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financial sector contributes to making societies wealthier and contributes to their resilience,
stability and the degree of equality in a society.




MJIEL Vol. 151ss. 12018 M. Aizawa, D. Bradlow & M. Wachenfeld

transactions and for notifying the relevant authorities about any suspicious transactions or
customers. The FATF recommendations have achieved a degree of success in meeting their
objective. However, the recommendations have also had some unintended human rights
consequences. FATF did not anticipate that some banks would decide not to service customers
seeking to remit relatively small amounts to their families in another country while other banks
would decide to increase their charges on these transactions. The result was that the Task
JRUFHYV UHFRPPHQGDWLRQV KDYH DGYHUVHO\ DdseHFWHG WKt
remittances to meet their food, housing, health and education needs. In one particularly striking
example, the Somali community in England was forced to ask the UK government to intervene
with British banks in order to help them preserve access to at least one bank that could send
their remittances to their families in Somalia.> On the positive side, the Task Force came to
understand that their recommendations had an impact on money laundering arising from human
trafficking, and issued a guidance on how to address such money laundering (and hence human
trafficking).®

As this example shows, international financial regulatory standards affect how human
beings interact with and are affected by the financial system. The way in which the standards
are formulated can influence the precise nature and extent of these impacts but they cannot
avoid having an effect on the human beings who use, or would like to use, the financial system.
Consequently, the international standards inevitably raise human rights issues. This raises the
question of whether a human rights analysis would add value to the quality of financial
regulation.

This paper seeks to answer this question in regard to the international financial standard
setting bodies (SSBs) and their international financial regulatory standards. Its hypothesis is
that incorporating a human rights analysis into the standard-making processes of the
international SSBs would improve the quality of their standards.” This analysis could be
integrated into other internal processes such as a regulatory impact analysis or it could be
carried out as a bespoke human rights impact assessment, It would make the actual and potential
positive and negative human rights impacts of proposed international standards more visible.
This knowledge would enable these bodies to formulate their standards with a better
understanding of their full costs and benefits and how these costs and benefits will be allocated
among their various stakeholders. It will also help mitigate the risk of unintended consequences,
including the risk that the costs fall on those least able to bear them.

7KH UHDVRQ IRU IRFXVLQJ RQ WKH 66%VY LOWHUQDWLRQD
standards that tend to guide national financial regulatory and supervisory authorities around the
world in developing their own national financial sector regulatory frameworks. Consequently,
improved international standards at the apex of the system should lead to better financial

5 ODUN 7UDQ u6RPDOLV IHDU %DUFOD\V FORYV X Uht GuardiaH, RMaVebi¥ 8:QFH DFFRXQW
www.theguardian.com/global-development/2013/jun/24/somalis-barclays-remittance (accessed March 2018).

6 The guidance was not driven by a human rights imperative but it prompted banks to look out for signs of human

trafficking in certain financial transactions. See )$7) MORQH\ /DXQGHULQJ 5LVNV $ULVLQJ IURP 7
+XPDQ %HLQJVY DQG 6PXJJOLQJ RI OLJUDQWVY
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regulation and supervision at the national level where human rights impacts +positive and
negative + will ultimately be experienced.

The paper has a second purpose. It seeks to facilitate dialogue between financial
regulators and human rights experts. The lack of serious interaction between financial
regulators and the human rights community has increased the risk that the adverse human rights
impacts caused by the failures of the financial sector will continue. This situation is likely to
continue until both the human rights community and the financial regulators take the time to
learn about the relevance of the other sector to their work. The human rights community needs
to develop sufficient understanding of the financial sector and the international financial
regulatory structure that they can begin to articulate more clearly and precisely how
international financial regulatory standards impact on human rights. Similarly, the financial
community in general and financial regulators and supervisors, in particular, need to understand
enough about human rights that they come to appreciate that financial transactions and financial
regulation inevitably have human rights impacts and that it is in their interest to anticipate and
manage these impacts.

