transactions, i.e. sale and repurchase
of securities to the Swiss National Bank
for liquidity purposes.

In securities lending transactions
with bank clients, the banks and securi-
ties dealers can either function as a
principal, typically as a borrower of their
clients’ assets held in a safe custody ac-
count, or they act as agents arranging
transactions between banks and/or cli-
ents against a commission. In the latter
case, the client may not even know the
counterparty to the transaction.

It is quite evident, that in spite of
the advantages inherent in mobilizing a
client’s assets through securities lend-
ing transactions, the risks can be consid-
erable. It is because of those risks, that
the Swiss Financial Market Authority
FINMA has published a circular, concern-
ing the principles of pension- and secu-
rities lending transactions with securi-
ties (http://www.finma.ch). Aside from
regulating the treatment by banks and
securities dealers of such transactions,
in relation to accounting and regulatory
liquidity standards, which are of no fur-
ther concern here, it stipulates contrac-
tually relevant guidelines, which have to
be observed from now on, concerning
securities lending involving private per-
sons.

It bases its’ opinion on art. 11 of the
Swiss Federal Stock Exchange act (SES-
TA), which imposes on banks and securi-




ties dealers the following duties: 1. To in-
form the client of any inherent risks of a
transaction with securities. 2. To conduct
business accurately and in the best in-
terest of the client. 3. To not allow possi-
ble conflicts of interest that my affect
the customer negatively.

1. Principles for Securities Lending
Transactions according to the FINMA
Circular

Firstly, the Circular demands that pri-
vate persons shall only be able to enter
into covered securities lending transac-
tions. The same is true anyway for insur-
ance companies and pension funds,
based on the conservative investment
policies they are bound to. It should be
noted, that so-called qualified investors
according to art. 10 para. 3 of the Swiss
Collective Investement Schemes Act
(CIA) are not considered to be private
persons and shall therefore be excluded
from this protection. According to art.10
para. 3 CIA in connection with art. 6 of
the related ordinance the following per-
sons are considered to be qualified in-
vestors:

- Wealthy private clients whose assets
exceed CHF 2 million.

- Private clients whose assets are man-
aged by a discretionary asset manage-
ment contract.

These investors have to keep a close
watch to make sure they are not entered
into naked securities trading transac-
tions, if they do not want to do so. This is
especially true when signing a discre-
tionary asset management contract
with a bank or an independent asset
manager.

Aside from these protective provi-
sions for private investors, the Circular
holds banks and securities dealers to
certain contractually relevant provisions
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that are mandatory for all securities
lending transactions:

As a part of this, securities lending
transactions have to be entered into by
means of a separate agreement in writ-
ing that is aside and on top of any other
agreements or general terms with the
bank. Such agreement has to stipulate
the rights and duties of the parties in-
volved and to specifically regulate the
execution as well as the compensation
arising from the transaction. This agree-
ment also has to disclose the risks in-
volved — transfer of ownership, lack of
deposit protection, non existent right to
segregation in case of the bank's bank-
ruptcy. Further, the bank or the securi-
ties dealer has to inform the client,
whether it acts as a principal or as an
agent. It is not enough for a bank or se-
curities dealer to include such transac-
tions in their general terms and condi-
tions, thereby reserving the right to con-
duct such transactions in advance. Such
clauses in the general terms and condi-
tions were already declared void by the
predecessor supervisory authority of
FINMA, the Swiss Federal Banking Com-
mission, in 2002. On the contrary, the cli-
ent shall be informed explicitly that he
is about to enter into such a transaction.
In addition, the banks and securities
dealers are bound by the standard con-
tractual duty, to be able to account for
the lent securities at any given time (art.
400 para. 1 CO), to specifically note the
loan in the reporting on the safe custo-
dy account, to periodically include it in
the accounting process and to keep se-
curities records —i.e. the stock ledger for
registered shares — up to date. The client
has to be given the option to selectively
exclude certain securities from the lend-
ing transaction. Those transparency re-
quirements are supposed to empower

the client, in order for him to be able to
adequately supervise, modify and ter-
minate such securities lending transac-
tions he has entered into.

2. Summary

The above discussed principles that are
based on art.11 SESTA and explicitly stat-
ed in the Circular clarify the already ex-
isting contractual rights and duties of
bank customers, who choose to enter in-
to a securities lending transaction with
a bank or a securities dealer — without
entirely prohibiting them.

With the strict requirement of a
written agreement and the banks’ duty
to fully disclose the terms of any trans-
action, the protection — specifically of
less business savvy customers — can be
improved. Private persons should be es-
pecially alert, to make sure that they are
not considered as being qualified inves-
tors —either because their assets exceed
CHF 2 million, or because they have
signed an asset management agree-
ment — therefore being excluded from
the automatic protection against naked
securities lending.