There are reasons to believe that the prospects for a productive discussion between
human rights experts and financial sector regulators are improving. There are new regulatory
initiatives designed to promote a more socially and environmentally sustainable financial
system. 8 Some central banks and financial regulatory authorities, motivated by the
consequences of the financial crisis and the recognition that increasingly unequal societies are
unlikely to be stable or sustainable, are paying more attention to the distributional impacts of
their policies.® Similarly, some human rights experts are researching how human rights can
most effectively contribute to economic development.°

In order to make this case, this paper is structured as follows: Part 2 defines the scope of
this paper. It includes brief overviews of the SSBs and the international financial regulatory
standards that are the focus of this paper. It also describes the international human rights
standards used in this paper. Part 3 explains why human rights are relevant to finance and
financial regulation Part
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MJIEL Vol. 151ss. 12018 M. Aizawa, D. Bradlow & M. Wachenfeld

unduly large variations between the risk weightings used by different banks for similar classes
of assets.®

Pillar 2: Core Principles for Effective Banking Supervision (CPB)%

The CPB is aimed at banking supervisors and regulators. It provides them with a set of 29
principles to guide them and their governments in establishing an effective banking regulatory
and supervisory framework. It covers such issues as the powers, responsibilities and functions
of banking supervisory authorities and such aspects of prudential banking regulation as
corporate governance; management of credit; concentration, market, liquidity, interest rate, and
operational risk; transparency; and customer due diligence.

Pillar 3: Consolidated and Enhanced Disclosure Framework (CDF)%
The CDF, issued in 2017, consolidates all existing Basel discles8.6-646(s(s )-7( r)equhei)5(r)-1(em)17(en5)9(s )-
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to ensure that the standards will respect, protect and promote the fulfilment of human rights in
the regulation of that part of the financial sector subject to their regulatory authority.”

In this regard, it is important to note that in many financial systems the regulatory
authorities delegate the regulation of financial markets to self-regulatory organizations (SROs).
This is the case for example in markets for debt and equity securities in countries as diverse as
the USA and South Africa. In these cases, the state and the financial regulatory authorities
cannot rely on this delegation of authority to evade their obligation to respect, protect and fulfil
the rights of those individuals subject to their jurisdiction and to ensure that maximum available
regulatory resources are used to realize ESC right. At a minimum, they must ensure that the
SRO to whom they have delegated this authority use it in ways that are consistent with the
VWDWHIV KXPDQ ULJKWV REOLJDWLRQV

4.3. The Human Rights Responsibilities of the Regulated Entities

The financial institutions regulated by the members of the SSBs and pursuant to SSB standards
are not themselves signatories to any international human rights treaties and are not subjects of
international law. Nevertheless, they are organs of society and therefore have a responsibility
to respect human rights. The nature of this responsibility has been elaborated in the UN Guiding
Principles on Business and Human Rights (UNGPs).” This responsibility entails putting in
place a human rights policy, undertaking human rights due diligence to Know and show fto
stakeholders that they have identified and are managing the human rights risks arising from
their own operations and business relationships.” These institutions also have a responsibility,
pursuant to Pillar 3 of the UNGPs, to put in place processes to remedy adverse human rights
impacts with which they are involved.”

In fact, most of the globally significant financial institutions either have formal human
rights policies or have made public representations in their publications on their commitment

7 There is one important caveat to this conclusion. The home states of the members may have all signed different
human rights treaties. Consequently, the specific human rights obligations of the SSB members might vary
depending on the identity of their home state. However, while this is an important caveat, it does not undercut the
general conclusion that the SSB members have a responsibility to pay due regard to the human rights impacts of the
international standards developed by the SSBs.

5 See Box 2 above.

76 A full elaboration of the human rights responsibilities of business, including financial institutions is beyond the
scope of this paper. However, there are a number of international statements that discuss how the UNGPs apply to
businesses in general and to the financial sector in particular. See e.g., www.ohchr.org/Documents/Issues/Business
/InterpretationGuidingPrinciples.pdf and https://mneguidelines.oecd.org/rbc-financial-sector.htm (accessed March
2018).

7 See Letter to the Thun Group of Banks by the Working Group, 27 23 February 2017, available at: www.ohchr.o
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www.banktrack.org/download/let
www.ohchr.o
https://mneguidelines.oecd.org/rbc-financial-sector.htm
www.ohchr.org/Documents/Issues/Business
http:involved.77
http:relationships.76
http:UNGPs).75
http:authority.74
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a way that the financial system only serves the interests of some of its stakeholders.
For example, it may only offer savings or investment products that are targeted at
individuals who have certain levels of income and wealth or at firms that meet
certain risk parameters.

X Ensuring an effective payment system for economic/financial transactions: This
involves helping individuals, firms and institutions pay for specific transactions by
moving funds from their financial accounts to the accounts of their counter-parties.

Financial sector regulators and supervisors are responsible for ensuring that the financial
system sustainably performs all the above functions. This requires them, collectively, to
monitor:

x individual institutions to establish that they are safe and sound
X markets to make sure that they are transparent, fair and efficient
X both individual institutions and markets to ensure that their consumers are treated





www.equifaxsecurity2017.com/2017/09/07/equifax
http:ICCPR.93
http:ICCPR.90
http:ICESCR.88
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progressively realize the human rights to food, water, education, health care, decent
employment and social security.

The third category relates to the responsibilities of both the regulatory authorities and
SROs when the former delegates its regulatory responsibilities to the latter. The key issue in
this regard is ensuring that the delegation does not enable the state to evade its human rights
responsibilities under the human rights treaties that it has signed.

The following are examples of how human rights arise and are not adequately addressed
under particular provisions of the OPSR.

7KH ILUVW H[DPSOH UHODWHV WR WKH UHJXODWRU\ DXWK

maximum available resources are allocated to the progressive realization of ESCR. OPSR
Principle 36 requires the regulators to monitor the conduct of market actors and to have the
powers necessary to effectively identify and investigate possible cases of market
manipulation.’** The explanation to the Principle makes clear that these powers are important
because market manipulation undermines the integrity and fairness of the market and can result
in distortions in the allocation of financing.!® This follows from the fact that manipulations
may affect key market prices +for example interest rates!!6--
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of due process that is consistent with the delegating authorit\fV KXPDQ ULJKWYV UHVSRQV!
before imposing any sanctions on non-compliant individuals. The explanatory notes to
Principle 9 state that the SRO should follow gimilar fprofessional standards of behaviour to
the regulator in regard to matters of confidentiality and procedural fairness.!® However, it does
not elaborate on what these standards should be or how much, if any, deviation can take place
and still constitute gimilar fstandards. The failure to fully resolve this issue creates a risk that
SROs may adopt practices and procedures in this regard that fail to fully comply with the
requirements of the right to an effective remedy. Given the importance of this right, it would
be helpful if the international standards clarified that the SROs must comply with the same
standards of procedural fairness in performing their responsibilities in this regard as would be
expected of the delegating regulatory authority. Failure to do so may, perhaps unintentionally,
signal to SROs that they may provide a procedurally weaker form of effective remedy than
human rights law requires or than their delegating authority would provide.

Function 3: Managing risk in the financial system

The international standards that are relevant to this function are the BCA, CPB, ICP, OPSR,
CPMI and the Recommendations. The risk weightings of the BCA influence the risk
management approaches that banks adopt, including the form and nature of the assets in which
they will invest and the identify of those to whom they will extend credit.?® The CPB, ICP and
OPSR create the regulatory framework that determines the approach that the regulated entities
should take in managing the risks to which they are exposed. They also affect the approach that
the regulatory authorities take towards supervising the risk management approaches of their
regulated entities.!?*
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management purposes by the financial regulatory authorities. All the international financial
regulatory standards considered in this paper discuss risk issues but none of them make clear
whether human rights risks should be considered as potential material risks for regulatory
purposes. The failure to explicitly address these risks does not mean that human rights risks do
not exist 2as indicated above finance and financial regulation always and unavoidably have
human rights impacts, some of which will pose reputational, operational or credit risks to
financial institutions. There are many examples that demonstrate the relevance of human rights
risk to finance.’** One recent example is the Dakota Access Pipeline project in North Dakota.!?®
In this case, the failure to adequately address human rights risk contributed to the controversies
over the financing of the project. These controversies reached such intensity that some of the
banks funding the project decided to withdraw from the project rather than to continue bearing
the reputational, operational and credit risks associated with the project.'?

Financial institutions and their regulators are beginning to recognize that the failure to
internalize human rights risk merely means that they have implicitly decided to allow the
financial actors that may be contributing to the risk to avoid having to accept responsibility for
the risk. Financial institutions themselves have adopted standards, such as the Equator
Principles?’, and formed groups such as the Thun Group'?® to address at least aspects of this
issue. At least one national banking supervisor recognized how human rights risks to individual
banks could ultimately
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requirements under Pillar 3.

Function 4: Promoting liquid, transparent and efficient financial markets

The international standards that are relevant to this function are the CPB, CDF, ICP, OPSR,
and CPMI. The CPB, ICP and OPSR create the regulatory frameworks that determine the
approach that the regulated entities should take in their participation in financial markets and
that the supervisory authorities should take in supervising the activities of their regulated
entities. 1 The CDF seeks to promote market discipline through regulatory disclosure
requirements. The CPMI is implicated because the settlement and payment systems have an
impact on the efficiency and liquidity of markets.t%

There are three categories of human rights issues that can arise in regard to this financial
function. The first category are the four common human rights discussed above-- non-
discrimination, privacy, access to information and right to an effective remedy. The second
category includes the responsibilities of SROs and other non-state actors who are exercising
delegated regulatory responsibilities. This issue was discussed in regard to the investment and
risk management functions and so will not be repeated in connection with this function.