These principles will take effect as
of June 30, 2010. @
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Systems of Compensation in the Financial Industry
and the Circular by the Swiss
Financial Market Supervisory Authority (FINMA)

EVEN BEFORE THE ONSET OF THE FINANCIAL CRISIS, AND CERTAINLY DURING ITS COURSE, THE SO CALLED
“BANKER BONUSES” WERE HEAVILY CRITICIZED BY MEDIA AND POLITICIANS ALIKE. IT IS NOT SURPRISING THEN,
THAT THE LATTER GROUP PASSED THIS HOT TOPIC STRAIGHT ON TO THE SWISS FINANCIAL MARKET SUPER-
VISORY AUTHORITY (FINMA), DEMANDING STRONG REGULATIONS FOR EFFECTIVE AND SUSTAINABLE SYSTEMS
OF COMPENSATION FOR THE INDUSTRIES SUBJECT TO ITS AUTHORITY (BANKS AND INSURANCE COMPANIES).
THE FINMA'S CIRCULAR HAS RECENTLY BEEN PRESENTED.

Stefan Schalch

1. Starting Position and Overview

Experience has taught that systems of
compensation have an influence on the
behavior of those concerned by them -
this is in fact their inherent goal. When
the taking of risks bears the promise of
a high bonus, while failure bears no fi-
nancial consequences, the individual
will naturally tend towards high risk
transactions. When a large number of
individuals at any given firm risk a lot in
its name, the financial exposure of this
company rises. In the most extreme cas-
es this can lead to the collapse of —or at
least grave damage to — the company.
The fact that these very mechanisms
were partly responsible for the collapse
of the house of cards that was the finan-

cial industry has been widely acknowl-
edged.

On the topic of “fair compensation”
millions (or more appropriately: “bil-
lions”) of pages have been written. In
Switzerland the most important of
those are the ,Swiss Code of Best Prac-
tice for Corporate Governance” by the
economiesuisse from 2002 and the
Guidelines of the SIX Swiss Exchange
concerning Corporate Governance from
the same year. Both prominently treat
the topic of financial compensation and
form a sound starting point from which
to analyze it (no. 2 below).

As part of the current corporate law
revision, and even more recently, as part
of the so called “racketeering initiative
(Abzockerinitiative)”, the topic occupies
a prominent place in the public debate
—this is not surprising, given that politi-
cians hope to be cast in a positive light.
Afew words on this will follow under no.
3 below.

The latest chapter for Swiss finan-
cial institutions and insurance compa-
nies has now been written by the FIN-
MA. Its
schemes” of 10/21/09 was published on

“Circular 10/1 remuneration

11/11/09. It will be discussed under no. 4
below.

2. The Swiss Code of Best Practice for
Corporate Governance and the SIX-
Guideline regarding Information for
Corporate Governance

The Swiss Code addresses best practices
for publicly owned Swiss firms by way of
(only) recommendation. However, other
companies and organizations of impact
to the Swiss economy can gather practi-
cal guidelines from the Swiss Code. On
the topic of remuneration the Swiss
Code recommends the following:

- Remuneration should be appropri-
ate to the market and to the perfor-
mance, in order to recruit and maintain
staff of appropriate qualification and
character.

- The remuneration should be com-
prehensible and dependent on the sus-
tainable prosperity of the company as
well as the personal contribution. False
incentives should be avoided.

The SIX-Guideline on the other
hand emphasizes transparency and
hopes to curb unhealthy remuneration
policies that way. As a consequence, all
directly or indirectly paid forms of re-
muneration (namely fees, salaries, cred-
it vouchers, bonus payments and pay-
ments in kind) to active as well as for-
mer members of the governing body




during the year past need to be item-
ized as part of the yearly financial re-
port of a company.

The Swiss Code is not legally bind-
ing and the SIX-Guideline only applies
within a small circle, namely regarding
those issuers, whose shares are listed
with the SIX Swiss Exchange and whose
official place of incorporation is Switzer-
land. Thus the scope of application of
both guidelines is very limited.

3. Swiss Corporate Law, its revision and
the Public Initiative “Against Racke-
teering”

Swiss corporate law, in its current form,
has a limited set of governing instru-
ments regarding the issue of compensa-
tion. It heavily relies on transparency. Ar-
ticle 663b"* CO requires publicly listed
companies to disclose any direct or indi-
rect forms of remuneration towards
members of the board of directors, of se-
nior management and of the advisory
board as an addendum to the yearly fi-
nancial statement. Here again, the scope
of application is somewhat limited.

The draft of the new corporate law
attempts to change this. One of the
changes is the proposed granting of
statutory authority to the annual share-
holders meeting regarding the remu-
neration policies in general as well as
specifically the actual remuneration of
the senior members of management
(board of directors and executive man-
agement). Furthermore, the instate-
ment of a legal right of recourse is
planned, to allow for restitution in cases
where the compensation by the compa-
ny retrospectively turns out to be dis-
proportionate to the performance of the
employee. Greater transparency con-
cerning compensation within all com-
panies is another goal. Each shareholder
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is meant to be given the right to request
information from the board of directors
regarding remuneration, loans and ad-
vances to be granted to members of se-
nior management. At what point the
new corporate law will come into effect
is unknown as of yet.