The third category is the definition of the factors that the SSBs treat as having a material
influence on the transparency and efficiency of markets. As has been discussed above, human
rights considerations can affect confidence in the integrity and fairness of financial markets.
This in turn will influence their efficiency and liquidity. Consequently, one would expect the
SSBs to pay some attention to human rights issues in the disclosure requirements in their
international financial regulatory standards. However, as shown in the following two examples,
these issues are not explicitly addressed in the international standards.

The first example deals with disclosures by banks. The current version of the CDF does
not provide guidance on how banks should deal with human rights risks. As discussed above
this is surprising because many major international banks have recognized that human rights is
relevant to their performance and have human rights policies or public statements on their
approach to human rights.**® The failure of the BCBS and its members to discuss these risks
means that it is failing to provide guidance to the banks, their supervisory authorities and the
public about how it thinks banks should handle human rights risks in their disclosure statements









www.bis.org/speeches/sp170713.pdf
www.unepfi.org/fileadmin/docume
www.bis.org/fsi/publ/insights1.pdf

MJIEL Vol. 151ss. 12018 M. Aizawa, D. Bradlow & M. Wachenfeld

$QRWKHU PLVPDWFK FDQ EH IRXQG EHWZHHQ WKH LQWHUQL
to the size of the institution (in terms of assets, operations and volumes of transactions) and its
systemic importance, and the relative lack of attention to the number of clients served by an
institution. Institutions serving poorer communities can have large number of customers, which
makes them extremely important for the welfare of some communities even though they are
small institutions in terms of assets and other financial indicators. The social, human rights and
political consequences of the failure of such a bank can be profound, even if its economic and
financial consequences may be relatively small. This suggests that the application of
international standards to smaller institutions requires discretion and care. The SSBs should
also pay more attention to international soft law standards like the Principles on Responsible
Investing, those proposed by the Alliance for Financial Inclusion, and the Global Reporting
Initiative in developing standards and explanations applicable to this situation. It also suggests
that there is a need for the SSBs to provide more guidance on the meaning of the principle of



www.fatf-gafi.org/media/fatf/documents/recommendations/Guidance-RBA-NPPS.pdf
www.gpfi.org/sites/default/files/documents/Principles%20and%20Report%20on%20Innovative%20Financial%20I
https://cenfri.org/wp-content/uploads/2011/10/Global-standard-setting-bodies-and-financial-inclusion-report_GPFI
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facilitate unduly risky or illegal activity. This is harder to implement than to state because of
the number of transactions passing through any payment system and the way in which
transactions are aggregated in the payment system. Consequently, the regulatory authorities
need to strike a balance between requiring adequate information to identify risky or illegal
activity and the individuals engaging in it and demanding so much information that compliance
with the regulations becomes unduly invasive, burdensome and expensive. If the balance is
incorrect there is a risk that the safety and efficiency of the system can be undermined either
because it is abused by some users or because using it becomes too costly.

An example of the importance of the PFMI dealing with the right to non-discrimination
is Principle 18 which sets out the requirement that there should be fair and open access to the
financial market infrastructure.’® The Principle does not however clarify which criteria should
be consider HG LQ GHWH U P L QfaifThk bxfilaRafory \natestraferyW R ptUHDVRQDEOH
risk-related requirements 1*® for participating in the FMI but does not explain what
UHTXLUHPHQWYV .IMdidoverUtht QendRaQdseusdiehiof risks in the PFMI only
mentions risks related to the safety, efficiency and stability of the FMI, such as legal risk,
systemic risk, credit risk, liquidity risk, general business risk and operational risk.*>” While
these are important and relevant considerations, they do not deal with all the relevant factors.
,Q SDUWLFXODU LW OHDYHV RSHQ WKH SRVVLELOLW\ WKDW W
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of relevant stakeholders. ¥° 7KLV DSSHDUV WR EH DSSOLFDEOH WR ERWK W
governance and the selection of the individuals who work in these structures. The principle
refers to the need to take the public interest into account in these governance arrangements.
However, neither the principle nor its accompanying explanatory note clarifies what is included
in the definition of the public interest for this purpose. The explanatory note indicates that the
FMI should place a high priority on the safety and efficiency of its operations and explicitly
support financial stability and other relevant public interests fput does not clarify what is meant
by pther relevant public interests ¥ Some indication of what might be meant by this phrase
can be deduced from the explanatory list of the criteria that should be used in selecting the
members of the board of directors of the FMI. They include their independence, skills,
experience and knowledge of FMIs.?5! While these are all important and relevant criteria, there
IS no suggestion that the criteria should include an ability to understand the broader societal and
human rights implications of FMI activity. Without more specific direction to members about
what the public interest entails, it is unlikely that factors such as these will be taken into
consideration.

An example of a situation that could have a negative human rights impact under these
standards is if the FMI decides to exclude certain foreign financial institutions from
participation because it is not confident that they are being effectively regulated by their home
country regulators. As a result, the cost of clearing or settling transactions increases for all the
customers of the excluded institutions even though many of them may not have done anything
wrong. In the extreme if there are no other FMIs available to the excluded financial institutions,
the result could be that all the citizens of a particular country could be excluded from accessing
the FM1.162

This unfortunate outcome could be avoided, or at least mitigated, if the CPMI clarified
that the public interestY LQFOXGHG WKH VRFLDO DQG KXPDQ ULJKWYV LPS
One way to do this might be to require greater diversity and broader representation of all
stakeholders in the governance of the FMIs. Failure to do so increases the risk that the interests
of some stakeholders, such as institutions serving the poor or small businesses, receive
inadequate attention in the governance of the FMIs. This could result in them being effectively
excluded from the payment system because it is too expensive or onerous for them to meet the
conditions for participation in the system.

6. REFLECTIONS AND SUGGESTIONS

The preceding parts sought to illustrate the multiple points of intersection between human rights

159 CPMI (2012), supra note 35, PFMI Principle 2.

160 CPMI (2012), supra note 35, PFMI Paragraph 3.2.2, at 27.

161 CPMI (2012), supra note 35, PFMI Paragraph 3.2.10, at 29.

%2 0) PSHFHQW 7UHQGV LQ &RUUHVSRQGHQW %DQNLQJ 5HODWLRQVKLSV =
available at: www.imf.org/~/media/Files/Publications/PP/031617.ashx (accessed March 2018). Samuel M. Maimbo

(ed. p5HPLWWDQFHY DQG (FRQR P LThe WWoMdBanR SoFidd QeVeloprigniaHafers: Odnilick

Prevention and Reconstruction (CPR), Paper No. 38, November 2006, available at: http://siteresources.worldbank.o
rg/INTCPR/Resources/WP38_web.pdf (accessed March 2018).

36


http://siteresources.worldbank.o
www.imf.org/~/media/Files/Publications/PP/031617.ashx
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and optimize the positive impacts, thereby improving the quality of the standard.

x  Second, a human rights perspective can also improve the capacity of the SSBs to
comprehensively assess the risks to the safety and soundness of individual
financial institutions, the fairness and efficiency of markets and to contribute to
the stability of the financial system. This follows from the fact that a human rights
approach by making transparent the impacts of proposed standards on individual
savers, investors and consumers of financial services will make it easier for the
SSBs and their members to understand the likely response of the various
stakeholders to the proposed standards. This will enable them to adjust the
standards to optimize its impact. It will also enable them to better assess how well
the financial system is performing all its functions and the sustainability and
stability of the system.

X Third, a human rights approach should allow all affected stakeholders to better
understand the potential impacts on them of the proposed standard. This can help
promote greater engagement and exchange of views about the content of the
standards, thereby ensuring that the standards are as responsive as possible to the
needs of the SSB members, the regulated entities and their customers. This
increased engagement may also provide the SSBs with new information that
makes it easier for them to identify and address any unintended consequences of
the proposed standard.

x Fourth, if the SSBs and their members have a good understanding of the human
rights impacts of their proposals, they will be able to identify the potential linkages
between what they are proposing and the responsibilities of other governmental
agencies. The potential impact can be communicated to other parts of the
government that can consider introducing regulatory measures to mitigate their
negative impacts or optimize their potential positive effects. The human rights
approach thus helps government agencies communicate and coordinate when there
is otherwise little incentive for them to do so. For example, once the FATF
recognized that its know-your-customer recommendations were making it easier
for banks to identify potential customers engaged in human trafficking, it could
begin working with law enforcement agencies to reduce the exposure to human
trafficking within the communities in which their regulated entities operate.

x  Fifth, in order to conduct an effective human rights analysis, the SSBs will need
to be more transparent and more open