Finally, the initiators of the public
initiative “against racketeering” are
looking to put a cap to what they per-
ceive as excessive compensation of the
senior management of publicly listed
companies through the improvement of
corporate governance. At the sharehold-
ers meeting shareholders should be giv-
en more influence on the remuneration
policies concerning senior manage-
ment, for example by:

- making the shareholders meeting vote
on the total of funds assigned to the re-
muneration of the board of directors
and the executive management;

- prohibiting golden parachutes and
sign-on payments;

- making the statutes define the size of
loans to and pensions of members of
the governing bodies, the length of em-
ployment contracts of members of the
executive management and the permis-
sible number of external mandates a
member of the governing bodies is al-
lowed to have;

- making violations punishable under
criminal law with up to three years im-
prisonment.

This altogether extreme proposal
would hurt the free, liberal place of busi-
ness that is Switzerland in ways that
would be damaging to its economy.

4.The FINMA Circular

“10/1 Remuneration Schemes”

The FINMA creates supervisory rules in
general and regarding remuneration
that are legally binding to those market-

players (financial intermediaries and in-
surance companies) that are subjected
to its authority. This binding authority
has been narrowed by the FINMA itself,
to include only the seven largest Swiss
banks and the five largest insurance
companies. According to media ac-
counts those are BNP Paribas (Suisse),
Credit Suisse, EFG International, HSBC
(Suisse), Raiffeisengruppe, UBS and ZKB
in the banking sector and Axa Winter-
thur, Baloise, Swiss Life, Swiss Re and
Zurich among the insurance companies.
The rules only apply to banks with more
than 2 billion Swiss francs in equity cap-
ital and insurance companies exceeding
2 billion Swiss francs in solvency. For all
other banks, securities dealers, insur-
ance companies and licensees under
the Collective Investment Schemes Act,
the Circular serves as a guideline for
best practice. FINMA explicitly reserves
the right to require individual interme-
diaries to comply with these rules, even
if they do not reach the benchmarks, in
cases where it seems appropriate based
on their risk profile, bad business habits
or unsuitable compensation schemes.
The primary goal of the authority is
to avoid remuneration schemes that en-
courage excessive risk taking which can
endanger the stability of financial insti-
tutions. The main focus lies on variable
compensation which is considered par-
ticipation in the profit of the company. It
therefore has to be inseparably tied to
the economic success of the institution,
thereby taking into account the risk pro-
file and sustainability aspects. In order
to avoid a negative impact on competi-
tiveness of Swiss financial institutions in
their search for talent, there is no cap on
the remuneration. However, the com-

Continued on page 10
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pensation needs to be incorporated into
the capital- and liquidity planning of the
respective intermediary. The FINMA’s
strategy is to allow a significant portion
of variable remuneration to only be paid
out, once the future development of the
company is foreseeable (i.e. generally
after three years). This is called deferred
or risk-adjusted payment (as recently
implemented by Credit Suisse). FINMA
also favors clawback provisions as re-
cently introduced by the German Com-
merzbank for its top management. They
are tied to typical risks arising in the
area of responsibility of the respective
employee.

In passing, FINMA also wants to in-
crease transparency. The board of direc-
tors needs to compile a report, detailing
the remuneration policies on all differ-
ent levels of an institution and make
this report available to all of its share-
holders (therefore practically making it
public). In demanding this, the FINMA
not only goes further than the existing
law, but also further than the draft for
the revised corporate law. The latter fo-
cuses on senior management only.

The new regulations went into ef-
fect on January 1st 2010. The FINMA is
aware that the implementation will
raise a number of sensitive issues con-

Humor

A lTawyer named Strange died, and his
friend asked the tombstone maker to in-
scribe on his tombstone, ,Here lies
Strange, an honest man, and a lawyer.”
The stonecutter insisted that such an
inscription would be confusing, for
passersby would tend to think that

cerning employment- and tax law. It
passes on the implementation of those
standards to the individual intermedi-
aries. After a transition period of one
year, they must be compliant with the
FINMA Circular. The respective institute
must report on the implementation by
April 30th, 2011 with their auditors testi-
fying that report. Although there is no
formal approval of the individual com-
pensation schemes, FINMA will closely
monitor the implementation.

Conclusion

The topic of appropriate remuneration
remains a hot one. With its Circular, the
FINMA has brought momentum into the
discussion. It remains to be seen in what
way this will influence the work on the
revision of corporate law. The FINMA
rules seem to be rather practical, some-
thing that cannot be said about many
other sets of rules. On the other hand,
the FINMA seems to be going further
than its European counterparts. Let’s
hope this will not damage Switzerland
as a preferred place of business for
banks and financial institutions. We'll
have to wait and see. In any case, one
thing remains true: The show must go

on.. ™

three men were buried under the stone.
However he suggested an alternative:
He would inscribe, ,Here lies a man who
was both honest and a lawyer.” That
way, whenever anyone walked by the
tombstone and read it, they would be

1«

certain to remark:, That's Strange
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